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FRIDAY, JANUARY 31, 1958 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways AND Mgans, 
Washington, D.C. 

The committee met at 10 a. m., pursuant to recess, in the Ways and 
Means Committee hearing room, Hon. Wilbur D. Mills, Chairman, 
presiding. 

The Cuatrman. The committee will please come to order. 

The first witness this morning is Mortimer M. Caplin. 

Mr. Caplin, will you please come forward and identify yourself for 
the record by giving your name and address? We know you come as 
an invited witness of the committee. 


STATEMENT OF MORTIMER M. CAPLIN, ESQ., PERKINS, BATTLE & ; 


MINOR, CHARLOTTESVILLE, VA. 


Mr. Cartin. Yes,sir. Thank you,sir. 

My name is Mortimer M. Caplin, of Charlottesville, Va. I am a 
professor of law at the University of Virginia Law School. Also I 
am counsel to the law firm of Perkins, Battle & Minor. 

The Cuarrman. You are recognized, sir, to proceed in your own 
way. 

Mr. Carty. First, I would like to thank this committee very much 
for the kind invitation for me to come here to express my views 
amicus curiae as to the need for revenue revision and the direction 
which we should take. 

I will read from certain excerpts from my statement and will be 
able to answer any questions that the committee might have. 

It is often pointed out that ours is a self-assessing tax system, and 
that the soundness of such a system depends upon the good faith of 
our pesgile and their continued willingness to report their income and 
assess themselves in a fair and honest manner. To this there is 
usually added that Americans are trustworthy and that this facet 
of our internal revenue system is working effectively. 

I do not question the inherent honesty of our people, nor do I have 
the facts to dispute the assertion that most of them report their income 
fully and fairly. But there are disturbing signs: There seems to be 
a current lack of confidence in our tax laws, marks of disrespect for 
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the administration of these laws, and increased tendencies toward tax 
avoidance and even dishonesty. 

People also appear to be developing a lethargy over tax enforce- 
ment, reminiscent of the former widespread attitude under the Vol- 
stead Act. Not that fraudulent tax evasion is currently accepted or 
approved by any large segment of our society; rather, the evidence 
is that of indifference and sometimes sympathy when a member of 
the community is charged violations, criminal or civil. 

Now, these attitudes constitute, in my opinion, a serious threat to the 
integrity of our tax system. At a crucial moment in our history, 
when this system is being strained by an indefinite period of high 
taxation, it seems imperative that firm steps be taken to reverse these 
trends. 

Before considering possible remedies, I would like to examine 
briefly some of the causes of our present plight. 

First, the rates are extremely high at all levels of our graduated 
income tax. 

High rates have made us a tax-conscious people. Taxes are a 
major part of the family budget, and a controlling force in the way 
we conduct our businesses. Many of us have developed an acute 
sensitivity to the importance of tax deductions and the costliness of 
nondeductible expenditures. This has led to increased interest of tax 
planning, in means for arranging one’s affairs to minimize taxation 
and even tax avoidance. 

It should also be recognized that there is a growing awareness 
of the artificiality of our highest brackets. Individuals frequently 
hear of expense accounts, fringe benefits, and persons earning huge 
sums, but paying little taxes. The remarks made the other day by 
a salaried employee is typical: “Why does everyone have a loophole 
but me? Why shouldn’t I have a window to crawl out of?” 

And that is verbatim. 

Along with increased rates, our tax laws have become unbelievably 
complex. 

To attempt to comprehend the tax laws is an extremely difficult 
task. Accountants and lawyers, in small communities, complain 
about the complexity of the law as it applies to the small-business 
man and the average client. Income tax returns are detailed and 
involved, and the people approach April 15 with frustration and 
dread. 

Laws should be understandable to the great bulk of society. When 
they materially affect individuals, and yet are not reasonably com- 
prehensive to them, we are inviting widespread disregard of the laws, 
leading to innocent as well as calculated violations. 

Another contributing force to the lack of confidence in our tax 
laws is the undue emphasis and publicity given to “tax gadgets” or 
“tax gimmicks.” I refer here not to the expected use of various pro- 
visions of the Internal Revenue Code, based upon normal business or 
family motivations. Instead, my reference is to the wide variety of 
proposed transactions often entirely unrelated to the usual activities 
of the individual, but which are being peddled by a type of tax 
broker, plans which are sold solely on the basis of tax advantages to 
be derived from them with only secondary consideration to their 
economic soundness. 
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Many such proposals have been defeated by the ingenuity of our 
courts: The “business purpose” rule, the “step transaction” doctrine, 
the substance versus form approach, are all judicial replies to these 
artificial plans. But the judicial process alone is not sufficient to 
prevent this type of trafficking in tax schemes. 

’ A fourth factor to be taken into account is the sentiment that our 
tax laws discriminate in favor of our particular industries or groups. 
Certainly when we examine the legislative history of the Internal 
Revenue Code, it is difficult to answer the charge that a large portion 
of the law has been enacted in direct response to the demands of 
particular individuals or groups. 

Under a fiscal program geared to a high budget, a tax favor 
granted to one group inevitably results in a tax burden to another. 
Whether it be an extension of percentage depletion or the creation 
of new types of capital gain, the resulting loss in revenue must be 
borne by less-favored taxpayers. 

Frequently these tax preferences have been granted to provide 
incentives to different groups or industries. But is our tax law the 

roper vehicle for providing these special incentives or subsidies? 

oes such a legislative policy not result in continuing inequities to 
other taxpayers? 

I doubt whether the average man is conversant with the refinements 
of these tax favors. But I do gain the impression that many are of 
the view that certain groups are not “paying their way.” Local per- 
sonal property tax systems have suffered greatly because of beliefs 
in the community that neighbors understate their values. On a much 
larger scale, our national tax system would be grievously damaged 
if the sentiment was widespread that our laws were discriminatory 
or inequitable. People will declare their full tax liabilities only if 
they feel sure that the other fellow is paying his full share. 

Now, a final consideration, I feel, is the sporadic enforcement of 
our internal revenue laws. ‘The development of the Internal Revenue 
Service has fallen behind the vast increase in the taxpaying body. 
Whether it is a question of size or lack of top-quality personnel, the 
service is not adequately exercising its auditing functions. For the 
fiscal year ended June 30, 1956, almost 58 million individual income 
tax returns were filed, yet hardly 2 million individual tax returns were 
examined through contact with the taxpayer. 

Not that we have need for a high-powered police force of Treasury 
men, but a broad exercise of the auditing procedure on a reasonable 
basis has a salutary effect. Knowledge among taxpayers that their 
returns will probably be examined by an agent serves to check possible 
abuses. Too often we encounter the taxpayer willing to “take a 
chance” on the gamble that his returns will not be scrutinized. His 
information that acquaintances similarly situated have not been ques- 
tioned contributes to his engaging in this new game of roulette. 

If our self-assessing tax system is to be preserved, this trend must 
be reversed and a spirit of tax law compliance promoted. Our tax 
laws must earn the respect of the public; and to do this they must be 
understandable and they must be aimed at taxing persons of equal 
income, regardless of source, on an equal basis. 

Now, I would like to turn briefly to certain basic policy decisions, 
which I think we must confront. 


‘ 


! 
q 
\ 
i 
i 
i 


| 
) 
| 








2442 GENERAL REVENUE REVISION 


In reexamining the basic policies underlying our tax laws we must 
recognize the hodgepodge fashion in which special relief has been 

anted to various groups, and how favors to one have led to many 
Calaneds favors to others. 

Extend capital gain opportunities to this group, or that type of 
earnings, provide deferred compensation arrangements for others. 
Allow percentage depletion for this situation, for that. 

It is hard to see where such a legislative policy would end and how 
much more complex our tax laws would become. Also, if these vari- 
ous forms of tax relief are spread widely enough, they tend to neu- 
tralize each other and tend to suggest the conclusion that all be 
scrapped in favor of a lower, nondiscriminatory graduated income 
tax system. 

In the announcement of these hearings it was stated that the Com- 
mittee on Ways and Means was— 
looking toward revisions of our Internal Revenue laws in order to obtain a 
revenue system which is fair, equitable, neutral in impact between similar dol- 
lars of income, responsive to changes in economic conditions, and capable of 
compliance and administration with a minimum of taxpayer and governmental 
effort, and which will at the same time produce the needed revenues for the 
Government. 

It is my belief that these sound aims of the committee could be 
accomplished if policy decisions were made along the following lines: 

First, as to top rates: While the high rates give the impression 
of taxing severely, they are effective only as to those high-bracket tax- 
payers unable to qualify under a relief provision; mostly those in- 
dividuals earning income through personal services. A 65 percent 
top bracket, now reached by individuals with over $32,000 of taxable 
income, more closely approaches the present effective rates of persons 
with high incomes. At the same time, a dual program of rate reduc- 
tion plus elimination of the major relief provisions would place tax- 
payers of equal income on the same tax basis. This would substitute 
a simpler and fairer presentation of our actual rate structure for the 
present misleading pattern. Any revenue lost from the rate reduc- 
tion could be compensated for by the relief elimination. 

Second, as to the lowest bracket: To create a better balance in the 
rate structure, the first bracket should be cut in half to create a 10 
— starting point. This should be adopted coincidentally with 
eletion of four special provisions: The sick pay exclusion, the divi- 
dend exclusion, the dividends-received credit and the retirement in- 
come credit. 

The basis individual income tax return, Form 1040, owes much of its 
complexity to these four provisions. Their elimination would help 
simplify the law, and would be consistent with a program of reversing 
the special relief trend. It would also help offset the revenue loss 
resulting from the lowered first bracket. 

Third, as to the general averaging provision: Our present emphasis 
upon accounting for income on a rigid annual basis creates inequities 
for taxpayers of many classes. Hardships are inevitably encountered 
when progressive rates are applied to irregular and fluctuating 
amounts of income realized over a series of individual taxable years. 
Uniform averaging rules, should be adopted applicable to every type 
of income. Such rules would make unnecessary the present distinc- 
tions for long-term capital gain and would provide general relief on 
an equal basis for all taxpayers. 
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Fourth, as to capital gains: The capital gains provisions are among 
the primary causes for the complexity of the code and for the dis- 
crimination among taxpayers of equal incomes. That situation is 
aggravated by the relatively brief 6 months’ holding period require- 
ment, which has been in the code only since 1942. If capital gains are 
not to be superseded by a general averaging provision, their preferen- 
tial treatment should be sharply limited. 

To put capital gains in focus, it should be recalled that until 1922 
they were subject to the same rates of taxation as other income. The 
original justification for special treatment was the unfairness of 
bunching in 1 year the accretion in value of property held for more 
than 2 years. The 2-year holding period continued from 1922 to 
1934, when a sliding-scale system was adopted with variations for 
holding periods from 1 year to over 10 years. This continued until 
1938. From 1938 to 1952, the minimum holding period was fixed at 
18 months; and it was not until 1942 that the present 6-months rule 
was inserted in the code. 

A short holding period requirement emphasizes the sharp disparity 
between the taxation of earnings from personal services and earn- 
ings from investment. As a first step in correcting this inequity, the 
holding period should be extended to at least 1 year and the alterna- 
tive tax of 25 percent should be eliminated. All taxpayers should 
be limited to deducting a maximum of 50 percent of the net long- 
term capital gain in excess of net short-term capital loss. 

Fifth, as to gain on depreciable property : Depreciation on prop- 
erty “used in the trade or business,” or “held for the production of 
income” is fully deductible. 

In turn, profit on the sale of these assets is treated as capital gain. 
This is sometimes referred to as “2-for-1” treatment. 

The availability of rapid depreciation in the early life of a new 
asset, followed by a sale at capital gain rates often results in arti- 
ficial use of the tax law—particularly when property is purchased 
subject to a high mortgage. So long as we continue to give pref- 
erence to long-term, capital gain, provision should also be made for 
taxing as ordinary income that part of the gain represented by past 
depreciation allowances. 

gixth, Basis on death: Foreign buildings and foreign lands have 
been sold to individuals under special tax plans sient a deprecia- 
tion being fully deductible during lifetime, the property passing to 
heirs free of estate tax, and the heirs receiving an adjustment on the 
basis of the property for income tax purposes. 

This completely unwarranted setup, this basis for foreign realty 
passing on death should be denied, Furthermore, under the general 
provisions of Code Section 1014 (a), property acquired from a de- 
cedent, takes a new income tax basis equal to the fair market value 
of the property at the date of decedent’s death or the alternate valua- 
tion date. Accordingly, any unrealized appreciation in value to these 
dates unjustifiably escapes income taxation. This could be corrected 
by adopting as the general basis rule the special provisions now con- 
tained in Code Section 1014 (a) relating to so-called income in respect 
of a decedent; that is, the decedent’s income tax basis would carry 
over, increased by the portion of the Federal estate tax allocable to 
the property in question. 
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Seventh, Charitable contributions: Donor should not receive double 
benefits when he contributes appreciated property to a charitable or- 
ganization. Under the present law no income is realized at the time 
of such gift, yet the donor is allowed an income tax deduction based 
upon the fair market value of the property—even where the charity 
is his own family foundation. If the donor is in a high tax bracket, 
he may actually make a financial profit by contributing property in- 
stead of selling it and paying capital gain taxes. Works of art have 
been marketed at discount prices on this theory, that is, the pur- 
chaser will pocket a tax-free gain, through a tax deduction, by making 
an immediate donation of the property. 

Such abuses would be corrected if the charitable deduction was 
limited to the donor’s basis or the fair market value of the property, 
whichever is lower. This would also serve to discourage tax devices 
whereby individuals rid themselves of preferred stock dividends 
tainted under Code Section 306, which is something which has been 
getting recent publicity. 

Righth, percentage deoletion : If any extractive industry needs in- 
centives or financial assistance, outright subsidies or grants-in-aid 
might be granted by Congress as the occasions arise. Unlimited per- 
centage depletion, particularly when coupled with the right to deduct 
intangible drilling costs, stands out as one of the glaring inequities 
and preferences in our tax laws. 

Only since 1926 had unlimited percentage depletion been a part of 
our law. It was inserted at that time in the interest of simplicity 
and certainty in administration. Difficulty in administering dis- 
covery depletion was the reason stated for the change, not any basic 

olicy consideration for inducement or encouragement. The record 
is thoroughly reviewed by Professor Harrop Freeman in Percentage 
Depletion for Oil—A Policy Issue, published in the summer 1955 issue 
of the Indiana Law Journal. 

As the then Acting Secretary of the Treasury stated in 1933: 

Our experience shows that the percentage depletion rates set up in the law do 
not represent reasonable depletion rates in the case of the designated properties, 
but are much higher than the true depletion to which the taxpayer is fairly 
entitled. Moreover, these provisions enable a taxpayer to obtain annual deple- 
tion deductions, notwithstanding the fact that he has already recovered the 
full cost of the property. The deduction is, therefore, a pure subsidy to a special 
class of taxpayers. For this reason the Treasury recommends that these provi- 
sions be eliminated in order to put all taxpayers upon the same footing. 

Current history demonstrates how one depletion favor has led to 
another; how industry after industry has requested offsetting deple- 
tion to meet competition; how our present code allows percentage 
depletion to all other minerals, excluding only soil, sod, dirt, turf, 
water, or mosses * * * minerals from sea water, the air, or similar 
inexhaustible sources. How, in the case of minerals, the percentage 
depletion is not limited to the value of the mineral itself, as taken from 
the ground, but to the commercially marketable mineral product—to 
tile, to brick, to finished cement, to pulverized talc, and tale crayons. 

If all taxpayers are to be put upon the same footing, percentage 
depletion should, at least, be curtailed; percentages south be lowered 
and the new percentages allowed only until the remaining capitalized 
costs have been recovered. 

Ninth, life insurance: Life insurance policies have tax appeal, and 
are often sold to high-bracket taxpayers primarily on that basis. 
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Companies are offering policies with high cash surrender values during 
the early years, and will loan most of the money for premium pay- 
ments without collateral other than the policy. Insurance agents 
state, as the loan interest is deductible for income-tax purposes, you 
are in effect paying premiums at an unusually low cost. In turn, pre- 
death interest earned on the policy passes free of income taxes to your 
beneficiary ; and, if the policy is to be paid to your spouse for a period 
of years under a policy option, she may receive up to $1,000 a year 
of tax-free postdeath interest. This all makes life insurance a signifi- 
cant tax haven, especially when the proceeds may pass free of estate 
tax by lifetime assignment of the policy. 

To correct extreme abuses there should be denied to taxpayers the 
right to deduct the interest paid on loans for life insurance premium 
payment. 

Tenth, briefly, on withholding: The Treasury is reported to be 
losing hundreds of millions of dotlnes through the failure of taxpayers 
to report their dividends and interest. This could be corrected, 
without major business or administrative inconvenience, by a required 
withholding procedure for dividends and interest. 

Eleventh, Internal Revenue Service: Studies are already underway 
on the administration of the internal revenue laws. As one of the 
reports states: “The task of the Service is without a doubt the most 
sensitive of any task in the Federal administrative structure.” 

A determined effort should be made to strengthen the Service, with 
particular reference to perfecting its auditing procedures, 

Now, lastly, I would like to make reference to two possible long- 
range projects: 

First, consideration should be given to appointing a salaried com- 
mission charged with the responsibility of making a detailed study 
of our Internal Revenue Code, and preparing a draft of a proposed 
new statute. The 1954 statute represents an attempt to attain clar- 
ity and certainty by detailed specification of myriad controlling rules. 
We may have erred too far in this direction, and experience under 
the statute is indicating that drawing series precise lines creates hard- 
ships, complexities, and opportunities for tax avoidance. Such a 
commission might consider carefully the possibility of culling from 
the existing body of law certain basic and underlying principles which 
govern our tax system. It might then be possible to draft a statute 
built around a clear statement of these principles, but without the 
minutiae of detail characteristic of the 1954 Code. 

Second, but related to the above proposal, a reappraisal should be 
made of the advisability of creating a Court of Tax Appeals, to have 
exclusive appellate jurisdiction in the review of all noncriminal 
Federal tax cases. Such a court’s decision would be final, except 
where an occasional constitutional issue was involved. The existing 

roblems of unresolved conflicts among the circuits, and between the 
‘ax Court and court of appeals, would be eliminated. Such a ju- 
dicial hierarchy automatically assuring decisions of nationwide 
authority would provide greater certainty in interpreting and ad- 
ministering our tax laws. It would also be the available machinery 
for constant and final interpretation of a statute drawn in more gen- 
eral terms and based upon flexible, fundamental principles. 
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A group of outstanding tax practitioners recently reported that 
the “single most important factor of successful Federal tax enforce- 
ment in this country is taxpayer’s attitude.” . paate 

As I stated at the outset, it is my view that this attitude is being 
adversely affected by high and artificial rates, complex laws, wide- 
spread emphasis upon tax avoidance, sporadic enforcement, and un- 
justifiable discrimination in our tax laws. We have reached a danger 
= which strongly evidences an undermining of the tax morality of 
arge numbers of people. Yet, I believe these threats can be met 
by adopting amendments aimed primarily at eliminating tax prefer- 
ences and favors, amendments focused on creating a revenue system 
which in the words of this committee is “fair, equitable, neutral in 
impact between similar dollars of income.” 

The Cuarrman. Mr. Caplin, we thank you, sir, for coming to this 
committee and giving us the benefit of your views with respect to the 
many diverse problems which are present before the committee. 

Are there any questions ¢ 

Mr. Hertone. Mr. Chairman. 

The CuarrMAn. Mr. Herlong will inquire. 

Mr. Hertone. Mr. Caplin, on page 10 of your prepared statement, 
at the top of the page, you suggested a top bracket of 65 percent and 
a break in the first bracket, making the first 10 percent. Would you 
suggest that that be done all in one lump, or should it be done grad- 
-_ over a period of years? 

r. Captin. I would suggest so far as the top bracket is concerned, 
because of the unrealistic nature of it, that it be done at once, co- 
incidentally with eliminating some of the major relief provisions. 

Mr. Hertonc. You want to broaden the base at the same time you 
reduce the taxes, is that right ? 

Mr. Caputn. Yes, sir. 

Mr. Hertone. Thank you, sir. 

Mr. Mason. Mr. Chairman. 

The Cuarrman. Mr. Mason. 

Mr. Mason. Mr. Caplin, this committee has been getting free gratis, 
a tax seminar in the last few days from those experts who have ap- 
peared before us on invitation to give us the benefit of their broad 
experience. You are one of those. You have given us a very care- 
fully thought-out discussion of the inequities and some of the faults 
in our present tax system. 

You spoke about our depletion allowance that at present it not only 
goes to the clay that is dug out of the ground, but the bricks that are 
made out of that clay, because it is made into bricks that are made 
out of that clay, because it is made into bricks before it is put onto 
the market. 

Our taxmen have questioned whether our present law does permit 
that and they have held up for several years the depletion allowance 
that under our present law if you read it as we read it, would go to 
the owners of these clay beds. 

What do you think we can do to clarify it, so that the law will be 
plain that it is not to go to finished products like brick or tile but to 
the clay itself as it is mined from the ground ? 

Mr. Cartiin. There has been a series of court decisions at the ap- 
pellate level which interpreted the law contrary to the Treasury’s 
view. 
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Mr. Mason, Yes. : 

Mr. Carun. I think it has been a relatively simple job to make that 
provision clear. : 2 i . a 

Mr. Mason. Then supposing we do make it clear in this revision, 
and I am the owner of a clay bed and I have been ss in this de- 
pletion allowance for the last 4 or 5 years, I have been as out 

ividends on the basis of that and because of the uncertainty of it I 
have had to pile up in escrow, you might say, a lot of money that maybe 
the Treasury will collect from me some day and maybe it will not. 

Would you say in clarifying this that we should make it retroactive 
so that it would reach back for about 4 or 5 years. 

Mr. Cariin. I would be satisfied if it were made prospective and 
at the same time the depletion rates were lower. 

Mr. Mason. Thank you, sir. That is my attitude on this matter. 

Mr. Harrison. Mr. Chairman. 

The Cuarrman. Mr. Harrison will inquire, Mr. Caplin. 

Mr. Harrison. Mr, Caplin, I am sorry that I was late getting here. 
Did you state for the record that you are professor of law at the 
University of Virginia ? 

Mr. Captin. Yes, sir; I have, sir. 

Mr. Harrison. Mr. Caplin, directing your attention again to page 
10 of your statement, which Mr. Herida asked you about, can you 
make any comment as to what, if any, loss of revenue there would 
be if there was a top bracket on individual incomes of 65 percent ? 

Mr. Capurn. I have seen some estimates from reliable people in the 
tax field indicating that a cut at 65 percent would not cause in excess 
of one-half billion. I have seen some figures slightly less than that. 

Mr. Mason. That issurprising. You are right. 

Mr. Harrison. Do you think it would cause any loss? 

Mr. Capiin. I think about a half billion dollars under the present 
law, if you correct it at the same time as some of these other provi- 
sions, for example, a billion dollars could be picked up in oil deple- 
tion alone from some of the projections. 

Mr. Harrison. Directing your attention simply to a cutoff, is it not 
true that rates have gone as high as 91 percent, and a great many 
taxpayers who would have that 91 percent taxable income simply 
see to it that they do not have such and do not fall in such a bracket ? 

Mr. Captin. I think from my own experience that when a person 
approaches the 91 percent bracket he will make every effort to take 
advantage of capital gains, possibly foreign investments, and many 
other provisions of the law. 

Mr. Harrison. Tax-free investments? 

Mr. Carpiin. Tax-free investments. 

Mr. Harrison. And hobby farms. 

Mr. Capiin. And hobby farms, and oil depletion, which is a beau- 
tiful invitation to him. In other words, we are encouraging this sort 
of practice by having high rates and at the same time allowing tax 
havens, as they call them. 

Mr. Harrison. Can you name a percentage top bracket figure to 
which we can cut this back without any anticipated loss of revenue? 

Mr. Cariin. It would be very difficult for me to do that, sir. I 
think there must be some revenue collected at every bracket. If you 
just cut rates alone I think it is inevitable that we would lose. 

Mr. Harrison. Is it not an offset in further ventured capital? 

20675—58—pt. 3——2 
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Mr. apse, That is a theory that I do not feel competent to pass 
upon. I think that is setae urged, if we cut the taxes we will 
have more—well, in this area not more purchasing power but greater 
incentive for investment, let us say. 

Mr. Harrison. In saying it is an area in which you do not feel 
competent to express an opinion, you put yourself in the same class 
with the Secretary of the Treasury, because that was his answer. 

Mr. Capiin. I will tell you there was a good deal of material on 
this in the Joint Committee of the Economic Report, the joint com- 
mittee report, which I think is quite valuable on this point, from 
qualified economists. I think they are quite helpful in understand- 
ing this problem. 

‘Mr. Harrison. Thank you, Mr. Caplin, very much. 

Mr. Caruin. Thank you very much. 

Mr. Harrison. We appreciate your statement. 

The Cuarrman. Are there any further questions? 

Mr. Hotmes. Mr. Chairman. 

The Cuarrman. Mr. Holmes will inquire, Mr. Caplin. 

Mr. Hotmes. I notice on page 10, Mr. Caplin, ond I am very much 
interested in your statement, “ereate a 10 percent bottom bracket.” 
I think that, probably, has merit. As Congressman Harrison was 
talking about the top bracket, I like the merits of creating a 10 per- 
cent bottom bracket. How would you handle it administratively with 
a withholding tax? 

Mr. Captrn. I would apply a withholding tax exactly as it is ap- 
plied now with 10 percent, let us say, of the first $10,000. 

Mr. Hotmers. You would be up against a tremendous number of 
refunds, operating in the face of around 30 million refunds annually, 
as well as 18 percent retained. You may be interested, and I think my 
memory serves me right, that at one time this committee did pass this 
legislation bringing that bottom bracket down to 10 percent and ran 
into so many administrative difficulties that the Senate threw it out. 
I may be wrong, but I think I am right in my recollection of that. 

Mr. Cartan. Mr. Holmes, I would think we could adjust entirely 
our withholding procedure to reflect these decreased rates to attempt 
not to have these refund proceedings as much as possible. 

Mr. Hotmes. You probably would have to have a double refund 
system, as near as we can think of now, in relation to the 10-percent 
bracket. I think it has merit, but I did want to call your attention 
that you have a tremendous administrative problem there in relation 
to bookwork and refunds in the Treasury Department. I am interested 
in your comments because I was interested at the time that the com- 
mittee considered that 10 percent. 

Mr. Capiin. I really think that the service has worked out a refund 
procedure rather simply at this time, merely requiring a filing of the 
form 1040 which would set up procuring a refund without any great 
detail of work. I also think that the question of overpayment could 
be handled in connection with reduction. 

Mr. Hotmes. Without belaboring the committee very long, the 
gentleman who has just arrived here is Congressman Kean of New 
Jersey. 

ae talking about the 10-percent bracket. Mr. Caplin is advo- 
cating a lower bracket to reduce the 10 percent. 
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I believe Mr. Kean was the initiator of that piece of legislation a few 
years back, were you not ¢ 

Mr. Kean. In the 80th Congress we had it. I think it was 15 percent 
at that time. 

Mr. Hotmes. Was it 15 percent ? 

Mr. Kean. Yes. 

Mr. Hotmes. Anyway, I was telling him, Congressman Kean, that 
Mr. Caplin has given a fine statement here. We ran into tremendous 
difficulties in relation to it. 

Mr. Kran. On the withholding? 

Mr. Hotmes. On the withholding. 

Mr. Kran. The Democratic Secretary of the Treasury opposed it 
then, at that time, after it passed the ae after it got over to the 
Senate, on how he was going to withhold, and I took up the same 
idea again with the Republican Secretary of the Treasury a couple of 
years ago and again he threw up his hands and said “Where are we 
going to withhold? Ten percent is quite a problem, you know. Where 
are you going to withhold?” Otherwise there were a lot of thoughts 
and questions of additional payments. 

Mr. Caruin. I think, from the revenue standpoint, if we could stand 
a cut to 10 percent, that it would be an extremely valuable contribution 
to the entire graduation of our graduated system, and I have con- 
fidence that administratively this could be worked out. 

Mr. Kean. I think it could if emeaeey want to do it. 

Mr. Hotmes. That is what I think. 

I was yielding the floor to Mr. Kean. I think it can be. I did want 
to bring up that point. 

I think there is merit in your suggestion, Mr. Caplin. 

That is all for me, Mr. Chairman. 

The Cuamman. Are there any other further questions? 

Mr. Baker. Mr. Chairman. 

The Cuairman. Mr. Baker will inquire, Mr. Caplin. 

Mr. Baxer. Do you have any figures as to the revenue impact of 
creating this 10-percent bracket, leaving out your eliminating factors? 

Mr. Cartin. Again, I am depending upon secondary material, but 
I believe it might run as high as $3 billion. 

Mr. Baxer. Three billion. 

Mr. Captin. Three billion. I may be wrong. I may be off on 
that. Idonot know. Mr. Kean could Saba me on that. 

The Cuatrman. Pardon me, Mr. Baker. 

If we make adjustments of the type you are discussing, with a 10- 
percent starting bracket and 65 percent top bracket, you would have 
to make adjustments in between, would you not ? 

Mr. Cartrn. Yes, sir, I believe you would have to. 

The Cnatrman. If you do that, the total cost of such a program 
would be about $8 billion, I understand. 

Mr. Caruin. But I believe that by these offsetting provisions, if 
we took into account the depletion, placed a stricter requirement on 
capital gains to at least a 1-year holding period, limited the capital 
gain tax to only 50 percent of the gain on property over more than a 
year, that we recapture a great portion of that loss in revenue. 

The Carman. Are chars any further questions? Are you 
through, Mr. Baker? 

Mr. Baxer. I am through. 
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The Cuatrman. Are there any further questions ? 

Mr. Curtis. Mr. Chairman. 

The Cuarrman. Mr. Curtis will inquire, Mr. Caplin. 

Mr. Curtis. Mr. Chairman, I would first want to join in commend- 
ing Mr. Caplin for a very fine paper and state that I was just check- 
ing over the 12 specific suggestions he made and of the 12, 8 of them 
are ones that I myself have been advocating from time to time, and I 
have had bills on some of them. 

The one thing I want to pose, though, is the difficulty this com- 
mittee is confronted with whenever we talk about tax revision. 
Immediately the problem comes up of the revenue loss that has here 
been presented, as a matter of fact. To me it has been a very disturb- 
ing thing that in computing revenue loss the .Treasury staff and our 
own committee staff generally looks at the rate only and thinks that 
you have a loss of tax simply when the rate is reduced. 

You have shown in your paper one of the very important factors 
that I see. I regard three basic factors in computing the tax take. 
One, of course, is the tax rate, but also, of course, there is the tax base. 
There is another factor which I refer to as the ratio of collectibility, 
this being, as you have pointed out, a voluntary system. If our tax 
laws are inequitable, or in some way or other, people are not giving 
complete cooperation, we find a particular tax does not bring in the 
revenue that it theoretically should because of the resistance in pay- 
ing it. It is for that reason that I thought your paper was particu- 
larly appropriate at this time. 

Would you not agree that this thread of philosophy runs through 
it, that the tax take does not necessarily mean the rate? 

Mr. Capuin. Yes, sir, I think that they have to be viewed in con- 
junction with the other elements that you mentioned. I think that any 
rate reduction should not be considered in the abstract, but as a part 
of the program of tightening up other provisions to bring back into 
the base many of the factors that are now leaking through. 

Mr. Curtis. As a matter of fact, a high rate actually provides the 
force that directs a lot of what we call loopholes or methods of get- 
ting away from paying at a higher rate. It provides that incentive 
to do that. If the rate were lower the incentive to utilize many of 
these loopholes would disappear. 

Mr. Capuin. There is a tremendous pressure placed on tax advisers 
today and a lot of energy going into that from clients who are pre- 
pared to pay high fees into that. I think it is an undue emphasis 
being placed there. 

Mr. Curtis. I have a feeling if we do not do something about basic- 
ally revising, inasmuch as so many decisions in business are being 
made on the tax effect rather than the economic effect, we are badly 
damaging our economy right now and going to continue to do so. 

Mr. Capuin. That is so. 

Mr. Curtis. Thank you. 

The Cuarrman. Are there any further questions? 

Mr. Caplin, let me thank you again for coming to the committee 
and giving us the benefit of your vciews. Thank you, sir, very much. 

Without objection, your entire statement will appear in the record. 
1 notice you omitted parts of it. 

Mr. Cariiy. Mr. Mills, I would like the opportunity to make a few 
minor corrections, and I will submit this in a few days. 
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The Cuarrman. Without objection you have that permission. 
(The above-mentioned corrected statement follows ) 


THREATS TO THE INTEGRITY OF OUR Tax SYSTEM 


By Mortimer M. Caplin, Professor of Law, University of Virginia, Counsel to 
Perkins, Battle & Minor, Charlottesville, Va. 


I. SOME CURRENT ATTITULPES 


It is often pointed out that ours is a self-assessing tax system, and that the 
soundness of such a system depends upon the good faith of our people and their 
continued willingness to report their income and assess themselves in a fair and 
honest manner. To this there is usually added that Americans are trustworthy, 
and that this facet of our internal revenue system is working effectively. 

I do not question the inherent honesty of the people of this country; nor do I 
have the facts to dispute the assertion that most of them report their income 
fully and fairly. But there are disturbing signs: there seems to be a current 
lack of confidence in our tax laws, marks of disrespect for the administration 
of these laws, and increased tendencies toward tax avoidance and dishonesty. 
‘Recently it was reported that more criminal convictions for tax fraud were 
obtained in the past 5 years than in the entire preceding 12 years. 

People also appear to be developing a lethargy over tax enforcement, remi- 
niscent of the former widespread attitude under the Volstead Act. Not that 
fraudulent tax evasion is currently accepted or approved by any large segment 
of our society; rather, the evidence is that of indifference and sometimes sym- 
pathy when a member of a locality is charged with tax violations, criminal or 
civil. Practitioners certainly weigh this factor carefully in deciding whether 
a jury is desirable in a tax proceeding. 

These attitudes constitute serious threats to the integrity of our taxing sys- 
tem. At a crucial moment in our history, when this system is being strained 
by an indefinite period of high taxation, it is imperative that firm steps be taken 
to reverse these trends. 

Before considering possible remedies, it might be helpful to examine briefly 
some of the causes of our present plight. 


II, PART OF THE BACKGROUND 


What accounts for this lack of confidence in our tax laws? I see at least five 
causes. 


1. Impact of rates. 


First, rates are extremely high at all levels of our graduated income tax. We 
certainly have marched a long way since the 1894 levy of 2 percent of net 
income, with a $4,000 exemption for individuals—an act which Mr. Joseph H. 
Choate villified as “communistic in its purposes and tendencies.” Our 1913 act 
also evokes pleasant memories, with a 1 percent normal tax and a graduated 
surtax of 1 percent to 6 percent on income above $20,000. But the needs of the 
day have undergone remarkable change, and so too our tax rates, 

High rates have made us a tax-conscious people. Taxes are a major part of 
the family budget, and a controlling force in the way we conduct our businesses. 
Many of us have developed an acute sensitivity to the importance of tax deduc- 
tions and the costliness of nondeductible expenditures. This has led to increased 
interest in tax planning, in means for arranging one’s affairs to minimize tax- 
ation, in tax avoidance. 

It should also be recognized that there is a growing awareness of the artifi- 
ciality of our highest brackets. Individuals frequently hear of expense ac- 
counts, fringe benefits, and persons earning huge sums but paying little taxes. 
The remark made the other day by a salaried employee is typical: “Why does 
everyone have a loophole but me? Why shouldn’t I have a window to crawl 
out of?” 


2. Complezity. 


Along with increased rates, our tax laws have become unbelievably complex. 
Many men are devoting their lives to the study, practice, and administration 
of these laws, laws developed in a piecemeal fashion—to meet new situations 
that arise, to plug loopholes, to offer incentives, to provide equity, to create 
certainty, and even to attain simplification. 
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To attempt to comprehend the tax laws is an extremely difficult task. Ac- 
countants and lawyers in small communities complain about the complexity of 
the law as it applies to the small-business man and average client. Income-tax 
returns are detailed and involyed, and people approach April 15 with frustration 
and dread. Many make a bona fide effort to prepare proper returns; some 
make a minimum of disclosure and decide all uncertain issues in their own 
favor; others deliberately misstate items, and leave the problem to the income- 
tax collector. People are sometimes heard to say—humorously or not—that 
they overstate travel and entertainment expenses, repairs, and depreciation, 
anticipating that revenue agents question these items with a readiness to com- 
promise. The thought here is that an overstatement of a deduction coupled 
with an adjustment will produce the “right” tax consequences. Obviously, 
such practices are wrong and may constitute fraud on the Government. But 
they do exist. . 

Laws should be understandable to the great bulk of society. When they 
materially affect individuals, and yet are not reasonably comprehensible to them, 
we are inviting widespread disregard of the laws, leading to innocent as well 
as calculated violations. 


38. Emphasis upon “tax gadgets” 

Another contributing force to the lack of confidence in our tax laws is the 
undue emphasis and publicity given to “tax gadgets” or “tax gimmicks”. I 
refer here not to the expected use of various provisions of the Internal Revenue 
Code, based upon normal business or family motivations. Instead, my reference 
is to the wide variety of proposed transactions, often unrelated to the usual 
activities of the individual, but which are being peddled solely on the basis of 
tax advantages to be derived from them. Many such proposals have been 
defeated by the ingenuity of our courts: the “business purpose” rule, the “step 
transaction” doctrine, the “substance versus form” approach, are all judicial 
replies to artificial plans. But the judicial process alone is not sufficient to pre- 
vent this type of trafficking in tax schemes. 

A tax adviser performs a useful function when he aids his client in culminating 
a necessary transaction in accordance with his wishes and with the least possible 
tax costs. Such services are to be sharply contrasted with the multifarious 
activities of the “tax broker’—a person who, for a commission, solicits sales 
and deals dependent for their validity upon a tax quirk. The operations of 
this latter group are publicized through personal contacts, through paid ad- 
vertisements, and through repetition of many of their plans in publications and 
in the press. The public seems to be barraged with information about new 
“tax shelters” or “tax havens” designed primarily for tax avoidance with only 
secondary consideration being given to their economic soundness. 

Recognition must be given to the eroding character of these practices—this 
exploitation of other people’s tax brackets—on the respect of our citizenry for 
our tax laws. 

4. Discrimination 

Another factor to be taken into account is the sentiment that our tax laws 
discriminate in favor of particular industries or groups. Certainly when we 
examine the legislative history of the Internal Revenue Code, it is difficult to 
answer the charge that a large portion of the law has been enacted in direct 
response to the demands of particular industries or groups. This may be 
inevitable in a democratic society. But, if we are to have a sound and equitable 
tax system, we have gone too far in this direction. Under a fiscal program 
geared to a high budget, a tax favor granted to one group inevitably results in 
a tax burden to others. Whether we extend percentage depletion or create 
additional types of capital gain, or permit new exclusions, exemptions or credits, 
the resulting loss in revenue must be borne by less-favored taxpayers. 

Frequently tax preferences are granted as incentives of one sort or another. 
But is our tax law the proper vehicle for providing special incentives or sub- 
sidies? Doesn’t such a legislative policy weaken our tax system and result in 
continuing inequities to other taxpayers? The tax laws cut across the whole 
fabric of our complex society. We must recognize our inability to cure all of 
our ailments by new variations of tax relief. If we continue to attempt this, 
the main function of our tax laws—the raising of revenue—is destined to fail. 

Furthermore, some of the distinctions made in granting tax preferences are 
often illogical and unjustified. Take, for example, the distinction now made 
between traders in realty and traders in securities: the latter may be assured of 
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long-term capital-gain treatment, while the former are usually relegated to the 
graduated rate structure. 

I doubt whether the average man is conversant with the refinements of these 
tax favors. But I do gain the impression that many are of the view that cer- 
tain groups are not paying their way. Local personal property tax systems have 
suffered greatly because of beliefs in the community that neighbors understate 
fair values. On a much larger scale, our national tax system would be griev- 
ously damaged if the sentiment was widespread that our laws were disrimina- 
tory or inequitable. People will declare their full tax liabilities only if they 
feel sure that the other fellow is paying his fair share. 


§. Sporadic enforcement 


A final important consideration is the sporadic enforcement of our internal 
revenue laws. The development of the Internal Revenue Service has fallen 
behind the vast increase in the taxpaying body. Whether it is a question of size, 
or lack of top-quality personnel, the Service is not adequately exercising its 
auditing functions. For the fiscal year ended June 30, 1956, almost 58 million 
individual income tax returns were filed; yet hardly 2 million individual returns 
were examined through contact with the taxpayer. 

Not that we have need for a high-powered police force of Treasury men; but 
a broad exercise of the auditing procedure on a reasonable basis has a salutary 
effect. Knowledge among taxpayers that their returns will probably be examined 
serves to check possible abuses, Too often we encounter the taxpayer willing 
to take a chance on the gamble that his returns will not be scrutinized. His in- 
formation that acquaintances similarly situated have not been questioned con- 
tributes to his engaging in the new game of roulette. 

The Commissioner of Internal Revenue recently referred to the mass evasion 
pyschology of a particular group of taxpayers. When we view the intense public 
interest in tax savings opportunities—fringe benefits, expense accounts, capital 
gains, depletion, intangible drilling costs, tax-free interest, foreign investments— 
we may well wonder whether this type of psychology isn’t spread on an extremely 
broad scale. 

If our self-assessing tax system is to be preserved, these trends must be re- 
versed and a spirit of tax law compliance promoted. Our tax laws must earn 
the respect of the public; and to do this, they must be understandable and must 
be aimed at taxing persons of equal income—regardless of source—on an equal 
basis. 

III. BASIC POLICY DECISIONS 


In reexamining the basic policies underlying our tax laws, we must recognize 
the hit-or-miss fashion in which special relief provisions have been adopted. 
Some regard this as the only practical way of legislating: merely grant counter- 
balancing favors as each special problem is brought to Congress’ attention; ex- 
tend capital gain opportunities to this group or to that type of earnings; provide 
deferred compensation arrangements for still others; allow percentage depletion 
for this situation, for that. It is hard to see where such a legislative policy of 
relief by proliferation would end; and how much more complex our tax laws 
would become. 

The irresistible conclusion is suggested that, as these various forms of special 
tax relief are spread wider and wider, they tend to neutralize each other; and 
that a sounder system would be created by scrapping all in favor of a lower, non- 
discriminatory graduated tax. 

In the announcement of these hearings, it was stated that the Committee on 
Ways and Means was looking toward revisions of our internal revenue laws in 
order to obtain a revenue system which is fair, equitable, neutral in impact be- 
tween similar dollars of income, responsive to changes in economic conditions, 
and capable of compliance and administration with a minimum of taxpayer and 
governmental effort, and which will at the same time produce the needed reve- 
nues for the Government. It is my belief that these sound aims of the committee 
could be accomplished if policy decisions were made along the following lines: 

1. Rates: Reduce the top tax brackets to 65 percent in conjunction with elimi- 
nating major relief provisions of the code. 

Large numbers of taxpayers who might be expected to fall within our higher 
tax brackets are now permitted to reduce their taxes through capital gain relief 
and other special treatment. Thus, while the high rates give the impression of 
taxing severely, they are effective only as to those high-bracket taxpayers unable 
to qualify under a relief provision—mostly individuals whose income is earned 
through personal services. A 65 percent top bracket, now reached at $32,000 of 
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taxable income, more closely approximates the present effeceive rates of persons 
with high incomes. At the same time, a dual program of rate reduction plus 
elimination of major relief provisions would tend to place taxpayers of equal 
income on the same tax basis. The effect of this proposal is to substitute a 
frank and straightforward presentation of our actual rate structure for the 
present misleading pattern. Any revenue lost from this rate reduction could 
be completely recaptured by the relief elimination. 

2. First bracket: Create a 10 percent bottom bracket, in exchange for elimi- 
nating sick pay and dividend exclusions, and retirement income and dividends 
received credits. 

To create a better balance in the rate structure, the first bracket should be 
split in half to create a 10 percent starting point. This should be adopted coin- 
cidentally with deletion of four special provisions: the sick pay exclusion, divi- 
dend exclusion, dividends received credit, and the retirement income credit. 

The basic individual income tax return, Form 1040, owes much of its com- 
plexity to these four provisions. Their elimination would help simplify the 
law, and would be consistent with a program of reversing the special relief 
trend. It would also help offset the revenue loss resulting from the lowered 
first bracket. 

8. General averaging provision: Adopt general averaging provisions for all 
forms of income. 

Our present emphasis upon accounting for income on a rigid annual basis 
creates inequities for taxpayers of many classes. Hardships are inevitably 
encountered when progressive rates are applied to irregular and fluctuating 
amounts of income realized over a series of individual taxable years. Uniform 
averaging rules should be adopted, applicable to every type of income. A simple 
averaging provision comparable to the Canadian system, or a moving-average 
approach are some of the possibilities. Whatever the choice such rules would 
nullify the main argument for our present distinction for long-term capital gain, 
and would provide general relief on an equal basis for all taxpayers. 

4. Capital gains: If capital gains remain in the law, extend the holding period 
to at least 1 year; eliminate the 25 percent alternative tax; and allow all tax- 
payers to claim only the 50 percent deduction for net long-term capital gain. 

The capital gains provisions are among the primary causes of complexity of 
the code and discrimination among taxpayers of equal incomes. The situation 
is aggravated by the relatively brief 6-month holding period requirement, which 
has been in the code only since 1942. If capital gains are not to be superseded 
by a general averaging provision, their preferential treatment should be sharply 
limited. 

To put capital gains in focus, it should be recalled that until 1922 they were 
subject to the same rates of taxation as other income. The original justifica- 
tion for special treatment was the unfairness of bunching in 1 year the accretion 
in value of property held for more than 2 years. The 2-year holding period 
continued from 1922 to 1934, when a sliding-scale system was adopted with 
variations for holding periods from 1 year to over 10 years. This continued 
until 1938. From 1938 to 1942, the minimum holding period was fixed at 18 
months: and it was not until 1942 that the present 6-month rule was inserted 
in the code. 

A short holding period requirement emphasizes the sharp disparity between 
the taxation of earnings from personal services and earnings from investment. 
As a first step in correcting this inequity, the holding period should be ex- 
tended to at least 1 year and the alternative tax of 25 percent should be elimi- 
nated. All taxpayers should be limited to deducting a maximum of 50 percent of 
the net long-term capital gain in excess of net short-term capital loss. At the 
same time, there should be a broadening of the allowance for capital loss de- 
ductions. 

5. Gain on depreciable property: To the extent of prior depreciation allow- 
ances, tax as ordinary income gain realized on the disposition of depreciable 
property. 

Taxpayers may fully deduct depreciation on property used in the trade or 
business, or held for the production of income. In turn profit on the sale of these 
assets is treated as capital gain.’ This is sometimes referred to as 2-for-1 


treatment.” 


1Code section 1239 limits this when depreciable property is sold to’ taxpayer's spouse 


or 80 percent controlled corporation. 
2 Under code section 1231, in the law since 1942, losses on property used in the trade or 


business are deductible in full. 
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The availability of rapid depreciation in the early life of a new asset, followed 
by a sale at capital gain rates, often results in artificial use of the tax law— 
particularly when property is purchased subject to a high mortgage. This is 
accentuated when code section 1231 applies, for a loss deduction is then assured 
should the market decline. So long as we continue to give preference to long- 
term capital gain, provision should also be made for taxing as ordinary income 
that part of the gain represented by past depreciation allowances. 

6. Basis on death: Deny a basis adjustment for foreign realty transferred by 
death; determine basis for all property passing by death in the same manner 
as income in respect of a decedent. 

Foreign buildings and land have been sold to individuals under tax plans aimed 
at depreciation being fully deductible during lifetime, property passing to heirs 
free of estate tax, and the heirs receiving an adjustment of basis of the prop- 
erty for income tax purposes. This completely unwarranted step-up in basis 
for foreign realty passing on death should be denied. 

Under the general provisions of code section 1014 (a), property acquired from 
a decedent takes a new income tax basis equal to the fair market value of the 
property at the date of decedent’s death or the alternate valuation date. Ac- 
cordingly, any unrealized appreciation in value to these dates unjustifiably es- 
capes income taxation. This could be corrected by adopting as the general basis 
rule the special provisions now contained in code sections 1014 (c) and 691 for 
“income in respect of a decedent”: that is, the decedent’s income tax basis 
should carry over increased by the portion of the Federal estate tax allocable 
to the property in question. 

7. Charitable contributions: Limit charitable deductions to the lower of the 
donor’s basis or the fair market value of property. 

A donor should not receive double benefits when he contributes appreciated 
property to a charitable organization. Under present law, no income is realized 
at the time of such gift, yet the donor is allowed an income tax deduction based 
upon the fair market value of the property—even where the charity is his own 
family foundation. If the donor is in a high tax bracket, he may actually make a 
financial profit by contributing appreciated property instead of selling it and pay- 
ing capital gain taxes. Works of art, too, have been marketed at discount prices 
on this theory: i. e., the purchaser will pocket a tax-free gain, through a tax 
deduction, by making an immediate donation of the property. 

Such abuses would be corrected if the charitable deduction was limited to the 
donor’s basis or the fair market value of the property, whichever is lower. This 
would also serve to discourage tax devices whereby individuals rid themselves 
of preferred stock dividends tainted under code section 306. 

8%. Percentage depletion: Lower all percentage depletion rates; allow this 
depletion only until capitalized costs have been recovered. 

If any extractive industry needs incentives or financial assistance, outright 
subsidies or grants-in-aid might be made by Congress as the occasions arise. Un- 
limited percentage depletion, particularly when coupled with the right to deduct 
intangible drilling costs, stands out as one of the glaring inequities and preter- 
ences in our tax laws. 

Since 1926 unlimited percentage depletion has been a part of our law. It was 
inserted at that time in the interest of simplicity and certainty in administration. 
Difficulty in administering discovery depletion was the reason stated for the 
change—not any basic policy consideration for inducement or encouragement. 
The record is thoroughly reviewed by Prof. Harrop Freeman in “Percentage Deple- 
tion for Oil—A Policy Issue,” published in the summer of 1955 issue of the 
Indiana Law Journal. 

In 1983, the then Acting Secretary of the Treasury stated: “Our experience 
shows that the percentage depletion rates set up in the law do not represent 
reasonable depletion rates in the case of the designated properties, but are much 
higher than the true depletion to which the taxpayer is fairly entitled. Moreover, 
these provisions enable a taxpayer to obtain annual depletion deductions, not- 
withstanding the fact that he has already recovered the full cost of the property. 
The deduction is, therefore, a pure subsidy to a special class of taxpayers. For 
this reason the Treasury recommends that these provisions be eliminated, in order 
to put all taxpayers upon the same footing. 

Current history demonstrates how one depletion favor has led to another. 
How industry after industry has requested offsetting depletion to meet competi- 
tion. How our present code allows percentage depletion to “all other minerals,” 
excluding only “soil, sod, dirt, turf, water, or mosses * * * minerals from sea 
water, the air, or similar inexhaustible sources.” How, in the case of minerals, 
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the perecentage depletion is not limited to the value of the mineral itself, as taken 
from the ground, but to the “commercially marketable mineral product”—to tile, 
to brick, to finished cement, to pulverized tale and tale crayons. 

If all taxpayers are to be put upon the same footing, percentage depletion 
should, at least, be curtailed: Percentages should be lowered and the new per- 
centages allowed only until the remaining capitalized costs have been recovered. 

9. Life insurance: Deny to taxpayers the right to deduct interest on loans made 
to pay premiums on life insurance policies. 

Life insurance policies have tax appeal, and are often sold to high-bracket tax- 
payers primarily on that basis. Companies are offering policies with high cash 
surrender values during the early years, and will loan most of the money for 
premium payments without collateral other than the policy. Insurance agents 
state, as the loan interest is deductible for income tax purposes, you are in effect 
paying premiums at an unusually low cost. In turn, predeath interest earned on 
the policy passes free of income taxes to your beneficiary ; and, if the policy is to 
be paid to your spouse for a period of years under a policy option, she may receive 
up to $1,000 a year of tax-free postdeath interest. This all makes life insurance 
a significant tax haven, especially when the proceeds may pass free of estate tax 
by lifetime assignment of the policy. 

The soundness of a business or family plan should not hinge exclusively on a 
tax gadget. Where possible trading on tax avoidance should be discouraged, 
Extreme abuses could be prevented here by denying to taxpayers the right to 
deduct the interest paid on loans for life insurance premium payments. 

10, Withholding: Require withholding of income taxes on dividends and 
interest. 

The Treasury is reported to be losing hundreds of millions of dollars through 
the failure of taxpayers to report their dividends and interest. This could be 
corrected, without major business or administrative inconvenience, by a required 
withholding procedure. 

11. Internal Revenue Service: Provide for the strengthening of the Internal 
Revenue Service. 

Studies are already underway on the administration of the internal revenue 
laws. As one of the reports states: “The task of the Service is without a doubt 
the most sensitive of any task in the Federal administrative structure.” 

A determined effort should be made to strengthen the Service, with particular 
reference to perfecting its auditing procedures. 

12. Long-range projects: Appoint a paid Commission to redraft a proposed 
new code; reappraise advisability of creating a Court of Tax Appeals. 

Two long-range projects are submitted as further means for improving our 
internal revenue laws: 

First, consideration should be given to appointing a salaried Commission 
charged with the responsibility of making a detailed study of our Internal Revenue 
Code, and preparing a draft of a proposed new statute. The 1954 statute repre- 
sents an attempt to attain clarity and certainty by detailed specification of myriad 
controlling rules. We may have erred too far in this direction, and experience 
under the statute is indicating that drawing series of precise lines creates hard- 
ships, complexities, and opportunities for tax avoidance. Such a Commission 
might consider carefully the possibility of culling from the existing body of law 
the basic and underlying principles which govern our tax system. It might 
then be possible to draft a statute built around a clear statement of these prin- 
ciples, but without the minutiae of detail characteristic of the 1954 code. 

Second, but related to the above proposal, a reappraisal should be made of 
the advisability of creating a Court of Tax Appeals, to have exclusive appellate 
jurisdiction in the review of all noncriminal Federal tax cases. Such a court’s 
decisions would be final, except where an occasional constitutional issue was 
involved. The existing problems of unresolved conflicts among the circuits, 
and between the Tax Court and courts of appeals, would be eliminated. Such 
a judicial hierarchy automatically assuring decisions of nationwide authority 
would provide greater certainty in interpreting and administering our tax laws. 
It would also be the available machinery for constant and final interpretation 
of a statute drawn in more general terms and based upon flexible, fundamental 
principles. 


IV. CONCLUSIONS 


The foregoing recommendations are in response to the kind invitation of this 
committee for my “views—amicus curiae—of the need for revenue revision and 
the direction which it should take.” As someone else has discussed taxation 
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of foreign income, I make no mention of this difficult problem. Nor do I go into 
the question of taxing interest on State and municipal bonds: as a matter of 
priority, this complex issue can await further developments and may be alleviated 
in part by lowering the higher income-tax brackets. 

A group of outstanding tax practitioners recently reported that the “single 
most important factor of successful Federal tax enforcement in this country is 
taxpayers’ attitude.” 

As I stated at the outset, it is my view that this attitude is being adversely 
affected by high and artificial rates, complex laws, widespread emphasis upon 
tax avoidance, sporadic enforcement, and unjustifiable discrimination in our tax 
laws. We have reached a danger point which strongly evidences an under- 
mining of the tax morality of large numbers of people. Yet I believe these 
threats can be met by adopting amendments aimed primarily at eliminating tax 
preferences and favors—amendments focused on creating a revenue system which 
is fair, equitable, neutral in impact between similar dollars of income. Only in 
this manner will taxpayer confidence be restored. 


Mr. Caruin. I would like to inform the committee of my apprecia- 
tion of the new procediane adopted in these hearings. I thin it isa 
real sound contribution and consideration. 

The Cuamman. The late chairman of the committee conceived the 
idea, and it will stand, I hope, as a symbol to his fine work in this com- 
mittee over a number of years, 

Our next witnesses are the advisory group on subchapter C. I see 
most of the members of that group present with us this morning. We 
have four of them listed as engaging in the discussion, but if the other 
members of the group would care to do so, they may also come to 
the witness table. 

Let me introduce the members of the panel. This is the group of 
advisers to the Subcommittee on Internal Revenue Taxation who 
were appointed and worked so diligently over such a long period of 
time in an endeavor to make recommendations for improvement in 
subsection (c) of chapter 1 of the Internal Revenue Code. 

Mr. Norris Darrell is the chairman of the group. 

Mr. C. Rudolf Peterson is the vice chairman. 

Mr. Edwin S. Cohen is a member of the panel. 

Marvin K. Collie, the only member of the panel absent, is from 
Houston, Tex. 

And most members of the committee, of course, readily recall Mr. 
Kenneth Gemmill from his former activity in the Treasury Depart- 
ment. 

Mr. Samuel J. Lanahan will also be recalled by many of us who 
remember that he at one time was a member of the staff of the Joint 
Jommittee on Internal Revenue Taxation. 

And Mr. Leonard L. Silverstein has been a witness before the com- 
mittee on several occasions, and I am sure most members of the com- 
mittee recall him. 

We are sorry that Mr. Collie was unavoidably detained today and 
could not join your very outstanding group. 

Mr. Darrell, I recognize you as chairman of your group to proceed 
in such a manner as you desire. 
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STATEMENTS OF THE MEMBERS OF THE ADVISORY GROUP ON 
SUBCHAPTER C: NORRIS DARRELL, CHAIRMAN (SULLIVAN & 
CROMWELL), NEW YORK CITY; C. RUDOLF PETERSON, VICE 
CHAIRMAN (LEE, TOOMEY & KENT), WASHINGTON, D. C.; EDWIN 
S. COHEN (ROOT, BARRETT, COHEN, KNAPP & SMITH), NEW YORK 
CITY; SAMUEL J. LANAHAN (WILMER & BROUN), WASHINGTON, 
D. C.; KENNETH W. GEMMILL (BARNES, BECKERT, PRICE, MYERS 
& RHOADES), PHILADELPHIA, PA.; AND LEONARD L. SILVER- 
STEIN (COOPER & SILVERSTEIN), WASHINGTON, D. C. 


Mr. Darreti. Thank you, Mr. Chairman. 

We appreciate very much the opportunity to appear to speak about 
our report, our study and our recommendation with regard to subchap- 
ter C, w hich, as you all know, relates to corporate distributions and 
liquidations, reor ganizations, and carryovers. 

Our organizi tional meeting was held in Washington, December 3, 
1956, and ‘thereafter we held meetings in Washington from time to time 
for periods of from 1 to4 days. We held in all 12 Washington meet- 
ings, extending over a total of 22 days. In addition, members of the 
group—all busy practicing lawyers—were of course called upon to doa 
very considerable amount of homework and, indeed, during the summer 
of 1957, some of the members of the group gathered together at a quiet 
place w ‘here they would not be disturbed, : and devoted themselves ex- 
clusively to the implementation of the basic decisions arrived at by the 

oup. They did this for periods ranging from 10 days to 6 weeks, 
Senses in the process all or part of their normal vacations. It was 
only as the result of efforts of this sort that we were able to make such 
progress as we have made. 

I would like to call your attention particularly to the last paragraph 
of our transmittal letter where we acknowledged the very helpful 
service of a number of outside people, lawyers, accountants, associates, 
Internal Revenue Service, the Treasury and Mr. Stam and the staff, 
and I want to particularly emphasize here that we had very unusual 
cooperation and help from Mr. Stam and he allowed us to have as our 
secretary Arnold Johnson, who worked most diligently and ably, and 
I do not think we could have gotten along without him, and we deeply 
appreciate that help. 

Our printed report, accompande by a document in bill print from 
containing drafts of the statutory amendments w hich we recommend, 
was submitted to the subcommittee under date of December 23 ast, 
and it was promptly transmitted to your committee. We earnestly re- 
quest that our report and the amendments proposed therein, as well 
as any timely supplemental report and proposals we may submit, be 
given careful consideration by your committee in connection with any 
contemplated revision of the 1954 code during the current year. Our 
group, I am happy to say, acted with unanimity, though in our delib- 
erations varying points of view were expressed and considered, in ap- 
proving our report and the proposed amendments. None of the seven 
members of the group appended any reservation or qualification. 

You will note that cohen proposed amendments to or the revision 
of some 30 statutory sections. In order that your committee may 
have a better understanding of our proposals, three of the members 
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of the advisory group who have been most active in its work will ex- 

lain to you, after I have finished, the basic nature of and the reasons 
for the more important amendments we have recommended in the 
various parts of subchapter C. Mr. C. Rudolf Peterson, vice chair- 
man, will deal with part 1, relating to corporate distributions. Mr. 
Edwin 8. Cohen, who also served as counsel to the group, will deal 
with parts 2 and 38 relating to corporate liquidations and corporate 
organizations and reorganizations. Mr. Samuel J. Lanahan will ex- 
plain our recommmendations with respect to part 5, relating to carry- 
overs. And Mr. Gemmill and Mr. Silverstein are on hand to step in 
and help out as much as they will. 

Before turning the floor over to them, however, it might be helpful 
to your committee if I supplemented somewhat the comments made in 
our letter of transmittal of December 23. 

From the outset of our deliberations, we have been fully conscious 
of the widespread complaint that the Internal Revenue Code, with 
its precise detailed line-drawing provisions, is too complicated. Our 
initial query therefore was whether we should recommend departure 
from existing statutory policy in this area and suggest a much more 
simply worded subchapter C, leaving implementation to Treasury 
regulations and the courts, or whether we should limit our recommen- 
dations to improvements in keeping with the basic policy presently 
reflected in subchapter C. We concluded to pursue the latter course. 

Subchapter C governs all kinds of complicated corporate transac- 
tions conducted by the more sophisticated taxpayers in a highly devel- 
oped business economy. ‘The tax law must apply to this area in such 
manner as not to hinder appropriate business transactions and at the 
same time to protect the revenues. Under high tax rates such as we 
have today, businessmen cannot risk carrying out important corporate 
readjustments unless there is reasonable certainty that an unforeseen 
heavy tax liability will not be incurred. Such certainty cannot be 
obtained under a simply worded statute limited primarily to state- 
ments of general policies and principles, for such a statute would leave 
the burden of interpretation to the courts in the final analysis, except 
to the extent final interpretative authority is given to administrative 
oflicers. Recognizing all this, Congress in subchapter C of the 1954 
code sought to provide greater certainty through expanded and more 
detailed and precise statutory provisions. We concluded that it was 
preferable to limit our recommendations to improvements in keeping 
with the policy reflected in subchapter C, in the belief that with these 
improvements the wisdom and ultimate acceptability of such policy 
can be better tested. 

Our recommendations are therefore designed primarily to remove 
unintended benefits and hardships in the existing subchapter C, to 
effect greater coordination and consistency between its various interre- 
lated provisions, to reduce the importance of form upon the tax conse- 
quences where substantially identical results are obtained and so far 
as possible to achieve greater clarity and understandability of this 
intricate subchapter and greater simplicity in concept. 

We have not attempted to deal with the important problem of 
effective dates of the proposed statutory changes. As a matter of 
general policy, we believe that statutory changes should be effective 
prospectively only. Moreover, with respect to changes such as those 
proposed in section 882 with respect to carryovers, the new provisions, 
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if adopted, should probably not be effective with respect to transac- 
tions involving significant changes in ownership occurring before the 
proposed enactment of the new rules is officially announced. Where 
businessmen have proceeded on the reasonable assumption that the 
1954 rules will govern the carryover of tax attributes, they should 
not be penalized, after having taken action in good faith, by the 
substitution of a new set of rules for determining the tax effects of 
the transaction. 

Finally, may I say on behalf of the advisory group that, while we 
have endeavored to do the best we could during the time available to 
us, we recognize that the difficulties and perplexities under subchap- 
ter C are such that our report and the accompanying document con- 
taining the proposed statutory amendments could undoubtedly be 
improved with further study and consideration. We, therefore, do 
not present them in dogmatic fashion as final and definitive but 
as subject to modification and improvement. We intend ourselves to 
give further consideration to some of the recommendations made in 
our report, as well as to certain matters not referred to therein, with 
a view toward submission of such supplemental report as may seem 
appropriate. Meanwhile, we believe it highly important that, before 
definitive action is taken by the Congress, interested persons should be 
afforded as much time as possible to enable them to make a thorough 
study of our proposals and to submit their comments and suggestions 
with respect thereto. 

Thank you. 

I would like now to turn the presentation over to Mr. Peterson. 

The Cuatrman. Mr. Darrell, before we proceed to Mr. Peterson’s 
discussion of part 1, relating to corporate distribution, let us bring 
this matter into just a little closer focus, if we may. 

Mr. Darretu. Yes, sir. 

The Cuarrman. In 1953, this committee conducted exhaustive hear- 
ings. In the course of those hearings, suggestions were made to the 
committee with respect to changes in corporate distributions and 
corporate liquidations, as they then existed in the code of 1939. 

This committee and its staff, including the staff of the Treasury, 
worked very diligently, and Mr. Gemmill was then with the Treasury, 
in developing what we considered to be better solutions of the problems 
found in this area of the code of 1939. 

However, the legislation that was reported by this committee and 
which passed the House was very materially changed in another 
body. So that the work that was done here was not actually enacted 
into law. 

What you are suggesting, in a general way, is more in the direction 
of a return to what we were proposing here in this committee with re- 
spect to subchapter C in connection with our work in 1953 and 1954. 
Is that not true? 

Mr. Darreti. Mr. Chairman, I am very glad you brought that out. 
That is true. 

One of the principal proposals that we are recommending is pre- 
cisely the one that was adopted by your committee in 1953. We 
have made a few changes in it that are not vital, which we think will 
clear up the trouble that was then encountered. 

The CHarrman. In a general way, the advisory group feels that 
what we developed here in the committee in 1953 in connection with 
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the code of 1954 is preferable to the provisions that now prevail in 
the code of 1954. 

Mr. Darreii. We do think that and we would like to make this 
further remark, if we may: That is, when the statute that this com- 
mittee passed was changed, there was a very short time for the present 
subchapter C to be drawn, once it was decided to change it. f think 
Mr. Gemmill can tell us better than anyone else. Perhaps later on 
he will. Maybe he will now. 

Mr. Gemouty. After it was decided to go back to the 1939 code we 
picked out maybe 14 or 15 items which were in the bill as passed, as 
adopted by this committee and passed by the House that could be 
fitted quickly within the time limits in the 1939 law. To that extent 
those changes were adopted at that time. 

Now, what this group is suggesting is more along the line of the bill 
as the 1954 code was approved by this committee. 

The CHairman. Mr. Gemmill, it has now become apparent that 
by merely superimposing those 14 changes on the code of 1939 we left 
much to be desired in proper relationship of the base of the 1939 code, 
even to these 14 changes, is that true? 

Mr. Gemoint. That is right. Most of those 14 were helpful but 
within the time limit everything could not be done and we have now 
had further time to study and see how those changes have worked in 
practice and now have further recommendations. 

The Cuairman. Of course the report thoroughly indicates that this 
group is of the opinion that further changes should be made in sub- 
chapter C in the interest of clarity and avoidance of unintended 
burden and hardships. 

Mr. Esernarter. Mr. Chairman. 

The Cuarrman. Mr. Eberharter. 

Mr. Exsernarter. Mr. Darrell, is the committee to understand that 
the report of your advisory group is a unanimous report? 

Mr. Darreu. It was approved by all members of our group without 
any reservations or qualifications. In that sense it is unanimous. In 
dealing with an area of this sort, where many possible answers are 
available, we have sought to find solutions that were generally accept- 
able and with these we all have gone along, although I must admit that 
had we made slightly different suggestions in different places, we 
probably would all have agreed to go along because things in this 
area are not all black and white. 

Mr. Esernarter. That is right. So we could say that the report of 
the advisory group is unanimous? 

Mr. Darrevt. Yes, you can. 

Mr. Exsernartrer. Insofar as specific recommendations are con- 
cerned, there may be slight differences of opinion. 

Mr. Darrett. That is correct. 

Mr. Esernarter. Thank you. 

The Cuarrman. It is not an important difference of opinion, is it? 

Mr. Darrewu. No. 

The Cuarrman. Mr. Darrell, I wanted to ask you this additional 
question. Your group has presented to the subcommittee, and in turn 
to the full committee, a legislative proposal of some 99 pages-—— 

Mr. Darre.u. Yes, sir. 

The Cuarrman. Which carries out, as I understand, the recom- 
mendation of change in subchapter C that you are presenting to us 
today. 
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Mr. Darrex. That is correct. 

May I say that we do not by that in any sense intend to be pre- 
sumptuous in presenting it to you in bill print form. We do this 
purely for convenience, that the people who ought to study this and 
give you their comments can better understand it and better by re- 
ferring to numbered lines suggest what changes ought to be made. 
We think this should be helpful to the bar associations, accounting 
associations, and everyone concerned with this area, 

The Cuatrman. I think so much of the fact that you have presented 
us with the legislative proposals carrying out your recommendations 
that I feel that greater publicity and ace essibility can be had if they 
are introduced in bill form. I am not thoroughly conversant with it. 
I have not had an opportunity to give de tailed study yet to the form 
of the bill. As you say, it may not be perfect, but in the interest of 
giving it greater circulation and availability to groups that are par- 
ticularly concerned with changes in this area of the code, the thought 
occurred to me that it might be advisable that one of us introduce 
it in the form of a bill, with the understanding, of course, that we 
are doing so merely for purposes of giving it publicity so that those 
who desire to do so may have full access to it. It is understood, of 
course, that effective dates will have to be worked out before the bill 
is introduced. 

Pardon this delay and interruption. You may proceed. 

Mr. Mason. Mr. Chairman, the understanding is that you would 
introduce it as a bill or a tentative bill in order to give it publicity 
but that that bill would then come before the full committee for 
consideration ? 

The Cuatrman. Oh, yes, of course. It would be referred to the full 
committee. It would not be to represent my own opinion. Certainly 
it would not be taken to represent the thinking of the committee 
because it would be only introduced for the purpose of accessibility. 

Mr. Mason. On that basis, all right. 

Mr. Foran. Mr. Chairman, at this point, I think it advisable, in 
view of the statement just made, that the proposed bill be inserted in 
our hearings to follow immediately the statement. 

I ask unanimous consent that that be done. 

The Cuaimrman. Without objection, I think both the bill and the 
report itself should be in the hearings. If there is no objection, both 
will be included at this point in the hearing. 

(The information referred to follows:) 


[SuscHaPTer C Apvisory Grourp Proposep AMENDMENTS] 
December 24, 1957 


Received by the Subcommittee on Internal Revenue Taxation, and transmitted to 
the Committee on Ways and Means, House of Representatives, from the Ad- 
visory Group on Subchapter C of the Internal Revenue Code of 1954 


A BILL To amend certain provisions of the Internal Revenue Code of 1954 with respect 
to corporate distributions and adjustments 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That wherever in this Act an amend- 
ment is expressed in terms of an amendment to or repeal of a section or other 
provision, the reference shall be considered to be made to a provision of the 
Internal Revenue Code of 1954. 
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SEC, 2. DISTRIBUTIONS OF PROPERTY—AMENDMENTS OF SECTION 301. 


(a) Amount DiIstTRIsUTED.—Section 301 (b) (1) is amended to read as 
follows: 

“(1) GENERAL RULE.—For purposes of this section, the amount of any 
distribution shall be— 

“(A) DISTRIBUTEES IN GENERAL.—The amount of money received, 
plus the fair market value of the other property received, unless sub- 
paragraph (B) is applicable to the distribution. 

“(B) CERTAIN CORPORATE DISTRIBUTEES.—If the shareholder is a cor- 
poration, the amount of money received, plus whichever of the follow- 
ing is the lesser: 

“(i) the fair market value of the other property received; or 
“(ii) the adjusted basis (in the hands of the distributing cor- 
poration immediately before the distribution) of the other prop- 
erty received, increased in the amount of gain to the distributing 
corporation which is recognized on the distribution. 
If an obligation of the distributing corporation is received, the prin- 
cipal amount of the obligation shall be treated, for the purpose of 
clause (ii), as the adjusted basis of such property. 
Subparagraph (A), and not subparagraph (B), shall apply in the case of 
the distribution of any stock, or rights to acquire stock, of the distributing 
corporation if such distribution is treated, under section 305 (b), as a dis- 
tribution of property to which this section applies. Subparagraph (A), 
and not subparagraph (B), shall apply in the case of any distribution re- 
ceived by a foreign corporation not engaged in trade or business within the 
United States. Subparagraph (A) shall apply to a distribution received 
from a foreign corporation, unless a dividend from that foreign corpora- 
tion at the time of the distribution would qualify for a dividends received 
deduction under section 245, in which case subparagraph (B) shall apply 
to the distribution.” 

(b) Basis or Property ReceIvep.—Section 301 (d) is amended to read as 
follows: 

“(d) Basis.—The basis of any property received in a distribution to which 
subsection (a) applies shall be the amount determined under subsection (b) 
(1) as the amount of the distribution to the shareholder on account of the 
receipt of such property (without reduction for liabilities referred to in sub- 
section (b) (2)).” 


SEC. 3. DISTRIBUTIONS IN REDEMPTION OF STOCK—AMENDMENT OF 
SECTION 302. 


Section 302 is amended to read as follows: 
“SEC. 302. DISTRIBUTIONS IN REDEMPTION OF STOCK. 


“(a) GENERAL Rvuite.—If a corporation redeems its stock (within the mean- 
ing of section 317 (b)), and if paragraph (1), (2), (3), (4), or (5) of sub- 
section (b) applies, such redemption shall be treated as a distribution in part 
or full payment in exchange for the stock. 

“(b) REDEMPTIONS TREATED AS ExCHANGES.— 

“(1) REDEMPTION NOT EQUIVALENT TO DIVIDENDS.— 

“(A) IN GENERAL.—Subsection (a) shall apply if the redemption is 
not essentially equivalent to a dividend. 

“(B) Dericir companires.—The fact that the corporation has no 
earnings and profits, or that the amount distributed on the redemp- 
tion exceeds the earnings and profits of the corporation, shall not re- 
quire the application of this paragraph. 

(2) SUBSTANTIALLY DISPROPORTIONATE REDEMPTION OF STOCK.— 

“(A) IN GENERAL.—Subsection (a) shall apply if the distribution is 
substantially disproportionate with respect to the shareholder, 

“(B) Limiration.—This paragraph shall not apply if immediately 
after the redemption the shareholder owns stock possessing 50 percent 
or more of the total combined voting power of all classes of stock en- 
titled to vote. 

“(C) Derinrt1ons.—For purposes of this paragraph, the distribution 
is substantially disproportionate if— 
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“(i) the ratio which the voting stock of the corporation owned by 
the shareholder immediately after the redemption bears to all of the 
voting stock of the corporation at such time, 

is less than 80 percent of— 

“(ii) the ratio which the voting stock of the corporation owned 
by the shareholder immediately before the redemption bears to all 
of the voting stock of the corporation at such time. 

For purposes of this paragraph, no distribution shall be treated as sub- 
stantially disproportionate unless the shareholder’s ownership of the 
common stock of the corporation (whether voting or nonvoting) after 
and before redemption also meets the 80 percent requirement of the 
preceding sentence. 

“(D) ParRTNERSHIPS.—For the purpose of determining the application 
of this paragraph in the case of redemption of stock owned by a partner- 
ship, the redemption shall ‘be treated in the case of each partner as 
though immediately prior to the redemption the partnership had dis- 
tributed to its partners all the stock of the corporation owned by it 
(other than stock constructively owned by it by reason of the application 
of section 318 (a) (8) (A)), and the stock redeemed had been redeemed 
in the hands of the partners. 

“(E) DETERMINATION OF RATIOS.—For purposes of this paragraph, if 
there is more than one class of voting stock the determination of voting 
stock ratios shall be made by reference to the combined voting power of 
all classes of stock entitled to vote; and if there is more than one class 
of common stock the determination of common stock ratios shall be 
made by reference to fair market value. 

“(F) TIME FOR TESTING APPLICATION OF SUBSECTION.—The determina- 
tion of whether this paragraph shall apply to a distribution shall be 
made as of the time the corporation acquires the stock from the share- 
holder without regard to the time when the property is received by the 
shareholder from the corporation in exchange for such stock. 

“(3) TERMINATION OF SHAREHOLDER’S INTEREST.—Subsection (a) shall ap- 
ply if the redemption is in complete redemption of all of the stock of the 
corporation owned by the shareholder. 

“(4) STocK ISSUED BY RAILROAD CORPORATIONS IN CERTAIN REORGANIZA- 
TIONS.—Subsection (a) shall apply if the redemption is of stock issued by a 
railroad corporation (as defined in section 77 (m) of the Bankruptcy Act, 
as amended) pursuant to a plan of reorganization under section 77 of the 
Bankruptcy Act. 

““(5) PREFERRED STOCK.—Subsection (a) shall apply if the redemption is— 

“(A) a redemption of stock which is limited and preferred as to divi- 
dends, and 

“(B) the shareholder owns less than one percent of the voting stock 
of the corporation and less than one percent of the common stock of the 
corporation immediately after the redemption. 

“(6) APPLICATION OF PARAGRAPHS.—In determining whether a redemption 
meets the requirements of paragraph (1), the fact that such redemption fails 
to meet the requirements of paragraph (2), (3), (4), or (5) shall not be 
taken into account, and the rules of section 318 (a) shall not be applicable 
but the relationships described therein may be taken into account along with 
all other facts and circumstances. If a redemption meets the requirements 
of paragraph (3) and also the requirements of paragraph (1), (2), (4), or 
(5), then so much of subsection (c) (2) as would (but for this sentence) 
apply in respect of the acquisition of an interest in the corporation within 
the 10-year period beginning on the date of the distribution shall not apply. 

“(7) SERIES OF TRANSACTIONS.—Where pursuant to a plan there is a series 
of redemptions, or redemptions and acquisitions by shareholders of stock 
whether previously issued or unissued), this subsection shall not apply with 
respect to any redemption in such series unless it would have applied to such 
redemption if all such redemptions and acquisitions had occurred simul- 
taneously. 

“(c) CONSTRUCTIVE OWNERSHIP or Stock.— 

“(1) IN GENERAL.—Except as provided in paragraph (6) of subsection (b), 
in paragraphs (2) and (3) of this subsection and in paragraph (1) (A) of 
subsection (e), section 318 (a) shall apply in determining the ownership of 
stock for purposes of this section. 
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“(2) FOR DETERMINING TERMINATION OF INTEREST.-— 
a family), except section 318 (a) (1) (A) (i) (relating to attribution 
between spouses), shall apply if— 

“(A) In the case of a distribution described in subsection (b) (3), no 
part of section 318 (a) (1) (relating to attribution between members of 

“(i) immediately after the distribution the distributee has no 
interest in the corporation (including an interest as officer, director, 
or employee), other than an interest as a creditor, 

“(ii) the distributee does not acquire any such interest (other 
than in the manner described in subparagraph (C)) within 10 
years from the date of such distribution, and 

“(iii) the distributee, at such time and in such manner as the 
Secretary or his delegate by regulations prescribes, files an agree- 
ment to notify the Secretary or his delegate of any acquisition 
described in clause (ii) and to retain such records as may be neces- 
sary for the application of this paragraph. 

If the distributee acquires such an interest in the corporation (other 
than in the manner described in subparagraph (C)) within 10 years 
from the date of the distribution, then the periods of limitation pro- 
vided in sections 6501 and 6502 on the making of an assessment and the 
collection by levy or a proceeding in court shall, with respect to any 
deficiency (including interest and additions to the tax) resulting from 
such acquisition, include one year immediately following the date on 
which the distributee (in accordance with regulations prescribed by 
the Secretary or his delegate) notifies the Secretary or his delegate of 
such acquisition; and such assessment and collection may be made 
notwithstanding any provision of law or rule of law which otherwise 
would prevent such assessment and collection. 

“(B) Subparagraph (A) of this paragraph shall not apply if— 

“(i) any portion of the stock redeemed was acquired, directly or 
indirectly, within the 10-year period ending on the date of the 
distribution by the distributee from a person the ownership of 
whose stock would (at the time of distribution) be attributable to 
the distributee under section 318 (a), or 

“(ii) any person owns (at the time of the distribution) stock 
the ownership of which is attributable to the distributee under 
section 318 (a) and such person acquired any stock in the corpora- 
tion, directly or indirectly, from the distributee within the 10-year 
period ending on the date of the distribution, unless such stock so 
acquired from the distributee is redeemed in the same transaction. 

The preceding sentence shall not apply if the acquisition (or, in the 
ease of clause (ii), the disposition) by the distributee did not have as 
one of its principal purposes the avoidance of Federal income tax. 

“(C) Clause (ii) of subparagraph (A) of this paragraph shall not 
apply to the acquisition of stock in the corporation— 

“(i) by bequest or inheritance, or 

“(ii) by enforcement of rights as a creditor. 

An acquisition of stock shall not be considered to be in the enforcement 
of rights as a creditor if the default in payment of the obligation could 
reasonably be anticipated at the time of the distribution in redemption 
of stock, or at the time of creation of such creditor relationship, which- 
ever is later. 

“(D) For purposes of subparagraphs (A) and (C), the term ‘corpora- 
tion’ shall include the distributing corporation, a corporation which 
controls the distributing corporation, a corporation which is controlled 
by the distributing corporation, or a corporation which acquires the 
assets of any such corporation in a transaction to which section 381 
(a) applies. For purposes of this subparagraph, control means the 
ownership of stock possessing at least 50 percent of the total combined 
voting power of all classes of stock entitled to vote or at least 50 percent 
of the total number of shares of all other classes of stock (except non- 
voting stock which is limited and preferred as to dividends) ; and such 
control shall be determined with the application of section 318 (a). 





2466 GENERAL REVENUE REVISION 


“(3) Oprions.—With respect to an option to acquire unissued or treas- 
ury stock, if the redemption price for the stock redeemed does not exceed the 
option price, then the rule in section 318 (a) (4) (relating to option attri- 
bution) shall not apply for purposes of subsections (b) (1) and (2) of this 
section. If the redemption price exceeds the option price, and, but for the 
option, subsection (b) (1) or (2) would apply to the redemption, then the 
amount which may be treated as a dividend or as a distribution not in 
redemption of stock shall not exceed the difference between the two prices. 

“(d) REDEMPTIONS TREATED AS DISTRIBUTIONS OF PROPERTY.—Except as other- 
wise provided in this subchapter, if a corporation redeems its stock (within the 
meaning of section 317 (b) ), and if subsection (a) of this section does not apply, 
such redemption shall be treated as a distribution of property to which section 
301 applies. 

“(e) Basis.—If a corporation redeems its stock in a transactions to which 
subsection (d) applies, then, under regulations prescribed by the Secretary or his 
delegate, the amount of the basis of the stock redeemed (reduced by any amount 
which under section 301 (c) (2) is applied in reduction of basis of such stock) 
shall— 

“(1) be applied to increase the basis of other stock in such corporation 
which, immediately after the redemption, is owned— 

“(A) by such shareholder (determined without reference to section 
8318 (a)), or 

“(B) by any other person whose stock would be attributable to the 
shareholder under section 318 (a); or 

**(2) be allowed as a loss to such shareholder from the sale or exchange of 
stock which is, or is not, a capital asset, as the case may be. 

“(f) Cross REFERENCES.— 

“For special rules relating to— 
“(1) Redemption of stock to pay death taxes, see section 303. 
“(2) Certain sales of stock treated as redemptions, see section 304. 
“(3) Redemption of section 306 stock, see section 306. 
a Distributions in partial or complete liquidation, see section 
1 


“(5) Nonrecognition of gain in certain redemptions, see section 


“(6) Character of gain in certain liquidations, see section 343.” 


SEC. 4. DISTRIBUTIONS IN REDEMPTION OF STOCK TO PAY DEATH 
TAXES—AMENDMENT OF SECTION 303. 


Section 303 (a) is amended by striking out “gross estate of a decedent,” and 
inserting in lieu thereof “gross estate of a decedent (including stock acquired by 
a legatee from the decedent’s estate in satisfaction of a specific monetary 
bequest),’’. 


SEC. 5. REDEMPTION THROUGH USE OF RELATED CORPORATIONS— 
AMENDMENTS OF SECTION 304. 


(a) ACQUISITION BY RELATED CORPORATION OTHER THAN SuBsmpraAry.—Section 
304 (a) (1) is amended by striking out the last sentence thereof. 
(b) AMENDMENT OF SPECIAL Rures.—Section 304 (b) is amended— 
(1) By striking out the last sentence of paragraph (1) thereof and by 
inserting in lieu thereof the following: 
“In applying section 318 (a) (relating to constructive ownership of stock 
(with respect to section 302 (b) for purposes of this paragraph (secton 318 
(a) (3) (C) shall be applied by substituting a 5 percent limitation for the 
50 percent limitation contained therein.” 
(2) By striking out subparagraph (A) of paragraph (2) and inserting in 
lieu thereof the following— 

“(A) WHERE SUBSECTION (a) (1) APPLIES.—In the case of any acqui- 
sition of stock to which paragraph (a) (and not paragraph (2)) of 
subsection (a) of this section applies, the determination of the amount 
which is a dividend shall be made as if the property were distributed by 
the issuing corporation to the acquiring corporation and immediately 

thereafter distributed by the acquiring corporation.” 
(3) By adding at the end thereof the following new paragraph: 
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“(3) Srock TREATED AS CAPITAL CONTRIBUTION.—In any case where, by 
reason of the application of subsection (a) (1) or (2), a distribution in 
redemption of stock is not treated as a distribution in full payment in 
exchange for such stock, the stock so acquired shall be treated as having 
been transferred by the person from whom acquired, and as having been 
received by the corporation acquiring it, as a contribution to the capital of 
such corporation.” 

(c) CONSTRUCTIVE OWNERSHIP.—Section 304 (c) (2) is amended by striking 
out the last sentence and inserting in liev thereof the following: ‘For purposes 
of the preceding sentence, the 50 percent limitation contained in section 318 (a) 
(3) (C) shall be reduced to 5 percent. In the case of a transaction to which 
subsection (a) (1) of this secton applies and to which subsection (a) (2) also 
applies by reason of the application of section 318 (a), the determination of 
whether the distribution shall be treated as in part or full payment in exchange 
for the stock redeemed shall be made only under the rules of subsection (a) 
1). 

SEC. 6. DISTRIBUTIONS OF STOCK AND STOCK RIGHTS—AMENDMENT 
OF SECTION 305. 


Section 305 (b) is amended by striking out the word “or” at the end of para- 
graph (1), by striking out the period at the end of paragraph (2), and inserting 
in lieu thereof “ ; or’, and by adding at the end thereof the following new 
paragraph : 

“(3) if a distribution or series of related distributions is made with re- 
spect to shares of one or more classes of common stock of a corporation and 
such distribution or series of related distributions is payable in the manner 
described in paragraph (2) (A) with respect to part of such shares and in 
the manner described in paragraph (2) (B) with respect to the remainder 
of such shares.” 


SEC. 7. DISPOSITIONS OF CERTAIN STOCK—AMENDMENTS OF SECTION 
306. 


(a) CaAprTaL CoNnTRIBUTION OF Section 306 Srock.—Section 306 (a) (1) is 
amended by adding at the end thereof the following new sentence: 

“If the disposition is a contribution to the capital or paid-in surplus of 
another corporation the shareholder shall be treated, for purposes of this 
paragraph, as realizing on the transfer an amount equal to the fair market 
value of the stock at such time.” 

(b) DEFINITION or SEcTION 306 Stock.—Section 306 (c) is amended— 

(1) by striking out subparagraph (C) of paragraph (1) and inserting in 

lieu thereof the following: 

“(C) SrocK HAVING TRANSFERRED OR SUBSTITUTED BASIS.—Except as 
otherwise provided in subparagraph (B), stock the basis of which (in 
the hands of the shareholder owning such stock) is determined by refer- 
ence to the basis (for the purpose of computing gain in the hands of such 
shareholder or any other person) of section 306 stock.” 

(2) by adding at the end thereof the following new paragraph: 
““(3) SPECIAL RULES RELATING TO PARAGRAPH (1) (B).— 

(A) CERTAIN COMMON sTOCcK.—For purposes of the first sentence of 
paragraph (1) (B), common stock received in respect of dividend rights 
for the current year or preceding taxable years on preferred stock shall 
be treated as stock which is not common stock. 

“(B) CONSTRUCTIVE OWNERSHIP.—For the purpose of determining the 
extent to which the effect of the transaction described in paragraph (1) 
(B) was substantially the same as the receipt of a stock dividend, see- 
tion 318 (a) shall apply to the extent generally applicable in the deter- 
mination of whether a distribution, redemption, or exchange, as the case 
may be, is the equivalent of a dividend.” 


SEC. 8. BASIS OF STOCK AND STOCK RIGHTS ACQUIRED IN DISTRIBU- 
TIONS—AMENDMENT OF SECTION 307. 


Section 307 (b) (1) is amended by striking out the word “and” at the end of 
subparagraph (A), by adding the word “and” at the end of subparagraph (B), 
and by adding at the end thereof the following new subparagraph: 

“(C) the fair market value of such rights received by the shareholder 
does not exceed $1,000 at the time of the distribution,”. 
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SEC 9. TAXABILITY OF CORPORATION ON DISTRIBUTION—AMEND- 
MENTS OF SECTION 311. 


(a) TECHNICAL AMENDMENT.—So much of section 311 (a) as precedes para- 
graph (1) is amended to read as follows: 

“(a) GENERAL RULE.—Except as provided in subsections (b), (c), and (d) 
of this section, in section 348 (b), and in section 453 (d), no gain or loss shall be 
recognized to a corporation (and no amount shall be includible in its income) on 
the distribution, with respect to its stock, of—’’. 

(b) DistrrsuTions or INVENTORY AsseEets.—Section 311 is amended by adding 
at the end thereof the following new subsection : 

“(d) CrRTAIN DISTRIBUTIONS OF INVENTORY AssETS.—If a corporation dis- 
tributes inventory assets (as defined in section 312 (b) (2)) to a shareholder 
with respect to its stock— 

*(1) gross income of such corporation shall include an amount equivalent 
to any deductions, credits, or allowances allowed in prior taxable years with 
respect to such assets, 

“(2) no deductions attributable to expenses with respect to such assets in 
the taxable year shali be allowed, and 

“(3) if the property distributed constitutes property of a kind which would 
properly be included in the inventory of the corporation if on hand at the close 
of the taxable year, then, pursuant to regulations prescribed by the Secretary 
or his delegate, proper adjustment shall be made to prevent such property 
from being reflected in cost of goods sold for such year or any other year. 

This subsection shall not apply to the extent that an amount is includible in the 
gross income of the corporation without regard to this subsection.” 


SEC. 10. DEFINITION OF INDEBTEDNESS OF A CORPORATION—AMEND- 
MENTS OF SECTION 317. 


(a) DEFINITION OF INDEBTEDNESS.—Section 317 is amended by adding at the 
end thereof the following new subsection : 

“(c) INDEBTEDNESS.—For purposes of this subtitle, indebtedness of a corpora- 
tion shall include in all events (but shall not be limited to) any unconditional 
obligation of a corporation to pay on demand or on or before a specified and not 
unreasonably distant date a sum certain in money incurred upon a distribution 
to shareholders or for an adequate consideration in money or money’s worth and 
under circumstances which do not negative any reasonable expectation of pay- 
ment, if— 

(1) the obligation is not by its terms subordinated to the claims of trade 
creditors generally, and 

“(2) by the terms of the obligation, payment, if any, for use of the prin- 
cipal amount is not excessive, is not dependent upon the earnings of the 
corporation, and is unconditionally due not later than the maturity date of 
the principal amount, and 

“(3) the obligation does not by its terms entitle the obligee to vote upon 
the election of directors of the corporation, and 

“(4) in case the obligation is initially held or guaranteed by a shareholder 
of the corporation, immediately after the obligation is created the principal 
amount of all obligations of the corporation held or guaranteed by its share- 
holders does not exceed by more than five-to-one the fair value of the out- 
standing stock of the corporation or the total of the capital and surplus 
paid-in with respect thereto, whichever is greater.” 

(b) TECHNICAL AMENDMENT.—Section 317 (b) is amended by striking out the 
word “part” and inserting in lieu thereof “subchapter”. 


SEC. 11. CONSTRUCTIVE OWNERSHIP OF STOCK--AMENDMENT OF SEC- 
TION 318. 
Section 318 is amended to read as follows: 


“SEC. 318. CONSTRUCTIVE OWNERSHIP OF STOCK. 


“(a) GENERAL RuLE.—For purposes of those provisions of this subchapter to 
which the rules contained in this section are expressly made applicable— 
“(1) MEMBERS OF FAMILY.— 
“(A) IN GENERAL.—An individual shall be considered as owning stock 
owned directly or indirectly, by or for— 
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“(i) his spouse (other than a spouse who is legally separated 
from the individual under a decree of divorce, whether interlocu- 
tory or final, or a decree of separate maintenance), and 

“(ii) his children, grandchildren, parents and grandparents. 

“(B) Errectr or apopTtion.—For purposes of subparagraph (A) (ii), a 
legally adopted child of an individual shall be treated as a child of such 
individual by blood. 

(2) ATTRIBUTION FROM PARTNERSHIPS, ESTATES, TRUSTS AND CORPORATIONS.— 

“(A) FROM PARTNERSHIPS.—Stock owned, directly or indirectly, by or 
for a partnership shall be considered as being owned proportionately by 
any partner having an interest of 5 percent or more in either the capital 
or profits of the partnership in proportion to the greater of his interest 
in capital or profits. 

“(B) FROM ESTATES OR TRUSTS.— 

“(i) Stock owned, directly or indirectly, by or for an estate or~ 
trust shall be considered as being owned by any beneficiary having 
an actuarial interest of 5 percent or more in such estate or trust in 
proportion to that beneficiary’s actuarial interest in the estate or 
trust; except that stock owned by or for an estate shall not be con- 
sidered as being owned by those beneficiaries who cannot under any 
circumstances receive from the estate any interest in the stock (or 
the proceeds of disposition thereof), but shall be considered as being 
owned by the other beneficiaries in proportion to their relative 
actuarial interests in the balance of the estate. 

“(ii) Stock owned directly or indirectly, by or for any portion 
of a trust of which a person is considered the owner under subpart E 
of part I of subchapter J (relating to grantors and others treated 
as substantial owners) shall be considered as being owned by 
such person. 

“(iii) This subparagraph shall not apply to stock owned by any 
employees’ trust described in section 401 (a) which is exempt from 
tax under section 501 (a). 

“(C) FROM CORPORATIONS.—Stock owned, directly or indirectly, by or 
for a corporation shall be considered as being owned proportionately 
by any shareholder of that corporation who owns 5 percent or more in 
value of its stock in that proportion which the value of the stock which 
such shareholder so owns bears to the value of all the stock in such 
corporation. For this purpose in determining the value of the stock 
owned by the shareholder and the value of all the stock in such corpora- 
tion there shall be excluded the value of stock which is limited and 
prefered as to dividends. 

“(3) ATTRIBUTION TO PARTNERSHIPS, ESTATES, TRUSTS AND CORPORATIONS.— 

“(A) To PARTNERSHIPS.—AII stock owned, directly or indirectly, by 
or for any partner having an interest of 5 percent or more in either the 
capital or profits of a partnership shall be considered as being owned 
by the partnership. 

“(B) To ESTATES AND TRUSTS.— 

“(i) Stock owned directly or indirectly by or for a beneficiary 
having an actuarial interest of 5 percent or more in an estate or 
trust shall be considered as being owned by the estate or trust; 
except that in the case of an estate, there shall not be included any 
stock owned by a beneficiary who cannot under any circumstances 
receive from the estate any interest in the stock of the corporation 
actually owned by the estate or in the proceeds of disposition thereof. 

“(ii) Stock owned, directly or indirectly, by or for a person who 
is considered the owner of any portion of a trust under subpart E 
of part I of subchapter J (relating to grantors and others treated 
as substantial owners) shall be considered as being owned by the 
trust. 

“(ili) This subparagraph shall not apply to stock owned by the 
beneficiary of an employees’ trust described in section 401 (a) which 
is exempt from tax under section 501 (a). 

“(C) To corporations.—Stock owned, directly or indirectly, by or 
for any shareholder who owns at least 50 percent in value of all the 
outstanding stock of a corporation (excluding stock which is limited 
and preferred as to dividends) shall be considered as being owned 
by the corporation. 
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“(4) Oprions.—If any person has an option to acquire stock, that stock 
shall be considered as being owned by such person. For purposes of this 
paragraph, an option to acquire such an option, and each one of a series 
of such options, shall be considered as an option to acquire such stock. 

(5) OPERATING RULES.— 

“(A) IN GENERAL.—Except as provided in subparagraphs (B) and 
(C), stock constructively owned by a person by reason of the application 
of paragraphs (1), (2), (8), and (4) shall, for purposes of applying 
paragraphs (1), (2), (8), and (4), be considered as actually owned 
by such person. 

“(B) MEMBERS OF FAMILY.—Stock constructively owned by an in- 
dividual by reason of the application of paragraph (1) shall not be con- 
sidered as owned by him for purposes of again applying paragraph (1) 
in order to make another the constructive owner of such stock. 

“(C) PARTNERSHIPS, ESTATES, TRUSTS AND CORPORATIONS.—Stock con- 
structively owned by a partnership, estate, trust or corporation by reason 
of the application of paragraph (3) shall not be considered as owned 
by it for purposes of applying paragraph (2) in order to make another 
the constructive owner of such stock. 

“(D) Prioriry oF ruLES.—For purposes of this paragraph if stock 
may be considered as owned by a person under paragraph (4) and any 
other paragraph it shall be considered as being owned by him under 
paragraph (4). 

*“(E) SpecraL ruLtes.—In applying the rules of this section— 

“(i) a corporation shall not be considered to own its own stock; 

“(ii) in any case in which an amount of stock owned by any 
person may be included in the computation more than once, such 
stock shall be used in such computation only once and in the manner 
in which it will impute to the person concerned the largest total 
stock ownership; 

“(iii) in determining whether the 5 percent requirement of para- 
graph (2) (C) and the 50 percent requirement of paragraph (3) (C) 
have been met the rules of constructive ownership of this section 
shall apply ; and 

“(iv) a beneficiary’s actuarial interest in an estate or trust shall 
be determined on the assumption that there will be a maximum 
exercise of any discretion of the fiduciary in his favor. 

“(b) Cross REFERENCES.— 
“For provisions to which the rules contained in subsection (a) apply, 


“(1) section 302 (relating to redemption of stock); 

“(2) section 304 (relating to redemption by related corporations) ; 

“(3) section 306 (relating to dispositions of certain stock); 

“(4) sections 334 (b) (3) (C) and 334 (b) (6) (relating to basis of 
property received in certain liquidations of subsidiaries) ; 

“(5) sections 343 (a) (4) and 343 (d) (3) (relating to collapsible 
corporations); and 

“(6) section 382 (e) (relating to special limitations on net oper- 
ating loss carryovers).” 


SEC. 12. GAIN OR LOSS TO SHAREHOLDERS IN CORPORATE LIQUIDA- 
TIONS—AMENDMENT OF SECTION 331 AND REPEAL OF SEC- 

TION 333. 
(a) AMENDMENT oF Section 331.—Section 331 is amended to read as follows: 


“SEC. 331. GAIN OR LOSS TO SHAREHOLDERS IN CORPORATE LIQUIDA- 
TIONS AND CERTAIN REDEMPTIONS. 


“(a) GENERAL RULE.— 

“(1) COMPLETE LIQUIDATIONS.—Amounts distributed in complete liquida- 
tion of a corporation shall be treated as in full payment in exchange for the 
stock. 

“(2) PARTIAL LIQUIDATIONS.—Amounts distributed in partial liquidation 
of a corporation (as defined in section 346) shall be treated as in part 
or full payment in exchange for the stock. 

“(b) RECOGNITION OF GAIN OR LOSS ON LIQUIDATION AND CERTAIN REDEMP- 
TIoNs.—In the case of a distribution to which subsection (a) applies or to which 
section 302 (a) applies— 
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“{1) RECOGNITION OF GAIN IN GENERAL.—HExcept in the case of distribu- 
tions described in paragraph (2)— 

“(A) CORPORATE ASSET BASIS EXCEEDING STOCK BASIS.—If the aggre- 
gate adjusted basis (for determining gain) to the corporation of the 
assets (including money) distributed to the shareholder, increased 
by the amount of any gain recognized to the corporation upon the 
distribution, exceeds the sum of— 

“(i) the aggregate adjusted basis to the shareholder for deter- 
mining gain on the stock, and 
“(ii) the amount of the liabilities of the corporation assumed 
by him on the distribution plus the liabilities of the corporation to 
which such assets are subject, 
then gain (if any) to the shareholder shall be recognized only to the 
extent of such excess. 

“(B) CoRPORATE ASSET BASIS NOT EXCEEDING STOCK BASIS.—If the 
aggregate adjusted basis (for determining gain) to the corporation of 
the assets (including money) distributed to the shareholder, increased 
by the amount of any gain recognized to the corporation upon the dis- 
tribution, does not exceed the sum of— 

“(i) the aggregate adjusted basis to the shareholder for deter- 
mining gain on the stock redeemed, and 
“(ii) the amount of the liabilities of the corporation assumed by 
him on the distribution plus the liabilitieg of the corporation to 
which such assets are subject, 
then no gain to the shareholder shall be recognized. 

“(2) RECOGNITION OF GAIN ON CERTAIN DISTRIBUTIONS.—In the case of 
a nonaliquot distribution (as defined in section 348) made by a collapsible 
corporation (as defined therein) and in the case of distributions described 
in section 343 (a) (1) (D) (relating to certain distributions qualifying 
under section 337), gain (if any) shall be recognized to the shareholder. 

(3) RECOGNITION oF Loss.—Loss (if any) shall be recognized to the 
shareholder. 

*(c) NONAPPLICATION OF SECTION 301.—Section 301 (relating to effects on 
shareholder of distributions of property) shall not apply to any distribution 
of property in partial or complete liquidation. 

“(d) Cross REFERENCES.— 

“(1) For general rule for determination of the amount of gain or loss 
to the shareholder, see section 1001. 

“(2) For general rule for determination of the amount of gain or loss 
recognized, see section 1002. 

“(3) For rules relating to certain liquidating distributions on which 
_ = loss is not recognized to the shareholder, see sections 332, 354, 
an . 

(b) REPEAL OF SECTION 333.—Section 333 is hereby repealed. 


SEC. 13. COMPLETE LIQUIDATIONS OF SUBSIDIARIES—AMENDMENTS 
OF SECTION 332. 


(a) LiquIDATIONS TO WHICH SrcTion ApprLies.—So much of section 332 (b) 
as precedes paragraph (2) is amended to read as follows: 

“(b) LIQUIDATIONS TO WHICH SECTION APPLIES.—For purposes of subsection 

(a), a distribution shall be considered to be in complete liquidation only if— 

“(1) the corporation receiving such property was, on the date of the 

adoption of the plan of liquidation, and has continued to be at all times 

until the receipt of the property, the owner of stock (in such other corpora- 

tion) possessing at least 80 percent of the total combined voting power of 

all classes of stock entitled to vote and the owner of at least 80 percent 

of the total number of shares of all other classes of stock (except nonvoting 

stock which is limited and preferred as to dividends) ; for the purpose of 

this paragraph the disposition by the corporation receiving such property, 

in anticipation of or after the adoption of the plan of liquidation, of stock 

in such other corporation possessing less than a majority of the voting power 

of all classes of its stock shal! be treated as an assignment of proceeds 

of liquidation and not as a disposition of stock unless the disposition was 

not for the principal purpose of avoiding the application of this paragraph ; 

and either”. 
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(b) INDEBTEDNESS OF Sussrmprary.—Section 332 (c) is amended to read as 
follows: 
“(e) SpecraL RULE ror INDEBTEDNESS OF SUBSIDIARY TO PARENT.—If— 
(1) a corporation is liquidated and subsection (a) applies to such liqui- 
dation, and 
“(2) on the date of the adoption of the plan of liquidation, such corpora- 
tion was indebted to the corporation which meets the 80 percent stock owner- 
ship requirements specified in subsection (b), 
then no gain or loss shall be recognized to the corporation so indebted because 
of the transfer of property in satisfaction of such indebtedness. In such event 
no gain or loss shall be recognized to the corporation meeting such 80 percent 
stock ownership requirements upon the receipt by it of property in satisfaction 
of indebtedness (other than interest the payment of which would be includible 
in gross income as interest).” 


SEC. 14. BASIS OF PROPERTY RECEIVED IN LIQUIDATIONS AND CER- 
TAIN REDEMPTIONS. 
(a) AMENDMENT or Section 334.—Section 334 is amended to read as follows: 


“SEC. 334, BASIS OF PROPERTY RECEIVED IN LIQUIDATIONS AND CER- 
TAIN REDEMPTIONS. 


“(a) GENERAL Ruxie.—If property is received in a distribution in partial or 
complete liquidation oper than a liquidation to which section 332 applies) or 
in a distribution to which section 302 (a) applies, then— 

“(1) GENERAL RULE.—Except as provided in paragraph (2) or (3), the 
basis of the property in the hands of the shareholder shall be the fair market 
value of such property at the time of distribution. 

““(2) RECOGNITION OF GAIN GOVERNED BY SECTION 331 (b) (1) (A).—In the 
case of property received in a distribution in which the gain recognized to 
the shareholder is limited by section 331 (b) (1) (A), the aggregate basis 
of the property (other than money) in the hands of the shareholder shall 
be the same as it would be in the hands of the corporation, increased by 
the amount of any gain recognized to the corporation upon the distribution. 

“(3) RECOGNITION OF GAIN GOVERNED BY SECTION 331 (b) (1) (B).—In the 
case of property received in a distribution in which no gain is recognized 
to the shareholder by reason of the application of section 331 (b) (1) (B), 
the aggregate basis of the property (other than money) in the hands of the 
shareholder shall be the same as the aggregate basis to the shareholder of 
the stock exchanged therefor— 

“(A) increased by the amount of the liabilities of the corporation 
assumed by him on the distribution plus the liabilities of the corpora- 
tion to which such property is subject, and 

“(B) decreased by the amount of money received in the distribution. 

““(4) ALLOCATION OF BASIS.—Under regulations prescribed by the Secretary 
or his delegate, the basis determined under paragraph (2) or (3) shall be 
allocated among the properties (other than money) received in the dis- 
tribution. 

“(b) LIQUIDATION OF SUBSIDIARY.— 

“(1) IN GENERAL.—If property is received by a corporation in a transfer 
to which section 332 applies and if paragraph (2) does not apply to any 
part of the property received, then the basis of the property in the hands of 
such corporation shall be the same as it would be in the hands of the trans- 
feror, reduced by the amount of any gain and increased by the amount of 
any loss not recognized to such corporation under the last sentence of 
section 332 (c). 

“(2) Excreption.—If property is received by a corporation in a transfer 
to which section 332 applies, and if— 

“(A) the transfer is pursuant to a plan of liquidation— 

“(i) adopted on or after June 22, 1954, and 

“(ii) completed not more than 2 years after the date of the 
transaction described in subparagraph (B) (or, in the case of a 
series of transactions, the date of the last such transaction) : and 

“(B) stock of the distributing corporation possessing at least 80 per- 
cent of the total combined voting power of all classes of stock entitled 
to vote, and at least 80 percent of the total number of shares of all other 
classes of stock (except nonvoting stock which is limited and preferred 
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as to dividends), was acquired by the distributee by purchase (as 

defined in paragraph (3)) during a period of not more than 12 months, 
then the basis of the property in the hands of the transferee corporation 
shall be the adjusted basis of the stock and indebtedness (referred to in the 
last sentence of section 332 (c)) in respect of which the property was re- 
ceived. For purposes of the preceding sentence, under regulations prescribed 
by the Secretary or his delegate, proper adjustment in the adjusted basis 
of any stock shall be made for any distribution made to the distributee with 
respect to such stock before the adoption of the plan of liquidation, for any 
money received, for any liabilities assumed or subject to which the property 
was received, and for other items. 

“(3) PURCHASE DEFINED.—For purposes of paragraph (2) (B), the term 
‘purchase’ means any acquisition of stock, but only if— 

“(A) the basis of the stock in the hands of the distributee is not 
determined (i) in whole or in part by reference to the adjusted basis 
of such stock in the hands of the person from whom acquired, or (ii) 
under section 1014 (a) (relating to property acquired from a decedent), 

“(B) the stock is not acquired in an exchange to which section 351 
applies, and 

“(C) the stock is not acquired from a person the ownership of whose 
stock would, under section 318 (a), be attributed to the person acquiring 
such stock unless acquired in a distribution in complete liquidation tc 
which paragraph (2) otherwise applies. 

‘*(4) DISTRIBUTEE DEFINED.—For purposes of thTS subsection, the term 
‘distributee’ means only the corporation which meets the 80 percent stock 
ownership requirements specified in section 332 (b). 

(5) SUCCESSIVE LIQUIDATIONS OF CONTROLLED CORPORATIONS.—For pur- 
poses of this subsection, stock acquired in a distribution in complete liquida- 
tion to which paragraph (2) applies shall be considered to have been pur- 
chased on the date the distributee first acquires the ownership or the con- 
trol (through ownership directly or indirectly of stock of one or more other 
corporations) of stock in the distributing corporation sufficient to meet the 
requirements of paragraph (2) (B). 

(6) SvTocK ACQUIRED PURSUANT TO AN OPTION.—For the purpose of this 
subsection, if a corporation acquires stock pursuant to an option to buy 
such stock from a person who, without regard to such option, is not a person 
the ownership of whose stock would, under section 318 (a), be attributed 
to such corporation, such stock shall be considered to have been purchased 
on the date of the acquisition of such option, if such option is exercised on 
or before the last day of a period of twelve months beginning on the day 
of the earliest purchase of stock (including the stock subject to such option) 
used in determining the applicability of paragraph (2) and for this purpose 
the stock with respect to which the option was exercised shall be deemed 
to have been purchased on the date such option was acquired.” 


(b) TECHNICAL AMENDMENT.—Clause (ii) of section 453 (d) (4) (A) is 
amended to read as follows: 


“(ii) under section 8332 (relating to complete liquidations of 
subsidiaries) no gain or loss with respect to the receipt of such obli- 
gation is recognized in the case of the recipient corporation and 
the basis to the distributee of such installment obligation is deter- 
mined under section 334 (b) (1),”. 


SEC. 15. GAIN OR LOSS ON SALES OR EXCHANGES IN CONNECTION 


WITH CERTAIN LIQUIDATIONS—AMENDMENTS OF SECTION 
337. 





Section 337 (a) is amended to read as follows: 
““(a) GENERAL RULE.— 


“(1) Ift— 
“(A) a corporation adopts a plan of complete liquidation on or after 
June 22, 1954, and 
“(B) within the 12-month period beginning on the date of the adop- 
tion of such plan, all of the assets of the corporation are distributed in 
complete liquidation, less assets retained to meet claims, 
then no gain or loss shall be recognized to such corporation from the sale 
or exchange by it of property within such 12-month period. A distribution 
to shareholders of such corporation within such 12-month period of all bene- 
ficial interest in assets of the corporation transferred within such period 
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to a liquidation trust or agency shall be treated as a distribution in liquida- 
tion within the meaning of this subsection and section 331, if prior to the 
expiration of such period the need for such arrangement is established to 
the satisfaction of the Secretary or his delegate and all terms and conditions 
imposed by him are complied with. 

“(2) For purposes of paragraph (1)— 

“(A) an involuntary conversion of property within the meaning of 
section 1033 shall be considered a sale or exchange, and 
“(B) the requirements of paragraph (1) (B) shall be considered 
satisfied if a disposition of the converted property, as defined in section 
1033 (a) (2), occurs within the 12-month period referred to in para- 
graph (1) and the proceeds of such involuntary conversion are dis- 
tributed within such 12-month period or within 60 days after the receipt 
thereof by the corporation, whichever is later.” 
(b) Lrurtration.—Section 337 (c) is amended to read as follows: 
“(e) LimiraTion.—In the case of a sale or exchange following the adoption of 
a plan of complete liquidation, if section 332 applies with respect to such liqui- 
dation, then— 

“(1) if the basis of the property of the liquidating corporation in the 
hands of the distributee is determined under section 334 (b) (1), this 
section shall not apply; or 

“(2) if the basis of the property of the liquidating corporation in the 
hands of the distrikgtee is determined under section 334 (b) (2), this section 
shall apply only to That portion (if any) of the gain which is not greater than 
the excess of (A) that portion of the adjusted basis (adjusted for any adjust- 
ment required under the second sentence of section 334 (b) (2)) of the stock 
of the liquidating corporation which is allocable, under regulations prescribed 
by the Secretary or his delegate, to the property sold or exchanged, over 
(B) the adjusted basis, in the hands of the liquidating corporation, of the 
property sold or exchanged. 

This subsection shall not apply to a complete liquidation of a member of an 
affiliated group of corporations, as defined in section 1504, if all members of the 
group receiving property in such liquidation and the common parent corporation 
are completely liquidated within the 12-month period beginning on the date a plan 
of complete liquidation is first adopted by any of such members of the group.” 


SEC. 16. COLLAPSIBLE CORPORATIONS. 


(a) REVISION OF PROVISIONS ON COLLAPSIBLE CoRPORATIONS.—Section 341 is 
hereby repealed, and there is inserted immediately after section 342 the following 
new section: 


“SEC. 343. COLLAPSIBLE CORPORATIONS. 
“(a) SALE oR EXCHANGE OF STocK.— 
“(1) GENERAL RULE.—In the case of a sale or exchange by a shareholder 
of a collapsible corporation of stock of the corporation— 
“(A) toa person other than the issuing corporation, or 
“(B) in a transaction to which section 301 (c) (3) (A) (relating to 
certain distributions in excess of basis) applies, or 
“(C) ina transaction constituting— 
“(i) a nonaliquot distribution in complete liquidation of the cor- 
poration, or 
“(ii) a nonaliquot distribution in partial liquidation to which 
section 346 (a) (1) applies, or 
“(D) in a transaction constituting a distribution described in section 
337 (a) if, by reason of the application of section 337, gain realized 
by the corporation on the sale or exchange of section 343 assets was not 
recognized to it, 
then subject to the limitation in paragraph (2), so much of the shareholder's 
gain (if any) realized on such sale or exchange as is equal to such stocks’ rat- 
able share of the unrealized appreciation on the corporation’s section 343 
assets immediately prior to such sale or exchange (or in the case of a trans- 
action to which subparagraph (B) applies, immediately after such exchange) 
shall be treated as gain from the sale of property which is not a capital asset. 
“(2) SrocK ACQUIRED FROM OTHER PERSONS.—If such stock was acquired 
by the shareholder (or by another person if the basis of the stock to the 
shareholder is determined by reference to its basis in the hands of such per- 
son) in a transaction to which paragraph (1) (A) was applicable, and if 
gain or loss to the person from whom such stock was so acquired was recog- 
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nized in full, then the amount determined under paragraph (1) with respect 
to the sale or exchange of such stock by the shareholder shall not be greater 
than the amount by which— 

“(A) such stock’s ratable share of the unrealized appreciation on 
the corporation’s section 343 assets at the time of such sale or exchange, 
exceeds 

“(B) such stock’s ratable share of the unrealized appreciation on the 
corporation’s section 343 assets at the time of such acquisition. 

“(3) ADJUSTMENT FOT CERTAIN PRIOR DISTRIBUTIONS.—If the shareholder 
(or another person if the basis of the stock to the shareholder is determined 
by reference to its basis in the hands of such person) receives with respect to 
such stock a distribution to which paragraph (1) (B) is applicable, then 
any amount determined under paragraphs (1) and (2) with respect to a 
subsequent sale or exchange of such stock shall be reduced by the amount 
so determined with respect to such distribution. 

“(4) Excreprion.—Paragraph (1) shall not apply in the case of a share- 
holder who, at no time during the period of 3 years ending with the date of 
the sale or exchange of the stock, owned 5 percent or more in value of the 
outstanding stock of the corporation (exclusive of stock which is limited 
and preferred as to dividends). For the purposes of this paragraph, section 
318 (a) shall apply in determining the ownership of stock. 

“(5) CERTAIN DISTRIBUTIONS UNDER SECTION 337.—For the purposes of this 
subsection, in the case of a sale or exchange of stock in a transaction in 
which there is received in exchange a distribution described in section 337 
(a), section 343 assets sold or exchanged by the corporation in transactions 
in which gain or loss was not recognized by reason of the application of 
section 337 shall be treated as still being owned by the corporation immedi- 
ately prior to the distribution. In such case, in determining the unrealized 
appreciation on such assets, their fair market value and adjusted basis shall 
be determined as of the time immediately prior to their actual sale or 
exchange by the corporation. 

“(b) GAIN TO CORPORATION ON CERTAIN DISTRIBUTIONS.—If a collapsible corpo- 
ration makes a nonaliquot distribution of section 343 assets in a distribution 
qualifying under section 346 (a) (2) (relating to certain distributions in partial 
liquidation) or under section 302 (a) (relating to certain distributions in re- 
demption of stock), then the amount (if any) by which— 

“(1) the fair market value of such assets exceeds 

(2) the adjusted basis of such assets for determining gain, 

immediately prior to the distribution shall be treated as gain to the corporation 
from the sale of such assets. 

“(c) CHARACTER OF GAIN ON DISPOSITION OF CERTAIN DISTRIBUTED PROPERTY.— 
If a collapsible corporation distributes a section 343 asset to a shareholder and if 
the basis of the property in the hands of the distributee is determined under 
section 334 (a) (2) or (3), then gain upon the sale or exchange of such property 
by the distributee (or by a person whose basis for such property is determined in 
whole or in part by reference to the basis of such property in the hands of such 
distributee) within 5 years from the date of the distribution shall be considered 
gain from the sale or exchange of property which is neither a capital asset nor 
property described in section 1231 (b). 

“(d) DEFINITION OF SECTION 343 ASSETS.— 

“(1) GENERAL RULE.—For the purposes of this part, the term ‘section 348 
asset’ means any property of the corporation other than— 

“(A) money; 

“(B) property (except property used in the trade or business, as 
defined in section 1231 (b)), gain from the sale of which would be treated 
under other provisions of this title as gain from the sale of a capital 
asset held for more than 6 months (or would be so treated if such 
property had been held for more than 6 months) ; and 

“(C) property used in the trade or business, as defined in section 
1231 (b) (or which would constitute such property if it had been held 
for more than 6 months, or for 12 months or more in the case of live- 
stock) but only if there exists unrealized appreciation on all such 
property considered in the aggregate. 

“(2) DISCOUNT BONDS AND EMERGENCY FACILITIES.—If there exists unreal- 
ized appreciation on any property described in section 1232 (a) (2) (relating 
to certain discount bonds) or in section 1238 (relating to emergency facili- 
ties), there shall be treated as a section 343 asset (whether or not so treated 
under paragraph (1)) such portion of the property as the gain which under 
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section 1232 (a) (2) or 1238 would be treated as gain from the sale or ex- 

change of property which is neither a capital asset nor property described 

in section 1231 (b) bears to the unrealized appreciation on such property. 
“(3) EFFECT OF SHAREHOLDER’S BUSINESS ACTIVITIES.— 

“(A) For PURPOSES OF APPLICATION OF SUBSECTION (a).—For the pur- 
pose of determining the application of subsection (a) to the sale or 
exchange of stock by a shareholder, subparagraphs (B) and (C) of 
subsection (d) (1) shall not apply to any property which, if held by 
such shareholder at such time, would not in his hands be considered 
property of the type described in either of such subparagraphs. 

“(B) For PURPOSES OF APPLICATION OF SUBSECTION (b).—For the pur- 
pose of determining the application of subsection (b) to distributions 
described therein, subparagraphs (B) and (C) of subsection (d) (1) 
shall not apply to any property which, if held at such time by any share- 
holder of the corporation owning more than 20 percent in value of the 
outstanding stock (other than stock which is limited and preferred as 
to dividends), would not in his hands be considered property of the type 
described in either of such subparagraphs. For this purpose section 318 
(a) shall apply in determining the ownership of stock. 

“(e) Orner DEFINITIONS.—For purposes of this part— 
“(1) The term ‘unrealized appreciation’ as applied to any asset or group 
of assets means the amount by which— 

“(A) the aggregate fair market value of such assets, exceeds 

“(B) the aggregate adjusted basis of such assets for determining 
gain in the event of their sale 

**(2) The term ‘collapsible corporation’ means a corporatfon the unrealized 
appreciation on whose section 343 assets is more than 15 percent of the 
amount by which— 

“(A) the fair market value of all its assets exceeds 

“(B) allits liabilities. 

If a corporation which satisfies the requirements of section 337 (a) is a 
collapsible corporation at any time on or after the adoption of a plan of 
complete liquidation as described therein, it shall be treated as a collapsible 
corporation at all times thereafter. 

“(3) The term ‘nonaliquot distribution’ means a distribution to a share- 
holder made by a collapsible corporation in which— 

“(A) the ratio which the aggregate adjusted basis for determining 
gain of its section 343 assets distributed to the shareholder bears to 
the aggregate fair market value of such assets, 

is less than 90 percent or more than 110 percent of— 

“(B) the ratio which the aggregate adjusted basis for determining 
gain of all the section 348 assets of the corporation immediately prior 
to the distribution bears to the aggregate fair market value of all such 
assets at such time.” 

(b) AMENDMENT OF SEcTION 336.—Section 336 is amended to read as fol- 
lows: 


“SEC. 336. GENERAL RULE. 


“Except as provided in section 453 (d) (relating to disposition of installment 
obligations) and section 343 (b) (relating to certain nonaliquot distributions 
by collapsible corporations), no gain or loss shall be recognized to a corporation 
on the disposition of property in partial or complete liquidation.” 


SEC. 17. PARTIAL LIQUIDATION DEFINED—AMENDMENT OF SECTION 
346. 
Section 346 is amended to read as follows: 


“SEC. 346. PARTIAL LIQUIDATION DEFINED. 


“(a) In GENERAL.—For purposes of this subchapter, a distribution shall be 
treated as in partial liquidation of a corporation if— 
“(1) the distribution is one of a series of distributions in redemption 
of all of the stock of the corporation pursuant toa plan; or 
“(2) the distribution— 
“(A) is in redemption of part of the stock of the corporation pur- 
suant to a plan, 
“(B) occurs within the taxable year in which the plan is adopted 
or within the succeeding taxable year, and 
“(C) is one to which either subsection (b) or (c) applies. 
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“(b) DistrisutTions Not HQuIVALENT TO DivipENDs.—Subsection (a) (2) (C) 
shall apply if the distribution is not essentially equivalent to a dividend. 

“(c) TERMINATION or A Bustness.—Subsection (a) (2) (C) shall apply 
if— 

“(1) the distribution is attributable to the corporation’s ceasing to con- 
duct an active business, 

“(2) the distribution is made within a reasonable time after such 
cessation. 

“(3) the distribution consists of all or part of the assets of such dis- 
continued business or the proceeds from the sale or other disposition of 
any or all of such assets. 

“(4) the sum of the cash and the fair market value of the other prop- 
erty included in the distribution described in paragraph (3) is at least 
equal to 20 percent of the amount by which 

“(A) the fair market value of the assets, exceeds 
“(B) the liabilities 
of the corporation immediately before the distribution, and 
“(5) immediately after the distribution the corporation is engaged 
in another active business. 
In such event if the amount of the distribution exceeds the fair market 
value of the assets of such discontinued business, reduced by the amount of 
the liabilities of such discontinued business, this subsection shall not apply to 
such excess. 

“(d) AcrivE Bustness.—For purposes of this subchapter, a corporation shall 
be treated as engaged in active business as of any time if and only if— 

“(1) it is engaged in the active conduct of a trade or business at such 
time, 

(2) such trade or business has been actively conducted throughout 
the 5-year period immediately preceding, and 

“(3) such trade or business was not acquired within the period described 
in paragraph (2) ina transaction in which— 

“(A) gain or loss was recognized in whole or in part to the transferor, 
or 

““(B) in case the transferor was a corporation, 

gain or loss was recognized in whole or in part to (or amounts were 
includible in the income of) the transferor corporation or a shareholder 
of the transferor corporation. 

“(e) APPLICATION OF SuBSECTIONS.—In determining whether a distribution 
meets the requirements of subsection (b), the fact that such distribution fails to 
meet any of the requirements of subsection (¢c) shall not be taken into account. 
Whether or not a distribution meets the requirements of subsection (b) or (¢c) 
shall be determined without regard to whether— 

“(1) it qualifies or does not qualify under section 302 (a) (relating to 
redemptions treated as distributions in part or full payment in exchange 
for stock) by reason of section 302 (b), or 

“(2) it is pro rata or not pro rata with respect to the shareholders of the 
corporation.” 


SEC. 18. TRANSFER TO CORPORATION CONTROLLED BY TRANSFEROR— 
AMENDMENT OF SECTION 351. 


Section 351 is amended to read as follows: 


“SEC. 351. TRANSFER TO CORPORATION CONTROLLED BY TRANS- 
FEROR. 


(a) GENERAL Ruie.—No gain or loss shall be recognized if property is trans- 
ferred to a corporation by one or more persons solely in exchange for stock or 
securities in such corporation and immediately after the exchange such person 
or persons are in control (as defined in section 368 (c)) of the corporation. For 
purposes of this section, stock or securities issued for services or for section 306 
stock shall not be considered as issued in return for property other than for 
the purposes of determining whether the person or persons transferring property 
are in control of the corporation. 

“(b) Recerpt or Propertry.—If subsection (a) would apply to an exchange but 
for the fact that the property received by the transferor consists not only of 
property permitted by subsection (a) to be received without the recognition of 
gain or loss, but also of other property, or money, then— 
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“(1) IN CASE OF GAIN.— 

“(A) IN GENERAL.—Except as provided in subparagraphs (B) and 
(C), gain (if any) to the transferor shall be recognized, but in an 
amount not in excess of the sum of— 

“(i) the amount of money received, and 
“(ii) the fair market value of such other property received. 

“(B) SECTION 355 TRANSACTIONS.—If the transfer is made by a corpo- 
ration as part of a plan pursuant to which stock or securities of the 
transferee are distributed by the transferor in a transaction to which 
section 355 (or so much of section 356 as relates to section 355) applies, 
then the amount of gain (if any) which would otherwise be recognized 
to the transferor under subparagraph (A) shall be reduced by the sum 
of— 

“(i) the amount of money, and 
“(ii) the fair market value of such other property received by 
the transferor 
which is distributed by it pursuant to such plan. 

“(C) REORGANIZATIONS.—If the transfer is made by a corporation as 
part of a plan of reorganization within the meaning of section 368 (a) 
(1), then the amount of gain (if any) which would otherwise be 
recognized to the transferor under subparagraph (A) shall be reduced 
by the amount (if any) determined under section 361 (b) (1) (B). 

“(2) IN CASE OF Loss.—No loss shall be recognized to the transferor. 
“(c) Specrat Ruite.—In determining control, for purposes of this section, the 
fact that any corporate transferor distributes part or all of the stock which it 
receives in the exchange to its shareholders shall not be taken into account. 
“(d) Cross REFERENCES.— 
“(1) For special rule where another party to the exchange assumes a 
liability, or acquires property subject to a liability, see section 357. 
“(2) For the basis of stock, securities, or property received in an ex- 
change to which this section applies, see sections 358 and 362. 

“(3) For special rule in the case of an exchange described in this sec- 
tion but which results in a gift, see section 2501 and following. 

“(4) For special rule in the case of an exchange described in this sec- 
tion but which has the effect of the payment of compensation by the 
corporation or by a transferor, see section 61 (a) (1).” 


SEC. 19. EXCHANGES OF STOCK AND SECURITIES IN CERTAIN RE- 
ORGANIZATIONS—AMENDMENT OF SECTION 354. 


Section 354 is amended to read as follows: 


“SEC. 354. EXCHANGES OF STOCK AND SECURITIES IN CERTAIN RE- 
ORGANIZATIONS. 


“(a) GENERAL RULE.— 

“(1) IN GENERAL.—NO gain or loss shall be recognized (and no amount 
shall be includible in income) if stock or securities in a corporation a party 
to a reorganization are, in pursuance of the plan of reorganization, ex- 
changed solely for stock or securities in such corporation or in another corpo- 
ration a party to the reorganization. 

“(2) LimiraTIoN.—Paragraph (1) shall not apply if— 

“(A) the principal amount of any such securities received exceeds 
the principal amount of any such securities surrendered, or any such 
are received and no such securities are surrendered, or 

“(B) in the case of an exchange in pursuance of a plan of reorganiza- 
tion within the meaning of section 368 (a) (1) (D), there is received 
stock in more than one corporation a party to the reorganization. 

“(3) CROSS REFERENCE.— 

“For treatment of the exchange if any property is received which is 
not permitted to be received under this subsection (including an excess 
principal amount of securities received over securities surrendered, and 
stock in more than one corporation a party to the reorganization re- 
ceived in a plan of reorganization within the meaning of section 368 (a) 
(1) (D)), see section 356. 

“(b) CERTAIN RAILROAD REORGANIZATIONS.—Notwithstanding any other pro- 
vision of this subchapter, subsection (a) (1) (and so much of section 356 as 
relates to this section) shall apply with respect to a plan of reorganization 
(whether or not a reorganization within the meaning of section 368 (a)) for a 
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railroad approved by the Interstate Commerce Commission under section 77 of 
the Bankruptcy Act, or under section 20b of the Interstate Commerce Act, as 
being in the public interest.” 


SEC. 20. DISTRIBUTION OF STOCK AND SECURITIES OF A CONTROLLED 
CORPORATION—AMENDMENT OF SECTION 355. 


Section 355 is amended to read as follows: 


“SEC. 355. DISTRIBUTION OF STOCK AND SECURITIES OF A CON- 
TROLLED CORPORATION. 


“(a) EXrFrecT on DISTRIBUTEES.— 
“(1) GENERAL RuteE.—If— 
“(A) a corporation (referred to in this section as the ‘distributing 
corporation’ )— 

“(i) distributes to a shareholder, with respect to its stock, or 

“(ii) distributes to a security holder, in exchange for its secu- 
rities, 

solely stock or securities of a corporation (referred to in this section 
as ‘controlled corporation’) which it controls immediately before the 
distribution, and 

“(B) either— 

“(i) the requirements of subsection (b) (relating to active busi- 
ness) are satisfied, the fair market value of the stock or securities so 
distributed is not less than 20 percent or more than 80 percent of 
the excess of the fair market value of the assets over the liabilities 
of the distributing corporation immediately before the distribution, 
and the transaction was not used principally as a device for the 
distribution of the earnings and profits of the distributing corpora- 
tion or the controlled corporation or both (but the mere fact that 
subsequent to the distribution stock or securities in one or more of 
such corporations are sold or exchanged by all or some of the dis- 
tributees (other than pursuant to an arrangement negotiated or 
agreed upon prior to such distribution) shall not be construed to 
mean that the transaction was used principally as such a device) ; 
or 

“(ii) it is established to the satisfaction of the Secretary or his 
delegate that the distribution is not in pursuance of a plan having 
as one of its principal purposes the avoidance of Federal income 
tax; and 

“(C) as part of the distribution, the distributing corporation distrib- 
utes— 

“(i) all of the stock and securities in the controlled corporation 
held by it immediately before the distribution, or 

“(ii) an amount of stock in the controlled corporation constitut- 
ing control within the meaning of section 368 (c), and it is estab- 
lished to the satisfaction of the Secretary or his delegate that the 
retention by the distributing corporation of stock (or stock and 
securities) in the controlled corporation was not in pursuance of 
a plan having as one of its principal purposes the avoidance of 
Federal income tax, 

then no gain or loss shall be recognized to (and no amount shall be 
includible in the income of) such shareholder or security holder on the 
receipt of such stock or securities. 
(2) NON PRO RATA DISTRIBUTION, ETC.—Paragraph (1) shall be applied 
without regard to the following: 
“(A) whether or not the distribution is pro rata with respect to all of 
the shareholders of the distributing corporation, and 
“(B) whether or not the shareholder surrenders stock in the dis- 
tributing corporation. 
“(3) LIMITATION.— 
“(A) GREATER PRINCIPAL AMOUNT OF SECURITIES.—Paragraph (1) shall 
not apply if— 

“(i) the principal amount of the securities in the controlled 
corporation which are received exceeds the principal amount of the 
securities which are surrendered in connection with such distri- 
bution, or 
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“(ii) securities in the controlled corporation are received and no 
securities are surrendered in connection with such distribution. 

“(B) CERTAIN STOCK TREATED AS OTHER PROPERTY.—For purposes of 
this section (other than paragraph (1) (C) of this subsection) and so 
much of section 356 as relates to this section, stock of a controlled cor- 
poration acquired by the distributing corporation by reason of any 
transaction which occurs within 5 years of the distribution of such 
stock and in which 

“(i) gain or loss was recognized in whole or in part to the trans- 
feror, or 
“(ii) in case the transferor was a corporation gain or loss was 
recognized in whole or in part to (or amounts were ineludible in 
the income of) the transferor corporation or a stockholder of the 
transferor corporation, 
shall not be treated as stock of such controlled corporation, but as other 
property. 
“(4) Cross REFERENCES.— 

“For treatment of the distribution if any property is received which 
is not permitted to be received under this subsection (including an 
excess principal amount of securities received over securities sur- 
rendered), see section 356. 

“(b) REQUIREMENTS AS TO ACTIVE BUSINESS.— 

“(1) IN GENERAL.—Subsection (a) shall apply only if either— 

“(A) the distributing corporation, and the controlled corporation (or, 
if stock of more than one controlled corporation is distributed, each of 
such corporations), is engaged immediately after the distribution in 
active business, within the meaning of section 346 (d), or 

“(B) immediately before the distribution, the distributing corpora- 
tion had no assets other than stock or securities in the controlled cor- 
porations and each of the controlled corporations is engaged immediately 
after the distribution in active business within the meaning of sec- 
tion 346 (d). 

“(2) ACTIVE BUSINESS OF CONTROLLED CORPORATIONS.—For purposes of 
this section, despite the provisions of section 346 (d), a controlled corporation 
shall not be treated as engaged in active business if control of such corpora- 
tion (or of another corporation which, at the time of acquisition of such 
control, was conducting such active business) was acquired by another cor- 
poration within the 5-year period ending on the date of distribution unless 
stock acquired by such acquiring corporation within such period in a trans- 
action or transactions in which— 

“(A) no gain or loss was recognized in whole or in part to the trans- 
feror, or 

“(B) in case the transferor was a corporation, no gain or loss was 
recognized in whole or in part to (nor were any amounts includible in 
the income of) the transferor corporation or a shareholder of the trans- 
feror corporation, 

when combined with acquisitions by such acquiring corporation before the 
beginning of such period is sufficient to constitute such control.” 


SEC. 21. RECEIPT OF ADDITIONAL CONSIDERATION—AMENDMENT OF 
SECTION 356. 


Section 356 is amended to read as follows: 


“SEC. 356. RECEIPT OF ADDITIONAL CONSIDERATION. 
“(a) EXCHANGES OF STOCK AND SECURITIES.— 
(1) GENERAL RULE.—If— 
*“(A) section 354 would apply to an exchange made pursuant to a 
plant of reorganization (other than a reorganization under section 368 
(a) (1) (D)), or if section 355 or 871 (b) would apply to an exchange, 
but for the fact that 
“(B) the property received in the exchange consists not only of prop- 
erty permitted by section 354, 355, or 371 (b) to be received without the 
recognition of gain or loss but also of other property or money. 
then no gain or loss shall be recognized to (and no amount shall be includible 
in the income of) the recipient except to the extent provided in subsection (b). 
“(2) EXCHANGES PURSUANT TO SECTION 368 (a) (1) (D) REORGANIZA- 
TIONS.—If— 
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“(A) section 354 would apply to an exchange made pursuant to a 
plan of reorganization under section 368 (a) (1) (D) but for the fact 
that 

“(B) the property received in the exchange 

“(i) consists not only of property permitted by section 354.to be 
received without the recognition of gain or loss, but also of other 
property or money, or 

“(ii) consists entirely of other property or money, 

then no gain or loss shall be recognized to (and no amount shall be 
includible in the income of) the recipient except to the extent provided 
in subsection (b). 
“(b) ExcrepTion.— 
‘*(1) OTHER PROPERTY OR MONEY RECEIVED IN EXCHANGE FOR STOCK.— 

“(A) DISTRIBUTIONS HAVING EFFECT OF DIVIDENDS, REDEMPTIONS OF 
STOCK, OR PARTIAL LIQUIDATIONS.—So much of such other property or 
money received in exchange for stock as— 

“(i) has the effect of a distribution of a dividend shall be treated 
as a dividend to the recipient as provided in section 301, but in an 
amount not in excess of the recipient’s ratable share of the undis- 
tributed earnings and profits of the corporation referred to in sec- 
tion 316 (a) (1) or (2); 

“(ii) has the effect of a distribution in redemption of stock under 
section 302 (b) shall be treated as a distribution to the recipient as 
provided in section 302 (a) ; and 

“(iii) has the effect of a distribution in partial liquidation under 
section 346 shall be treated as a distribution to the recipient as 
provided in section 331 (a) (2) and (b). 

If clause (ii) or (iii), or both, are applicable, then in determining gain 
or loss (as the case may be) to the recipient, the adjusted basis of the 
stock in exchange for which such other property or money referred to 
in clauses (ii) and (iii) is considered to be received shall be that part 
of the adjusted basis of all the stock exchanged in the transaction by 
the recipient as the fair market value of such other property or money 
referred to in clauses (ii) and (iii) bears to the total fair market value 
of all the property and money received on the exchange. 

“(B) REMAINDER OF OTHER PROPERTY OR MONEY RECEIVED IN EXCHANGE 
FOR sTOCK.—The remainder, if any, of such other property or money re- 
ceived in exchange for stock shall be treated as a distribution to which 
section 801 (c) (2) and (3) applies. 

(2) OTHER PROPERTY OR MONEY RECEIVED IN EXCHANGE FOR SECURITIES.— 

“(A) AMOUNTS HAVING EFFECT OF PAYMENT OF INTEREST.—So much of 
such other property or money received in exchange for securities as has 
the effect of a payment of interest accrued thereon since the date of 
acquisition of the securities by the recipient (or by a person from whom 
the recipient acquired the securities in a transaction in which no gain 
or loss was recognized) shall, to the extent of its fair market value, be 
treated as interest income to the recipient as provided in section 61 
(a) (4). 

“(B) REMAINDER OF OTHER PROPERTY OR MONEY RECEIVED IN EXCHANGE 
FOR SECURITIES.—The remainder of such other property or money re- 
ceived in exchange for securities shall, to the extent of its fair market 
value, be applied against and reduce the adjusted basis of the property 
permitted by section 354, 355, or 8371 (b) to be received without the recog- 
nition of gain or loss, and if in excess of such basis, such excess shall be 
treated as gain from the sale or exchange of property. 

“(e) AppITIONAL CONSIDERATION RECEIVED IN CERTAIN DISTRIBUTIONS.—If— 
“(1) section 355 would apply to a distribution made without the sur- 
render of any stock or securities of the distributing corporation, but for the 
fact that 
““(2) the property received in the distribution consists not only of prop- 
erty permitted by section 355 to be received without the recognition of gain, 
but also of other property or money. 
then an amount equal to the sum of such money and the fair market value of 
such other property shall be treated as a distribution of property to which section 
301 applies. 
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“(d) Securitres as OTHER Property.—For purposes of this section— 
(1) In GENERAL.—Except as provided in paragraph (2), the term ‘other 
property’ includes securities. 
“(2) ExcrePprions.— 
“(A) SECURITIES WITH RESPECT TO WHICH NONRECOGNITION OF GAIN 
WOULD BE PERMITTED.—The term ‘other property’ does not include secu- 
rities to the extent that, under section 354, 355, or 371 (b) such securi- 
ties would be permitted to be received without the recognition of gain. 
‘*(B) GREATER PRINCIPAL AMOUNT IN SECTION 354 EXCHANGE.—If— 
“(i) in an exchange described in section 354 (other than sub- 
section (c) thereof), securities of a corporation a party to the 
reorganization are surrendered and securities of any corporation 
a party to the reorganization are received, and 
“(ii) the principal amount of such securities received exceeds 
the principal amount of securities surrendered. 

then, with respect to such securities received, the term ‘other property’ 

means only the fair market value of such excess. For purposes of this 

subparagraph and subparagraph (C), if no securities are surrendered, 

the excess shall be the entire principal amount of the securities received. 

“(C) GREATER PRINCIPAL AMOUNT IN SECTION 855 TRANSACTION.—If, in 

an exchange or distribution described in section 355, the principal amount 

of the securities in the controlled corporation which are received exceeds 

the principal amount of the securities in the distributing corporation 

which are surrendered, then, with respect to such securities received, 

the term ‘other property’ means only the fair market value of such 
excess. 

“(e) ExcHANGES FoR Section 306 Stock.—Notwithstanding any other pro- 

vision of this section, if 

“(1) any of the other property (or money) is received in exchange for 
section 306 stock, and 

*(2) section 306 (a) would have applied if the amount received on such 
exchange had consisted solely of money, 

an amount equal to the fair market value of such other property (or the amount 
of such money) shall be treated as an amount realized to which section 306 (a) 
applies. 

“(f) Stock IN Two oR MORE CORPORATIONS RECEIVED IN CERTAIN REORGANIZA- 
TIONS.—If— 

“(1) section 354 would apply to an exchange in pursuance of a plan of 
reorganization within the meaning of section 368 (a) (1) (D) but for the 
fact that 

(2) the property received in the exchange consists of stock in more than 
one corporation a party to the reorganization, 

then, for purposes of subsections (a) and (b) of this section, the stock so received 
(of any such corporation) which has a fair market value greater than the stock 
so received of any other such corporation or corporations shall be treated as 
property permitted by section 354 to be received without the recognition of gain 
or loss, and the stock so received of such other corporation or corporations shall 
be treated as other property. 

““(g) TRANSACTIONS INVOLVING GIFT OR COMPENSATION.— 

“For special rules for a transaction described in section 354, 355, or 
this section, but which— 

“(1) results in a gift, see section 2501 and following, or 

“(2) has the effect of the payment of compensation, see section 61 


(a) (1).” 


SEC. 22. ASSUMPTION OF LIABILITY—AMENDMENT OF SECTION 357. 


Section 357 (c) is amended to read as follows: 
“(c) LIABILITIES IN Excess or BASIs.— 

“(1) IN GENERAL.—In the case of an exchange to which section 351 applies, 
if the sum of the amount of liabilities assumed, plus the amount of the 
liabilities to which the property is subject, exceeds the total of the adjusted 
basis of the property transferred pursuant to such exchange, then, unless 
the exchange is in pursuance of a plan of reorganization within the meaning 
of section 368 (a) (1) (D), such excess shall be considered as a gain from 
the sale or exchange of a capital asset or of property which is not a capital 

asset, as the case may be. 
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“(2) Exceptions.—Paragraph (1) shall not apply— 
(A) to any exchange to which— 
“(i) subsection (b) (1) of this section applies; or 
“(ii) section 371 or 374 applies, or 
“(B) to any liabilities which, immediately before the exchange, are the 
primary obligation of this transferee.” 


SEC. 23. BASIS TO DISTRIBUTEES—AMENDMENT OF SECTION 358. 
Section 358 is amended to read as follows: 


“SEC. 358. BASIS TO DISTRIBUTEES. 


“(a) Property RECEIVED IN EXCHANGES UNDER SECTION 351 or 361.—In the 
case of an exchange to which section 351 or 361 applies— 

““(1) NONRECOGNITION PROPERTY.—The basis of the property permitted to 
be received under such section without the recognition of gain or loss shall 
be the same as that of the property exchanged— 

“(A) decreased by— 
““(i) the fair market value of any other property (except money) 
received by the taxpayer, and 
“(ii) the amount of any money received by the taxpayer, and 
“(B) increased by the amount of gain to the taxpayer which was 
recognized on such exchange. 

“(2) OTHER PROPERTY.—The basis of any other property (except money) 
received by the taxpayer shall be its fair market value. 

“(b) Property RECEIVED IN ExCHANGES UNDER SEcTION 354, 855, 356, or 
371 (b).—In the case of an exchange to which section 354, 356, or 371 (b) 
applies— 

“(1) NONRECOGNITION PROPERTY RECEIVED IN EXCHANGE FOR STOCK.—The 
basis of property permitted to be received under such section without the 
recognition of gain or loss, which is received by the taxpayer in exchange for 
stock, shall be the same as that of the stock exchanged, decreased by— 

“(A) that part of the basis of the stock exchanged which is applied 
in the determination of gain or loss under section 356 (b) (1) (A) (ii) 
and (iii) (relating to distributions which have the effect of a distribu- 
tion in redemption of stock or a partial liquidation), and 

“(B) that part of the distribution of other property and money, re- 
ceived in exchange for stock, which under section 356 (b) (1) (B) is 
treated as a distribution to which section 301 (c) (2) applies. 

““(2) NONRECOGNITION PROPERTY RECEIVED IN EXCHANGE FOR SECURITIES.— 
The basis of property permitted to be received under such section without 
the recognition of gain or loss, which is received by the taxpayer in exchange 
for securities, shall be the same as that of the securities exchanged decreased 
by the amount which under section 356 (b) (2) (B) is applied in reduction 
of basis. 

“(3) OTHER PROPERTY.—The basis of any other property (except money) 
received by the taxpayer shall be its fair market value, except that— 

“(A) if the taxpayer is a corporation and the provisions of section 
356 (b) (1) (A) (i) or 356 (b) (1) (B) are applicable to the receipt 
of such property, its basis shall be determined in accordance with the 
provisions of section 301 (d) (relating to the basis of property received 
by distributees) ; and 

“(B) if the provisions of section 356 (b) (1) (A) (ii) or (iii), or 
both, are applicable to the recipt of such property, its basis shall be 
determined in accordance with the provisions of section 334 (a) (re- 
lating to basis of property received in certain liquidations and redemp- 
tions). 

““(c) ALLOCATION OF BASIS.— 

“(1) IN GENERAL.—Under regulations prescribed by the Secretary or his 
delegate, the basis determined under subsection (a) (1), (b) (1), or (b) (2) 
shall be allocated among the properties permitted to be received without the 
recognition of gain or loss. 

““(2) SPECIAL RULE FOR SECTION 355.—In the case of an exchange to which 
section 355 (or so much of section 356 as relates to section 355) applies, 
then in making the allocation under paragraph (1) of this subsection, there 
shall be taken into account not only the property so permitted to be received 
without the recognition of gain or loss, but also the stock or securities 
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(if any) of the distributing corporation which are retained, and the alloca- 
tion of basis shall be made among all such properties. 

“(d) Section 355 TRANSACTIONS WuicH ARE Not ExcHANGES.—For purposes 
of this section, a distribution to which section 355 (or so much of section 356 as 
relates to section 355) applies shall be treated as an exchange, and for such pur- 
poses the stock and securities of the distributing corporation which are retained 
shall be treated as surrendered, and received back, in the exchange. 

“(e) ASSUMPTION OF LIABILITY.—Where, as part of the consideration to the 
taxpayer, another party to the exchange assumed a liability of the taxpayer or 
acquired from the taxpayer property subject to a liability, such assumption or 
acquisition (in the amount of the liability) shall, for purposes of this section, be 
treated as money received by the taxpayer on the exchange. This subsection shall 
not apply to any liability which, immediately before the exchange, is the primary 
obligation of such other party. 

“(f) Exception.—This section shall not apply in the determination of the 
basis of property if section 362 is applicable in determining the basis of such 
property.” 


SEC. 24. NONRECOGNITION OF GAIN OR LOSS TO CORPORATIONS— 
AMENDMENT OF SECTION 361. 


Section 361 is amended to read as follows: 


“SEC. 361. NONRECOGNITION OF GAIN OR LOSS TO CORPORATIONS IN 
REORGANIZATIONS. 


“(a) GENERAL RULE.—No gain or loss shall be recognized if a corporation a 
party to a reorganization exchanges property, in pursuance of the plan of 
reorganization, solely for stock or securities in another corporation a party to 
the reorganization. 

“(b) ExcHances Not SoLety in Kinp.—If subsection (a) would apply to an 
exchange made pursuant to a plan of reorganization but for the fact that the 
property received in exchange consists not only of property permitted by sub- 
section (a) to be received without the recognition of gain or loss, but also of 
other property or money, then— 

“(1) IN CASE OF GAIN.—Gain (if any) to the corporation receiving such 
other property or money shall be recognized, but in an amount not greater 
than the amount by which— 

“(A) the sum of such money and the fair market value of such other 
property so received, exceeds 
“(B) the sum of 
“(i) the amount of money, and 
“(ii) the fair market value of such other property so received 
which is distributed by the corporation in pursuance of the plan of 
reorganization; and 
“(2) IN CASE OF Loss.—No loss from the exchange shall be recognized.” 


SEC. 25. BASIS TO CORPORATIONS—AMENDMENT OF SECTION 362. 
Section 362 (b) is amended to read as follows: 
“(b) TRANSFERS TO CORPORATIONS.— 

“(1) PROPERTY ACQUIRED IN CONNECTION WITH A REORGANIZATION.—If prop- 
erty was acquired by a corporation in connection with a reorganization to 
which this part applies, then the basis shall be the same as it would be in 
the hands of the transferor, increased in the amount of gain recognized to 
the transferor on such transfer. 

(2) ADJUSTMENT OF BASIS OF STOCK OF ACQUIRING CORPORATION HELD BY 
CONTROLLING CORPORATION.—In the case of an acquisition referred to in 
paragraph (1), if all or part of the consideration received by the trans- 
feror consists of stock or securities of a corporation which is in control of 
the acquiring corporation, then, under regulations prescribed by the Sec- 
retary or his delegate, proper adjustment shall be made to the basis of 
the controlling corporation of the stock or securities held by it in the 
acquiring corporation. 

“(3) Excreprion.—This subsection shall not apply if the property ac- 
quired consists of stock or securities in a corporation a party to the reor- 
ganization, unless acquired by the exchange of stock or securities of the 
transferee (or of a corporation which is in control of the transferee) as 

the consideration in whole or in part for the transfer.” 
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SEC. 26. DEFINITIONS RELATING TO CORPORATE REORGANIZATIONS— 
AMENDMENT OF SECTION 368. 
Section 368 is amended to read as follows: 


“SEC. 368. DEFINITIONS RELATING TO CORPORATE REORGANIZATIONS. 
“(a) REORGANIZATION.— 
“(1) IN GENERAL.—For purposes of parts I and II and this part, the 
term ‘reorganization’ means— 

“(A) a mere change in identity, form, or place of organization of 
a corporation, however effected ; 

“(B) a transfer by a shareholder of one corporation of stock of such 
corporation to another corporation if— 

“(i) 50 percent or more of the consideration received by the 
shareholder in exchange for such stock, measured by fair market 
value, consists of stock of the acquiring corporation, and 

“(ii) the acquiring corporation is in control of the other cor- 
poration immediately after the acquisition, or acquires such con- 
trol within six months after the acquisition ; 

“(C) a transfer by one corporation, whether by statutory merger 
or consolidation or otherwise, of substantially all of its properties to 
another corporation if— 

“(i) 50 percent or more of the consideration received in ex- 
change therefor, measured by fair market value, consists of stock 
of the acquiring corporation, 

“(ii) if the transfer is not by statutory merger or consilida- 
tion, the transferor corporation is completely liquidated as a part 
of the plan pursuant to which the transfer of properties is made, 
and 

“(iii) neither the transferor nor any of its shareholders nor any 
combination thereof, is in control of the acquiring corporation, 
immediately after the transfer ; 

“(D) a transfer, whether by statutory merger or consolidation or 
otherwise, of all or a part of the properties of one corporation to 
another corporation if— 

“(i) immediately after the transfer the corporation whose prop- 
erties are transferred, or one or more of its shareholders, or any 
combination thereof is in control of the acquiring corporation, 

“(ii) if the transfer is not by statutory merger or consolida- 
tion, the corporation whose properties are transferred is completely 
liquidated as a part of the plan pursuant to which the transfer is 
made (whether such complete liquidation precedes, accompanies, or 
follows the transfer), and 

“(iii) no part of such plan constitutes a distribution of stock or 
securities to which section 355 (or so much of section 356 as relates 
to section 355) applies; or 

“(E) a recapitalization. 

(2) SPECIAL RULES RELATING TO PARAGRAPH (1) .— 

“(A) EXISTENCE OF CONTROL.—The requirements of paragraphs (1) 
(B) (ii) and (1) (D) (i) with respect to the existence of control shall 
be satisfied if such control exists at the times specified therein whether 
or not such control previously existed. 

“(B) CoNSIDERATION.—F or purposes of paragraph (1) (C), in deter- 
mining the consideration received there shall not be included any liabil- 
ity of the transferor corporation which is assumed by the acquiring 
corporation, nor any liability to which the property transferred is sub- 
ject. 

“(C) PRIOR OWNERSHIP OF STOCK IN TRANSFEROR.—For purposes of 
paragraph (1) (C), the determination of whether 50 percent or more of 
the consideration received by the transferor corporation consists of 
stock of the acquiring corporation shall be made without reference to 
the fact that prior to the transfer the acquiring corporation, or a cor- 
poration in control of the acquiring corporation, owns stock or secu- 
rities:in the transferor corporation. 

“(D) SHAREHOLDERS.—AS used in paragraphs (1) (C) and (1) (D) 
the term ‘shareholders’ includes persons who were shareholders imme- 
diately before the transfer or immediately before the liquidation re- 
ferred to therein. 
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“(b) Party To a ReorGaNnizaTION.—For purposes of this part, the term ‘a 
party to a reorganization’ includes— 

“(1) a corporation resulting from a reorganization, and 

“(2) both corporations, in the case of a reorganization resulting from the 
acquisition by one corporation of stock or properties of another. 

“(c) Controt.—For purposes of part I (other than sections 302 and 304), part 
II, and this part, the term ‘control’ means the ownership of stock possessing at 
least 80 percent of the total combined voting power of all classes of stock en- 
titled to vote and at least 80 percent of the total number of shares of all other 
classes of stock of the corporation. 

“(d) Srock.—For purposes of this part the term ‘stock’ includes rights to 
acquire stock. , 

“(e) SpeciAL RULES RELATING TO SUBSECTIONS (a) AND (b).— 

“(1) STock OF PARENT CORPORATION RECEIVED IN THE EXCHANGE.—A trans- 
action otherwise qualifying under paragraph (1) (B) or (1) (C) of sub- 
section (a) shall not be disqualified by reason of the fact that all or part 
of the consideration received in exchange for the stock or properties trans- 
ferred consists of stock of a corporation which is in control of the acquiring 
corporation. In such event the term ‘acquiring corporation’ as used in sub- 
section (a) and the term ‘a party to a reorganization’ as defined in subsec- 
tion (b) shall include not only the acquiring corporation but also the cor- 
poration which is in control of the acquiring corporation. 

(2) TRANSFERS TO SUBSIDIARIES OF STOCK OR PROPERTIES ACQUIRED.—A 
transaction otherwise qualifying under paragraph (1) (B) or (1) (C) of 
subsection (a) shall not be disqualified by reason of the fact that all or part 
of the stock or properties acquired by the acquiring corporation are, in pur- 
suance of the plan, transferred to a corporation controlled by it. In such 
event the term ‘acquiring corporation’ as used in subsection (a) and the 
term ‘a party to a reorganization’ as defined in subsection (b) shall include 
not only the acquiring corporation but also the corporation to which the 
acquiring corporation so transfers such stock or properties.” 


SEC. 27. REORGANIZATION IN CERTAIN RECEIVERSHIP AND BANK- 
RUPTCY PROCEEDINGS—AMENDMENT OF SECTION 371. 


So much of section 371 as follows paragraph (1) of subsection (b) thereof 
is amended to read as follows: 
“(2) LimiraTion.—Paragraph (1) shall not apply it— 
“(A) the principal amount of any such securities received exceeds 
the principal amount of any such securities surrendered, or 
“(B) any such securities are received and no such securities are 
surrendered. 
*(3) CROSS REFERENCE.— : . . 
“For treatment of the exchange if any property is received which 
is not permitted to be received under this subsection (including an 
excess principal amount of securities received over securities sur- 
rendered), see section 356. 

“(e) AssuMPTION oF LiasILiTres.—In the case of a transaction involving an 
assumption of a liability or the acquisition of property subject to a liability, 
the rules provided in section 357 shall apply.” 

SEC. 28. CARRYOVERS IN CERTAIN CORPORATE ACQUISITIONS— 
AMENDMENTS OF SECTION 381. 


(a) AMENDMENT oF SEcTION 381 (a).—Section 381 (a) is amended to read 
as follows: 
“(a) GENERAL RULE.— 
“(1) In the case of the acquisition of assets of a corporation by another 
corporation— 

“(A) in a distribution to such other corporation to which section 332 
(relating to liquidations of subsidiaries) applies, except in a case in 
which the basis of the assets distributed is determined under section 
834 (b) (2), or 

“(B) in a transfer in connection with a reorganization described in 
subparagraph (A), (C), or (D) of section 368 (a) (1) to which section 
361 (relating to nonrecognition of gain or loss to corporations) applies, 
or 

“(C) in a transfer in connection with a distribution described in 
section 355 (or so much of section 356 as relates to section 355) to which 
section 351 (relating to transfers to controlled corporations) applies, 
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the acquiring corporation shall succeed to and take into account, as of the 
close of the day of distribution or transfer, the items described in subsection 
(c) of the distributor or transferor corporation, subject to the conditions 
and limitations specified in paragraphs (2) and (3) and subsections (b) 
and (c). 

“(2) In the case of an acquisition described in paragraph (1) (B) to 
which any of the special rules of section 368 (e) (relating to acquisitions 
of assets by, and transfers of assets to, subsidiaries) apply, the acquiring 
corporation for purposes of this section means the corporation which, upon 
completion of a transfer to which section 368 (e) applies, owns substantially 
all of the assets transferred by the transferor corporation in the reorgan- 
ization. 

“(3) In the case of an acquisition referred to in paragraph (1) (C), and 
in the case of an acquisition referred to in paragraph (2) upon the comple- 
tion of which no one corporation owns substantially all of the assets trans- 
ferred in the reorganization by the transferor corporation, the determina- 
tion of whether and to what extent— 

“(A) the transferor corporation, in the case of an acquisition referred 
to in paragraph (1) (C), shall retain or take into account any of the 
items referred to in this subsection. 

“(B) any corporation shall be deemed an acquiring corporation for 
the purpose of succeeding to or taking into account any of such items, 
and 

“(C) the operating rules in subsection (b) shall be applied, 

shall be made under regulations to be prescribed by the Secretary or his 
delegate. Such regulations shall provide that any corporation which upon 
completion of a transfer referred to in this paragraph owns a substantial 
portion of the assets transferred by the transferor corporation shall be 
deemed to be an acquiring corporation with respect to the items referred 
to in subsections (c) (1) and (2) to the extent appropriate to such assets 
and that, in the case of a transfer referred to in paragraph (1) (C), the 
transferor corporation shall retain and take into account the items referred 
to in subsection (c) (1) and (2) to the extent appropriate to the assets 
retained by it. Such regulations shall provide for the treatment of other 
items referred to in subsection (c) in a manner appropriate to their char- 
acter and the relationship thereof to the assets and liabilities of the respec- 
tive corporations.” 

(b) AMENDMENT oF SecTIon 381 (b).—Section 381 (b) is amended by striking 

“(EF)” and inserting in lieu thereof “(A)”. 

(c) AMENDMENTS OF SECTION 381 (c). 

(1) Subparagraph (A) of section 381 (c) (1) is amended by striking out 
the words “loss carryovers” and inserting in lieu thereof the word “losses”’. 

(2) Clause (v) of section 381 (c) (17) (C) is amended by striking out 
the word “year” immediately following the words “net operating loss”. 

(3) Paragraphs (4), (5), (6), and (8) of section 381 (c) are stricken, 
and there is inserted in lieu thereof the following: 

“(4) METHOD OF ACCOUNTING.— 

“(A) INVENTORIES.—In any case in which inventories are received by 
the acquiring corporation, such inventories shall be taken by such cor- 
poration (in determining its income) on the same basis on which such 
inventories were taken by the distributor or transferor corporation, 
unless different methods were used by several distributor or transferor 
corporations or by a distributor or transferor corporation and the 
acquiring corporation. If different methods were used, the acquiring 
corporation shall use the method or combination of methods of taking 
inventory adopted pursuant to regulations prescribed by the Secretary 
or his delegate. 

“(B) METHOD OF COMPUTING DEPRECIATION ALLOWANCE.—The acquir- 
ing corporation shall be treated as the distributor or transferor cor- 
poration for purposes of computing the depreciation allowance under 
paragraphs (2), (3), and (4) of section 167 (b) on property acquired 
in a distribution or transfer with respect to that part or all of the 
basis in the hands of the acquiring corporation as does not exceed the 
basis in the hands of the distributor or transferor corporation. 

“(C) INSTALLMENT METHOD.—If the acquiring corporation acquires 
installment obligations (the income from which the distributor or trans- 
feror corporation has elected, under section 453, to report on the install- 
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ment basis) the acquiring corporation shall, for purposes of section 453, 
be treated as if it were the distributor or transferor corporation. 
“(D) OTHER ACCOUNTING METHODS.—In all other respects the acquir- 
ing corporation shall use the method of accounting used by the dis- 
tributor or transferor corporation on the date of distribution or trans- 
fer unless different methods were used by several distributor or trans- 
feror corporations or by a distributor or transferor corporation and 
the acquiring corporation. If different methods were used, the acquir- 
ing corporation shall use the method or combination of methods of com- 
puting taxable income adopted pursuant to regulations prescribed by 
the Secretary or his delegate.” 

(4) Paragraphs (9), (10), (11), (12), (18), (14), (15), (16), (17), (18), 
(19), and (20) of section 381 (c) are renumbered, respectively, paragraphs 
(5), (6), (7), (8), (9), (10), (11), (12), (18), (14), (15), and (16). 

(5) The last sentence in paragraph (16) of section 881 (c) (renumbered 
as paragraph (12) under the preceding amendment) is stricken. 

(6) Section 381 (c) is amended by adding at the end thereof the follow. 
ing new paragraph: 

“(17) OTHER 1TeEMs.—The acquiring corporation shall be treated as the 
distributor or transferor corporation with respect to any item and for any 
purpose not referred to in this subsection if it is established to the satis- 
faction of the Secretary or his delegate that for purposes of this section 
such item or purpose is in a category similar to that of any of the items 
referred to in this subsection and that such treatment is consistent with 
the treatment of such items.” 


SEC. 29. SPECIAL LIMITATIONS ON NET OPERATING LOSS CARRY- 
OVERS—AMENDMENT OF SECTION 382. 


Section 382 is amended to read as follows: 


“SEC. 382. SPECIAL LIMITATIONS ON NET OPERATING LOSS CARRY- 
OVERS. 


“(a) GENERAL RuLE.—In the case of a change in ownership of the outstand- 
ing stock of a corporation which occurs in the manner described in subsection 
(b) or (c) the net operating loss carryovers, if any, of the corporation (herein- 
after in this section referred to as the ‘loss corporation’) with respect to which 
such change in ownership is considered, under such subsections, to have occurred 
shall be limited to the extent provided in subsection (d). The limitations of 
this section shall not apply if, for at least 2 years prior to the transaction 
resulting in the change in ownership, more than 50 percent of the fair market 
value of the outstanding stock of each corporation was Owned by the same 
persons in substantially the same proportions. 

“(b) CHANGE IN OWNERSHIP RESULTING FROM INCREASE IN StTocK OWNER- 
SHIP.— 

“(1) In GEeNERAL.—If, at the end of a taxable year of a corporation— 

“(A) any one or more of those persons described in paragraph (2) 
own directly or indirectly a percentage of the total fair market value 
of the outstanding stock of such corporation, which is at least 50 per- 
centage points more than such person or persons owned at— 

(i) the beginning of such taxable year, or 
“(ii) the beginning of the prior taxable year, and 

“(B) the increase in percentage points at the end of such taxable 

year is not attributable to— 
“(i) the receipt of such stock by gift, bequest, or inheritance, or 
“(ii) a decrease in the amount of such stock outstanding as a 
result of a redemption to pay death taxes to which section 303 
applies, 
the net operating loss carryovers, if any, from prior taxable years of such 
corporation to such taxable year shall be limited in the manner described 
in subsection (d). 

(2) DESCRIPTION OF PERSON OR PERSONS.—The person or persons referred 
to in paragraph (1) shall be the 10 persons (or such lesser number as there 
are persons owning the outstanding stock at the end of such taxable year) 
who own the greatest percentage of the fair market value of such stock at 
the end of such taxable year; except that, if any other person owns the 
same percentage of such stock at such time as is owned by one of the 10 
persons, such person shall also be included. If any of the persons are so 
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related that such stock owned by one is attributed to the other under the 
rules specified in subsection (d), such persons shall be considered as only 
one person solely for the purpose of selecting the 10 persons (more or less) 
who own the greatest percentage of the fair market value of such outstand- 
ing stock. 

“(3) SPECIAL RULE FOR STOCK ACQUIRED IN A SECTION 868 (a) (1) (B) 
REORGANIZATION.—For purposes of this subsection, but not subsection (d), 
if stock in the loss corporation is acquired as a result of a reorganization 
described in section 368 (a) (1) (B) the former shareholders of the loss 
corporation shall be deemed to own that percentage of the fair market value 
of the stock in the loss corporation as the fair market value of the stock 
in the acquiring corporation which they received in exchange for the stock 
which they owned in the loss corporation (other than stock acquired by 
shareholders of the acquiring corporation within the 2-year period preced- 
ing the date of the exchange) bears to the fair market value of the entire 
outstanding stock in the acquiring corporation. 

“(c) CHANGE IN OWNERSHIP RESULTING FROM ACQUISITION OF ASSETS.— 

“(1) IN GENERAL.—If, in the case of a reorganization specified in para- 
graph (1) (B) of section 381 (a), the transferor corporation or the acquir- 
ing corporation— 

“(A) has a net operating loss which is a net operating loss carryover 
to the first taxable year of the acquiring corporation ending after the 
date of transfer, and 

“(B) the stockholders (immediately before the reorganization) of 
such loss corporation, as the result of owning stock, directly or in- 
directly, of the loss corporation (other than stock acquired by the 
other corporation or its shareholders within the 2-year period ending 
with the date of the reorganization), own (immediately after the reor- 
ganization) 50 percent or less of the fair market value of the outstand- 
ing stock of the acquiring corporation, 

the net operating loss carry-overs, if any, from prior taxable years of the 
loss corporation to the first taxable year of the acquiring corporation ending 
after the date of transfer shall be limited in the manner described in sub- 
section (d). 

(2) PRIOR OWNERSHIP OF STOCK OF LOSS CORPORATION BY ACQUIRING COR- 
PORATION.—For purposes of this subsection and subsection (d), if, prior to 
an acquisition of assets of a loss corporation in a reorganization described 
in section 868 (a) (1) (C) or (D), the acquiring corporation owns stock 
in thte loss corporation, then the stock of the loss corporation deemed to 
be owned (immediately after the reorganization) by the shareholders of 
the acquiring corporation as a result of their ownership of stock in the loss 
corporation immediately before the reorganization, such latter excess of the 
total outstanding stock immediately after the reorganization over the 
amount of such stock (immediately before the reorganization) shall be the 
amount being reduced (on account of the indirect ownership by the ac- 
quiring corporation’s shareholders of stock of the loss corporation through 
ownership of stock of the loss corporation by the acquiring corporation) by 
an amount corresponding to the amount of stock which would have been 
transferred to the acquiring corporation in the reorganization had its stock 
in the loss corporation been acquired in the reorganization for a considera- 
tion proportionate to that transferred to the other shareholders of the 
loss corporation. 

“(d) LiImMIraATION ON Net OPERATING Loss CARRYOVERS.—In the case of a 
change of ownership described in subsection (b) or (c), the amount of the net 
operating loss carryovers, if any, from prior taxable years to be included in 
the net operating loss deduction for the taxable year referred to in subsection 
(b) or (c), whichever is applicable, shall be 50 per centum of the Section 382 
Ceiling Amount. 

(1) SECTION 382 CEILING AMOUNT.—The Section 382 Ceiling Amount shall 
be determined immediately before the change in ownership described in 
subsection (b) or (c) and shall be the sum of— 

“(A) the consideration transferred or distributed with respect to 
stock in the transaction or transactions which result in such change of 
ownership, plus 

“(B) an amount, in respect of the remainder (if any) of the out- 
standing stock, measured by the amount of the consideration trans- 
ferred for, or distributed with respect to, the stock described in sub- 
paragraph (A). 
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**(2) CoNSIDERATION.—For purposes of this subsection, the term ‘consid- 
eration’ includes stock, securities, money, or other property. The total 
amount of the consideration shall be reduced, to the extent prescribed under 
regulations issued by the Secretary or his delegate, by the amount of money 
and the fair market value of property transferred to a corporation in any 
case where such a transfer has a substantial effect on the amount of con- 
sideration referred to in paragraph (1) (A), if— 

“(A) such transfer occurs during the 6-month period preceding a 
change in ownership described in subsection (b) or (c), and 

“(B) the amount is transferred in a transaction described in Section 
351 or constitutes paid-in surplus or a contribution to capital, 

“(e) ATTRIBUTION OF OWNERSHIP.—Section 318, relating to constructive owner- 
ship of stock, shall apply in determining the ownership of stock, except that sec- 
tion 318 (a) (4), relating to options, shall be applied only if any such option 
is exercised and, in that event, as of the time such option is acquired. 

“(f) CHANGE IN OWNERSHIP IN TAXABLE YEAR OF Loss.—Where a change of 
ownership occurs which is described in subsection (b) or in subsection (c) 
(where the taxable year of the loss corporation is not closed by reason of such 
change) on a day other than the last day of the taxable year of a corporation 
and such corporation sustains a net operating loss in such taxable year, such 
taxable year shall be considered to be two taxable years (hereinafter referred to 
as the ‘pre-acquisition part year’ and the ‘post-acquisition part year’). 

“(1) The pre-acquisition part year shall begin on the same day as such 
taxable year begins and shall end on the date of such change of ownership. 

“(2) The post-acquisition part year shall begin on the day following the 
date of such change of ownership and shall end on the same day as the 
end of such taxable year. 

“(3) The net operating loss attributable to the pre-acquisition year shall 
be an amount which bears the same ratio to the amount allowable (without 
regard to this paragraph) as the number of days in the taxable year before 
such change of ownership occurs bears to the number of days in the taxable 
year. For purposes of the limitation on net operating loss carryovers pro- 
vided in subsection (d) such net operating loss shall be treated as a loss 
from a prior taxable year of such corporation. 

(4) The net operating loss attributable to the post-acquisition part year 
shall be the amount of the net operating loss which bears the same ratio to 
the amount allowable (without regard to this paragraph) as the number 
of days in the taxable year after such change of ownership occurs bears to 
the total number of days in the taxable year. 

“(g) Net OpeRATING Loss CARRYOVERS TO SUBSEQUENT YEARS.—In computing 
the net operating loss carryovers to taxable years subsequent to a taxable year 
in which there was a limitation applicable to a net operating loss carryover by 
operation of this section, the income of such taxable year, as computed under 
section 172 (b) (2), shall be increased by the amount of the reduction of the 
total net operating loss carryover determined under subsection (d) in computing 
the net operating loss carryovers to such subsequent taxable year. 

“(h) Srock oF CORPORATION CONTROLLING ACQUIRING CorPORATION.—If the 
shareholders of the loss corporation (immediately before a reorganization de- 
scribed in section 381 (a) (1) (B)) own asa result of the reorganization, stock 
in a corporation controlling the acquiring corporation, such stock of the con- 
trolling corporation shall, for purposes of this subsection, be treated as stock 
of the acquiring corporation in an amount valued at an equivalent fair market 
value. 

“(i) DrrrnitTIon or Stock.—For purposes of this section (other than subsec- 
tion (d)), ‘stock’ means all shares except nonvoting stock which is limited and 
preferred as to dividends. 

“(j) APPLICATION oF SecTrion 269.—If section 269 applies to a transaction, 
this section shall not apply.” 
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LETTERSOF TRANSMITTAL 


Wasuineton, December 23, 1957. 
CHAIRMAN, 
Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

My Dear Mr. CuarrmMan: I am transmitting herewith a report 
by an advisory group appointed by the Subcommittee on Internal 
Revenue Taxation to study subchapter C of the Internal Revenue 
Code of 1954, relating to corporate distributions and adjustments. 
This report is accompanied by the Subchapter C Advisory Group 
proposed amendments. 

The advisory group was appointed by the subcommittee on Novem- 
ber 28, 1956, to assist the subcommittee in its study of subchapter C 
of the 1954 Code. The advisory group consists of the following 
members: Norris Darrell, chairman, C. Rudolf Peterson, vice chair- 
man, Edwin S. Cohen, Marvin K. Collie, Kenneth W. Gemmill, 
Samuel J. Lanahan, and Leonard L. Silverstein. 

Neither the report nor the proposed amendments have been con- 
sidered or approved by the Subcommittee on Internal Revenue 
Taxation, or any member thereof. The committee has scheduled 
public hearings commencing January 7, 1958. This report and the 
accompanying proposed amendments are among the subjects to be 
considered in such hearings. 

Respectfully submitted. 

Wiisur D. MILs, 
Chairman, Subcommittee on Internal Revenue Taxation. 
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LETTER OF SUBMITTAL 


DECEMBER 23, 1957. 
Hon. Wixtsur D. Mi11s, 
Chairman, Subcommittee on Internal Revenue Taxation of the 
Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


My Dear Mr. CuarrmMan: We are pleased to submit to you here- 
with our report on subchapter C of the Internal Revenue Code of 
1954. 

Subchapter C presents some of the most difficult and perplexing 
problems arising under the Internal Revenue Code. The provisions 
of this subchapter are so interrelated that, generally speaking, no 
change can safely be made in one provision without careful considera- 
tion of the effect on other provisions. We have endeavored to the 
best of our ability, during the time available to us, to find the most 
suitable solutions, in keeping with the basic policy of subchapter C, 
to the problems eausteld. by that subchapter. NavedGueldae, we be- 
lieve that our conclusions can in some respects be improved upon with 
further study and consideration. The conclusions expressed in our 
report are therefore not presented as final and definitive but as subject 
to modification and improvement. We hope that before definitive 
action is taken sufficient time will be afforded to enable interested 
persons to make a thorough study of our report and the proposed 
amendments and to submit their comments and suggestions. 

Our report explains the changes in subchapter C we recommend 
for consideration as the result of our studies to date, together with 
related changes in other parts of the code. It also refers to certain 
matters as to which we have not recommended statutory amendments 
but which we believe warrant consideration. It does not discuss all 
matters relating to subchapter C which we have considered; and we 
contemplate giving further attention to certain of these matters, as 
well as to the recommendations contained in the report, with a view 
toward submission of such supplementary report as may seem 
appropriate. 

ur report is accompanied by a document setting forth the pro- 
posed statutory amendments. The proposed amendments are pre- 
sented in bill print form, with numbered lines, in order to facilitate 
study and comment. 

In determining upon our recommendations we have sought to 
balance so far as practicable the desirable objectives of (i) removing 
unintended benefits and hardships under subchapter C, (ii) effectin 
greater coordination and consistency between its various interrelate 
provisions, (iii) reducing the importance of form upon the tax conse- 
quences where substantially identical results are obtained, and (iv) 
achieving greater clarity and understandability of this intricate 
subchapter and, to the extent consistent with the basic approach 
reflected therein, greater simplicity in concept. 
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We have not attempted in our report or the proposed amendments 
to deal with the problem of effective dates of the proposed statutory 
changes. In general, we believe that statutory changes should be 
made prospective only. Except in the limited areas where it is 
expressly stated otherwise, nothing contained in our report or the 
proposed amendments is intended to constitute an expression of views 
= to give rise to an inference as to the proper interpretation of existing 
aw. 

In submitting our report, we desire to express our appreciation of 
the helpful cooperation we received from the staff of the Joint Com- 
mittee on Internal Revenue Taxation, the Treasury Department and 
the Internal Revenue Service, representatives of which attended 
many of our meetings for the purpose of supplying information. We 
wish also to acknowledge our indebtedness to the American Law 
Institute and the coordinating committee of the Institute and the 
American Bar Association Section of Taxation for their helpful 
studies and reports with respect to matters dealt with in subchapter 
C, and to members of certain committees of the American Bar Asso- 
ciation Section of Taxation, the Association of the Bar of the City 
of New York and the American Institute of Certified Public Account- 
ants for their unofficial informal suggestions. Finally, we wish to 
express our gratitude to Mr. Edwin 8. Cohen, one of our members, 
who, as counsel to our group, assumed a heavier than normal share 
of the burden in connection with the preparation of our report and the 
proposed amendments, to Mr. Fred M. Ringel who contributed helpful 
assistance, to Mr. Lincoln Arnold who advised us in connection with 
drafting problems and to Mr. Arnold C. Johnson of the staff of the 
Joint Committee on Internal Revenue Taxation who served as our 
secretary. 

Respectfully submitted. 


Norris DarReELL, 
Chairman, 
C. Rupour Pererson, 
Vice Chairman, 
Epwin S. Coen, 
Marvin K. Co.tiez, 
Kennetu W. Geni, 
SAMUEL J. LANAHAN, 
LEONARD L. SILVERSTEIN, 
Advisory Group. 





REPORT OF THE ADVISORY GROUP ON 
SUBCHAPTER C 


To Accompany 


SUBCHAPTER C ADVISORY GROUP PROPOSED 
AMENDMENTS 


The first section of the proposed amendments eliminates the necessity 
of referring to the Internal Revenue Code of 1954 each time a change 
is proposed with respect to such code. Whenever an amendment is 
expressed in terms of an amendment to or repeal of a section or other 
ere the reference is to a provision of the Internal Revenue Code 
of 1954. 


SECTION 2. DISTRIBUTIONS OF PROPERTY— 
AMENDMENTS OF SECTION 301 


Under section 301 (b) (1) (B), the amount of a distribution in prop) 
erty (other than money) to a corporate shareholder is the lesser of (ie 
the fair market value of the property, or (ii) the adjusted basis of the 
property in the hands of the distributing corporation, increased in th- 
amount of gain to the distributing corporation recognized under sub- 
section (b) or (ec) of section 311. This provision applies not only in 
determining the amount of the dividend received by a corporate share- 
holder but also, in case the distribution is not out of earnmgs and 
profits, in determining the amount of the reduction in the basis of the 
shareholder’s stock or the amount of any capital gain resulting from 
the distribution. In the ordinary case of a distribution in kind, the 
existing provisions carry out the basic policy of the statute, but tech- 
nical amendments are needed with respect to certain fringe problems. 

(a) The statute does not specifically deal with the effect upon a 
corporate distributee of a distribution consisting of stock, or rights to 
stock, of the distributing corporation in cases in which under section 
305 (b) the distribution is not excluded from gross income. — 

The advisory group believes that the statute should be amended to 
provide specifically that the rule of section 301 (b) (1) (B) (ii), limiting 
the amount of the distribution in the hands of corporate distributees 
to the adjusted basis of property in the hands of the distributing 
corporation, shall not apply to distributions of stock, or rights to ac- 
quire stock, of the distributing corporation which under section 305 (b) 
are taxable dividends. 

(6) A comparable problem arises if a corporation distributes its 
obligations to a corporate shareholder. It might be argued that the 
distributing corporation has no tax basis in its own obligations, and 
therefore the amount of the distribution under section 301 (b) (1) 
(B) (ii) is zero. 
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The advisory group recommends that the statute be amended to 
provide that in the case of the distribution of obligations of the 
distributing company, the amount of the distribution (to a corporate 
shareholder) shall be the fair market value of the obligations, or the 
principal amount of the obligations, whichever is the lesser. 

(c) Clause (ii) of section 301 (b) (1) (B) provides for increasing the 
adjusted basis of the distributed property by the amount of gain 
recognized ‘‘under subsection (b) or (c) of section 311”’, relating to dis- 
tribution of appreciated LIFO inventory and distribution of property 
subject to a liability in excess of its adjusted basis. No provision is 
made for an increase in the adjusted basis where gain is recognized 
under section 453 (d) to the distributing corporation on the distribu- 
tion of an installment obligation. 

The advisory group recommends that clause (ii) of section 301 (b) 
(1) (B) be amended to provide for an increase in the adjusted basis 
in any case where gain is recognized to the distributing corporation 
upon the distribution of the property. 

(d) The question has been caaed as to whether section 301 (b) 
(1) (B) should be amended so that it would apply only if a dividends- 
received deduction is allowed with respect to the distribution in kind. 
The advisory group does not believe that the statute should be so 
limited. If property which has appreciated in value is distributed 
by a corporation which has no earnings or profits, the present statute 
properly prevents a step-up in tax basis (e. g., for depreciation deduc- 
tions) at the expense of only a capital-gains tax or merely a reduction 
in the basis of the stock in respect to which the distribution was 
received. However, there are some cases involving foreign corpora- 


tions where the advisory group believes that the amount of a distribu- 
e 


tion in kind should be 
basis of the property. 

The first case involves distributions by certain foreign corporations. 
In many cases it is most difficult, if not impossible, for the taxpayer 
or the Government to obtain information from the foreign corpora- 
tion as to the adjusted basis (as defined in our tax laws) of the property 
distributed. It is believed that the adjusted basis of property should 
not enter into the determination of the amount of distribution by a 
foreign corporation unless its dividends qualify for a dividends-received 
deduction under section 245. To so qualify, the foreign corporation 
must be engaged in trade or business within the United States and 
have derived a major part of its gross income from United States 
sources, and it will, of course, be filing Federal income-tax returns. 

The other case involves distributions in kind to a foreign corpora- 
tion not engaged in trade or business within the United States. If 
the distribution is taxable as a dividend, the fair market value of 
the property should be the amount subjected to tax, for the basis of 
that property in the hands of the foreign corporation has no Federal 
tax consequences, However, if the foreign corporation receiving the 
dividend is engaged in trade or business within the United States, 
and therefore entitled to the dividends-received deduction, then, for 
the protection of the revenues, the existing rule of section 301 (b) 
(1) (B) should apply to the distribution. 

The advisory group therefore recommends that section 301 (b) (1) 
(B) be amended so that it will not apply to distributions to foreign 
corporations not engaged in trade or business in the United States, 


termined without regard to the adjusted 
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or to distributions from a foreign corporation unless a dividends-re- 
ceived deduction is allowable with respect to the distribution (or 
would be allowable if there were earnings and profits to cover the 
distribution). 

(e) Conforming amendments are made to section 301 (d), which 
provides the rules for determining the basis of property received in 
distributions in kind. 


SECTION 3. DISTRIBUTIONS IN REDEMPTION OF STOCK— 
AMENDMENT OF SECTION 302 


A. RECOMMENDATIONS FOR STATUTORY CHANGES 


Corporations having no earnings and profits—The advisory group 
recommends that section 302 (b) (1) be amended to provide specifi- 
cally that the fact that the corporation has no earnings and profits 
will not require the application of section 302 (b) (1). This is stated 
to be the intention of acicee in the 1954 Senate Finance Committee 
Report, and the regulations so provide (Regulations, sec. 1.302-2). 
However, there is doubt that the present statute literally carries out 
this intention. The matter is of significance in the case of a deficit 
corporation in determining— 

(a) whether the distribution is to be governed by section 301 
(c) (2) and (3) (in which event the amount of the distribution 
will be applied against the shareholder’s total basis for all his 
stock in the corporation and only the excess will be taxed as 


gain) or by section 302 (a) (in which event the shareholder will 
realize gain or loss measured by the difference between the 


amonys of the distribution and the basis of the stock redeemed) ; 
an 
(6b) whether if the shareholder is a corporation, and the dis- 
tribution is made in kind, the provisions of sections 301 (b) (1) (B) 
and 301 (d) (2) will apply, limiting the amount of the distribution 
to the lower of the fair market value or the basis of the property 
distributed. 

The recommended amendment will insure that the fact that the 
corporation has insufficient earnings and profits will not require the 
application of section 302 (b) (1). 

edemptions of stock owned by partnerships——Under present law, 
in the case of redemption of stock owned by a partnership, section 
318 (a) (2) (A) provides that the partnership shall be deemed to own 
all the stock owned by each of the partners. Thus in determining 
whether a redemption of stock owned by the partnership complies 
with the substantial disproportionality test of section 302 (b) (2), 
stock owned individually by any partner must be taken into account. 
The redemption of all the stock owned by the partnership may result 
in dividend treatment to all the partners, even to those who own no 
stock individually, merely because one or more of the partners indi- 
vidually own stock in the corporation. 

With respect to the rule in present section 318 (a) (2) (A) the advi- 
sory group is recommending an amendment to limit attribution from 
a partner to a partnership to those cases in which the partner has at 
least a 5-percent interest in the partnership. The advisory group has 
concluded that the minimum percentage in section 318 may not be 
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safely increased beyond 5 percent because the rules of section 318 
apply in a number of parts of subchapter C, other than section 302, 
where a further increase would be inadvisable. However, for pur- 
poses of section 302 the 5-percent minimum will not!serve to eliminate 
inequity involved in according dividend treatment to some partners 
merely because one of their partners, having a partnership interest 
greater than 5 percent, owns stock in the redeeming corporation. 

Accordingly, the advisory group recommends that a specific pro- 
vision be inserted in section 302 (b) (2) (D) requiring that the dis- 
proportionality test be applied separately for each partner, as though 
the stock owned by the partnership had been distributed to the part- 
ners immediatelyjprior to thefredemption{andjthe'stock’redeemed had 
been redeemed in the hands of each partner. In this manner those 
partners who own stock individually may have dividend treatment on 
the redemption while others have capital gain treatment. For ex- 
ample, if the ABCD partnership, in which each of 4 partners has a 
one-fourth interest, owns 500 of the outstanding 1,000 shares of a cor- 
poration, and partner A individually owns the remaining 500 shares, a 
redemption of all the stock owned by the partnership will result under 
302 (b) (2) (D) in capital gain treatment to partners B, C, and D, 
but not to partner A. This is because the interest of B, C, and D in 
the corporation will each be reduced from 12% percent to 0, while 
A’s total interest will be increased from 62% percent to 100 percent. 

For a discussion of the changes recommended with respect to 
attribution of stock ownership in connection with redemption of 
shares individually owned by persons who are members of a part- 
nership, see the comments under Section 11: Constructive Ownership 
of Stock—Amendment of Section 318. 

Corporations having two classes of voting stock —The advisory group 
recommends that section 302 (b) (2) (E) be added to the statute to 
provide that where there is more than one class of voting stock the 
determination of the ratio of voting stock owned before and after the 
redemption is to be made in accordance with the combined votin 
power of all classes of stock entitled to vote. While it is believed 
that this is the rule under present law, it is felt that a clarifying 
amendment is advisable to eliminate a question of construction. 

Time for testing application of section 302 (b) (2).—The advisory 
group recommends that section 302 (b) (2) (F) be added to the 
statute to deal specifically with the manner of determining whether 
the application of the 80 percent substantial disproportionality test 
of section 302 (b) (2) has Boon met in cases in which the redemption 
price is payable in installments. Where all the shares to be redeemed 
are turned in at the time of the initial payment, there are technicall 
no shares turned in at the time the subsequent payments are received. 
It is thought advisable to provide specifically that the subsequent 
installments qualify for capital gain treatment if the 80 percent 
substantial disproportionality test is met at the time the shares are 
surrendered. 

Redemptions of preferred stock —The advisory group recommends 
that section 302 (b) (5) be added to the statute to provide that section 
302 (a) shall apply to a redemption of preferred stock if the share- 
holder owns less than one percent of the common stock and voting 
stock in the company after the redemption. This change is made 
primarily for the purpose of assuring capital-gain treatment auto- 
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matically to most cases of redemptions of preferred stock by widely 
held companies, but is not limited to such cases. At present it has 
been a frequent practice to secure advance rulings from the Internal 
Revenue Service in such cases under the general provisions of section 
302 (b) (1). The proposed revision whale make such rulings unneces- 
sary. All the rules of stock attribution in section 318 (a) will apply 
to making the determination of one-percent ownership after the 
redemption. Moreover, if the preferred stock is section 306 stock, 
the special rules of section 306 will apply. 

Application of constructive ownership rules to section 302 (b) (1).— 
The advisory group recommends that section 302 be amended to 
provide specifically that, in determining whether a stock redemption 
is essentially equivalent to a dividend under section 302 (b) (1), the 
constructive ownership rules of section 318 shall not be applicable 
but the relationships described therein may be taken into account 
along with all other facts and circumstances. For example, where a 
father and son own large interests in a corporation but have become 
estranged so that the son desires to buy the father out of the business 
by means of a stock redemption, it may be that the redemption will 
not qualify under section 302 (b) (2) or (b) (3) because the father 
has other stock attributed to him. Where the father is one of the 
beneficiaries of a trust owning a small amount of stock, the father 
will be unable to terminate completely his interest in the corporation 
if the trustee is unwilling to have the trust’s stock redeemed. As a 
result, the father cannot comply with the requirements of section 
302 (c) (2), and the son’s stock will be attributed to the father despite 
the fact that all of the stock actually owned by the father has been 
redeemed. This amendment appears as section 302 (b) (6). It is 
believed that this amendment reflects the intent of the present 
statute, which now states that the fact that the redemption does not 
qualify under (b) (2) or (b) (3) shall not be taken into account in 
making the determination under (b) (1). 

Series transactions.—The advisory group recommeads that section 
302 (b) (2) (D), relating to a series of redemptions, be removed to 
section 302 (b) (7) and made applicable to 302 (b) (1) and (3) as 
well as 302 (b) (2). At present, it literally applies only to section 
302 (b) (2) (C), defining substantial disproportionality. As amended, 
the provision would make clear that the requirement of section 302 
(b) (2) (B) that a shareholder own less than 50 percent of the voting 
power after a substantially disproportionate redemption cannot be 
avoided by a plaaned series of redemptions. 

The proposed revision would also make it clear that the rules 
regarding substantially disproportionate redemptions and termination 
of interest cannot be avoided by subsequently effecting sales between 
shareholders pursuant to a prearranged plan. Nor could the rules 
be avoided by a plan involving new issues of stock. In this connec- 
tion, see the comments under “Rights to buy unissued stock,”’ infra, 
regarding a recommended amendment to section 302 (c) containing 
a special rule for determining the amount of the dividend when there 
is an option to acquire previously unissued stock. 

Complete termination of interest must include termination of spouse’s 
interest.—Section 302 (c) (2) provides that the family attribution rules 
shall not apply where there is'‘a complete terminatioa of a shareholder’s 
interest in a corporation. It is recommended that section 302 (c) 
(2) (A) be amended to provide that attribution between spouses will 
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continue to apply under these circumstances. Thus, a complete 
termination of a shareholder’s interest would have to include also a 
complete termination of the interest of the shareholder’s spouse. It 
is felt that, because of the close relationship between husband and wife, 
it is not clear that the distributee ceases to have an interest in 
the corporation if his spouse continues as a shareholder. Frequently, 
he can, through the continuing spouse, still maintain an effective voice 
in the management of the corporation. 

It was suggested to the advisory group that stock owned by the 
members of the distributee’s household be attributed to him despite 
the complete termination of his interest in the corporation. The 
advisory group considered that this would be too broad. A stronger 
case might be made for applying such a rule in the case of minor chil- 
dren, but the advisory group felt that the 10-year rules in section 
302 ‘c) (2) (A) and (B) afford adequate protection in such case. 

Retention or reacquisition of interest in subsidiary, parent, or successor 
corporations.—Section 302 (c) (2), in general, provides that the family- 
attribution rules shall not apply if there is a complete termination of 
the shareholder’s interest in the corporation and no reacquisition of 
such an interest within 10 years. The Treasury regulations extend 
this statutory rule to prohibit the shareholder from having an interest 
in a subsidiary, a parent, or a successor of the redeeming corporation 
(sec. 1.302—-4 (c)). The advisory group recommends the enactment 
of section 302 (c) (2) (D) to provide a specific statutory basis for this 
regulation and to define more clearly the scope of the rules. Under 
this provision, a subsidiary would have to be 50 percent owned, a 
parent would have to own 50 percent of the redeeming corporation’s 
stock, and a successor would be any corporation to whom the carryover 
provisions of section 381 (a) would apply. 

Retention or enforcement of rights as a creditor.—Under the termina- 
tion of an interest rule of section 302 (c) (2), the prohibition against 
the retention of interest in the corporation does not apply to an interest 
retained or acquired as a creditor of the corporation. However, the 
statute makes no special provision regarding subsequent acquisitions 
of stock interests desu h enforcement of rights as a creditor. The 
Treasury regulations prohibit the acquisition of stock of the redeeming 
corporation, a subsidiary, or a parent, even if such acquisition results 
only from the enforcement of rights as a creditor holding a defaulted 
obligation of the corporation issued on the redemption of the stock. 
The former stockholder, now a creditor, may be unable to protect his 
right to payment of deferred installments of the purchase price of his 
stock without the redemption being treated as a dividend. On the 
other hand, the possible reacquisition of stock interests after a down- 
payment has been received on redemption of stock may provide 
opportunities for abuse if capital-gain treatment on the sums received 
were assured. The advisory group recommends the enactment of 
section 302 (c) (2) (C) providing that the reacquisition of a stock 
interest in the redeeming corporation, its subsidiary, parent, or suc- 
cessor, as a result of the enforcement of rights as a creditor will be 
considered to be in the enforcement of rights as a creditor only if the 
default in the corporate obligation could not reasonably have been 
anticipated at the time of the redemption, or at the time of creation 
of such creditor relationship, whichever is later. 

Rights to buy unissued stock.—The advisory group recommends that 
a new section 302 (c) (3) be inserted dealing with cases of redemptions 
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of stock from persons who hold options to acquire unissued stock or 
treasury stock from the redeeming corporation. The new section 
would state that the rule of section 318 (a) (4) providing that a holder 
of an option will be considered to own the stock which is subject to 
the option will not apply to options to acquire unissued stock where 
the redemption price received for the stock does not exceed the price 
which must be paid to acquire a like amount of stock on exercise 
of the option. The right to reinvest at the same or a higher price 
should not make the redemption proceeds a dividend when it would 
not otherwise be. It would be further provided that, if the redemption 
price does exceed the option price, only the difference may be treated 
as a dividend. 

The advisory group believes that further consideration should be 

iven to the matter of rights to buy unissued stock, as well as to 
dovinitig a new rule to apply to options to acquire issued stock from 
other stockholders. The present rule may in some cases lead to 
taxing the wrong person where there is a redemption of shares from 
one shareholder who has an option to acquire a corresponding number 
from another shareholder at the redemption price. If done pursuant 
to a plan, the redeeming shareholder may be merely a conduit through 
whom the proceeds pass to the shareholder granting the option. The 
latter may be the one who in reality should be charged with the 
— (See American Law Institute, February 1954, draft, sec. 

531.) 

Lost basis —Under section 302 where amounts distributed in re- 
demption of stock are taxed as a dividend, there is no provision per- 
mitting the basis of the redeemed shares to be added to the basis of 
other shares owned by the taxpayer or by other persons within the 
attribution group, nor is a loss allowed to the taxpayer. The Treasury 
regulations provide in general terms that “‘proper adjustment’’ will be 
made to the basis of other stock, and set forth several illustrations 
(sec. 1.302~2 (c)). The advisory group recommends the insertion of a 
statutory provision requiring that, under regulations prescribed by the 
Secretary, the basis of stock redeemed under circumstances giving rise 
to dividend treatment shall either be added to the basis of other stock 
owned by the taxpayer (determined without regard to section 318) or 
owned by another person whose stock is attributable to the taxpayer 
under section 318, or else shall be allowed as a loss to the taxpayer. 
The advisory group gave consideration to the insertion of detailed 
statutory Salen concerning this adjustment, but concluded that it 
was desirable to leave the matter to regulations in view of the varied 
types of situation that are encountered. 

Redemptions of stock issued by railroad corporations in certain re- 
organizations.—The advisory group calls to the attention of the sub- 
committee the special provision in section 302 (b) (4) which grants 
capital-gain treatment to redemption of stock by railroad corporations 
where the redemption is made pursuant to a ee of reorganization 
under section 77 of the Bankruptcy Act. While the provision has 
been included in the proposed revision, the advisory group knows of 
no reason why this special exemption should be continued. 


B. NO LEGISLATION RECOMMENDED 


Application of constructive ownership rules to redemptions from es- 
tates.—The attention of the advisory group was called to cases involy- 
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ing redemptions from estates of deceased shareholders made pursuant 
to contracts between the decedent and the corporation. Such a re- 
demption does not qualify under the 1954 Code for capital gain treat- 
ment under sections 302 (b) (2) or (3) even though all stock owned 
by the estate is redeemed if the beneficiaries of the estate own a sub- 
stantial number of shares outright or by attribution from other sources. 
However, the redemption may qualify under section 302 (b) (1) as a 
distribution not essentially equivalent to a dividend, particularly in 
view of the recommended amendment to section 302 (b) (5) of 
present law (sec. 302 (b) (6) in the proposed revision) providing that 
the attribution rules of section 318 shall not be applicable to section 
302 (b) (1) but that the relationships described therein may be taken 
into account along with all other facts and circumstances. The ad- 
viso oup feels that in view of section 302 (b) (1) and the recom- 
mended change in section 302 (b). (5) of present law (sec. 302 (b) (6) 
in the proposed revision) this situation can be adequately dealt with 
in the light of the special circumstances of each case and no special 
statutory rule is required. 

Stock redemptions qualifying for capital gain treatment—e ffect of num- 
ber of shares exchanged.—Where a stock redemption qualifies for capital 
gain treatment under section ¢02 (a) or under section 346 a number of 
questions regarding the amount and character of the shareholder’s 
gain or loss may arise: (a) Should the number of shares actually sur- 
rendered ever be disregarded in determining the amount of the share- 
holder’s gain or loss—if so, when, and with what results? (6) Should 
the shareholder’s basis for all of his shares be averaged or prorated in 
any circumstances in determining his gain or loss—if so, when, and 
with what results? (c) What should the rules be when the shareholder 
has some shares which have been held for more than 6 months and 
some shares which have been held for less than 6 months? 

The advisory group does not recommend any legislation with respect 
to these matters at present. It appears that these problems are 
being adequately handled administratively and that there is no 
present necessity for detailed rules in the statute. 

Determinations of fair market value where there is more than one class 
of stock.—Questions have been raised regarding the difficulties in 
determining fair market value of stock in closely held corporations 
where there is more than one class of common stock. Such a determi- 
nation is necessary under existing law in ascertaining whether the 
80 percent substantial disproportionality test of section 302 (b) (2) 
has been met. The Service does not give advance rulings where 
factual determinations of value are involved. However, the only 
feasible substitute for the present statutory rule would appear to be 
to require that the 80 percent test of substantial disproportionality 
be met with regard to each class of common stock. Such a rule would 
be stricter than the present law. If a taxpayer met that requirement, 
he would be able to obtain an advance ruling at present. Accordingly, 
no legislative change is recommended in this regard. 

Reductions in par or stated value of stock.—Questions have been raised 
as to whether a distribution by a corporation of its property accom- 
panying a reduction in the par or stated value of its outstanding stock 
should be treated as a distribution in redemption of stock. The 
House bill in 1954 so provided (sec. 312 (e)), but the provision was 
deleted by the Senate. The advisory group recommends no legisla- 
tion with respect to this matter. 
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C. ADDITIONAL MATTERS 


Original issue preferred stock with a high redemption price.—The 
advisory group has been asked to consider the problem raised by 
original-issue preferred stock having a high redemption price which is 
issued at a price substantially less than the redemption price. This 
problem was item No. 14 of part I of the November 7, 1956, release 
of the Subcommittee on Internal Revenue Taxation. In some cases 
such stock may be sold, subject to capital gain rates, to a third party 
immediately prior to redemption. In addition, some redemptions of 
this preferred stock may qualify for capital gain treatment. 

The advisory group makes no recommendation upon this matter. 
However, it desires to point out the following matters for consideration: 

(1) Where the holder of such preferred stock also owns more 
than one percent of the common stock there will be no capital 
gain treatment from a redemption unless there is also a simul- 
taneous redemption of a significant amount of his common 
stock, except for the possibility that he could invoke section 
302 (b) (1) (distributions not essentially equivalent to a divi- 

end). 

(2) The advisory group does not feel that there is occasion to 
disturb the longstanding general rule that where a redemption 
of preferred stock is entitled to capital gain treatment, that 
treatment applies to the entire amount received, including 
amounts equal to the accrued and unpaid dividends as well as 
to the par value and any redemption premium, 

(3) Possibly if confined to cases in which there is a mandatory 
sinking fund or a mandatory retirement provision, a rule com- 
parable to section 1232 (involving original issue discount on 
bonds) might be considered with respect to preferred stock. 

Preferred stock in closely held corporations.—Another problem arises 
in connection with the redemption of preferred stock by a closely beld 
corporation. Unlike large publicly held corporations, the small 
closely held corporation must normally look to its stockholders as the 
only market for its preferred stock. As section 302 operates in prac- 
tice, preferred stockholders of publicly held corporations are normally 
not concerned over a dividend tax when their preferred stock is re- 
deemed, even though they also hold common stock in the same cor- 
poration; on the other hand, in the case of preferred stockholders who 
are also common stockholders of a closely held corporation, the likeli- 
hood of dividend consequences on the redemption of their preferred 
stock is very real. The advisory group has considered the desirability 
of recommending enactment of an additional statutory rule under 
which some redemptions of preferred stock in the hands of common 
stockholders (to which the proposed new sec. 302 (b) (5) would not 
apply) would be permitted to qualify for capital gain treatment, even 
though the redemptions are pro rata and the corporation has accumu- 
lated earnings. The applicability of such a provision could be limited 
to redemption of preferred stock issued for cash at par and to redemp- 
tions involving not more than a specified percen ines of the total 
amount of paid-in capital represented by all the stockholders’ stock. 
Or it could be limited to redemption distributions (i) made over a 
specified period of years, (ii) representing not more than a specified 
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percentage of the capital paid in by the stockholder whose stock is 
redeemed and (iii) conditioned upon his having received from the 
corporation and reported as ordinary income during prior years not 
less than a specified return on his equity investment in the corporation. 
Since any such proposal would involve deliberately carving out an 
exception to the general foeay of subchapter C with respect to the 
taxation of distributions having the effect of dividends, and since it 
might have an effect upon the revenue, the advisory group has con- 
cluded to make no recommendation other than that the problem be 
given consideration from a policy standpoint. If any such proposal 
is enacted it should contain a provision dealing with the problem of a 
high redemption price discussed above. 


SECTION 4. DISTRIBUTIONS IN REDEMPTION OF STOCK 
TO PAY DEATH TAXES—AMENDMENT OF SECTION 303 


Existing regulations under section 303 do not permit stock which 
has been acquired by purchase to qualify for a section 303 redemption. 
This rule reflects the intention of Congress (S. Rept. No. 2375, 81st 
Cong., 2d sess., p. 83). This regulatory rule also applies to stock 
received by a legatee in satisfaction of a specific monetary bequest. 
The regulations apparently view the transaction as if the executor in 
fact satisfies the specific bequest with cash which cash is then used 
by the legatee to buy the stock from the estate. 

The proposed amendment to section 303 will permit stock received 
by a legatee from the decedent’s estate in satisfaction of a specific 
monetary bequest to such legatee-shareholder to qualify for redemp- 
tion under section 303. The proposed amendment does not affect 
the general prohibition against qualification for a section 303 redemp- 
tion of stock acquired by purchase as the term “purchase”’ is generally 
understood. 

The proposed rule also eliminates questions which may arise because 
of Revenue Ruling 56-270 (I. R. B. 1956-25, 22). This ruling involves 
a bequest to a surviving spouse of an amount sufficient to take advan- 
tage of the maximum marital deduction authorized by section 2056. 
It holds that such a fixed formula marital bequest will result in gain 
being recognized to the estate to the extent that the fair market value 
of the property on the date of its distribution in satisfaction of the 
bequest exceeds the basis of the distributed property. In other words, 
the ruling treats such a bequest as a specific monetary bequest. The 

roposed amendment will remove any implication that stock received 
by @ surviving spouse in such a case may not be redeemed under 
section 303 if the stock is part of the property left to the spouse under 
the terms of a marital] deduction formula. 


SECTION 5. REDEMPTION THROUGH USE OF RELATED 
CORPORATIONS—AMENDMENTS OF SECTION 304 


The advisory Froup recommendations concerning section 304 are 
rily 


intended prima to make it operate as it is believed Congress 
intended. It is recommended that the fundamental approac _ of 
section 304 be retained. Section 304 deals with the special situation 
where a shareholder’s stock is acquired from him by a corporate 
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entity other than that which issued the stock. The acquiring cor- 
poration may be a brother or sister corporation of the issuing corpo- 
ration (two corporations are said to be brother-sister corporations 
where, for example, all the stock of each is owned directly by the 
same individual). The acquiring corporation may be the subsidiar 
of the issuing corporation. The special rules of section 304 treat eh 
an acquisition of stock, in both the brother-sister and parent-subsid- 
iary cases, as a redemption for purposes of testing the distribution 
under the rules of sections 302 and 303 in order to determine whether 
it is a distribution of a taxable dividend or is in part or full payment 
in exchange for the stock acquired. 

The advisory group recommends, in subsection (a) of section 5 of 
the proposed amendments, that the last sentence of section 304 (a) (1) 
of present law be transferred to a new paragraph (3) to be added to 
section 304 (b), and be expanded to apply to redemptions of stock by 
subsidiary corporations as well as to reduaainaes of stock by so-called 
brother-sister corporations. The purpose of the proposed amendment 
is explained more fully below. 

The advisory group recommends, in subsection (b) of section 5 of 
the proposed amendments, that the last sentence of section 304 (b) (1) 
be revised. Under existing law, in making determinations under 
section 302 (b), in order to test whether a distribution in redemption 
by a corporation other than the issuing corporation shall be treated 
as in part or full payment in exchange for the stock redeemed, the 
50-percent limitation in section 318 (a) (2) (C) relating to corporate 
constructive ownership of stock is eliminated. Thus, for purposes of 
testing a distribution for dividend consequences, a corporation is 
deemed to own all stock owned by any of its shareholders and, con- 
versely, shareholders are deemed to own all stock owned by any 
corporation in which they have an interest. As noted in the com- 
ments under Section 11: Constructive Ownership of Stock—Amend- 
ment of Section 318, the advisory group proposes, in the case of 
attribution from corporations, to reduce the limitation to 5 percent 
(proposed sec. 318 (a) (2) (C)) and proposes, in the case of attribution 
to corporations, to continue the limitation at 50 percent (proposed 
sec. 318 (a) (3) (C)). For purposes of section 304, it is proposed 
that the limitation in section 318 (a) (3) (C) be also reduced to 5 

ercent. It is believed that this 5-percent limitation is sufficiently 
ow so as not to give rise to tax avoidance. 

Under existing law, if a brother or sister corporation redeems stock 
of the other corporation from one of its shareholders, the amount of 
the distribution in redemption which can be taxed as a dividend to the 
redeeming shareholder is limited to the earnings and profits of the 
acquiring corporation. In the parent-subsidiary case, under existing 
law, the determination of the amount which is a dividend is made 
as if the property were distributed by the subsidiary to the parent 
corporation and immediately thereafter distributed by the parent 
corporation. As a result, if there are earnings and profits in either 
the parent or the subsidiary corporation, the distribution can be taxed 
as a dividend. Under the amendment proposed in subsection (b) (2) 
of section 5, in the brother-sister case, the determination of the amount 
which is a dividend would be made as if the property were distributed 
by the issuing corporation to the acauitine corvoration and immedi- 
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ately thereafter distributed by the acquiring corporation. In most 
transactions involving redemptions of stock by a brother or a sister 
corporation, the acquiring corporation will become a substantial stock- 
holder of the issuing corporation—if not its actual parent corporation. 
This rule will have general application and also will take care of a 
particular situation brought to the attention of the advisory group. 
Assume, for example, that individual A owning all the stock of the X 
corporation creates the Y corporation. Y corporation then borrows 
money from outside sources to purchase all the stock of the X corpora- 
tion from individual A. If the X corporation is then liquidated into 
the Y corporation and its assets used to pay off the loan, such a trans- 
action may be treated generally as a reorganization accompanied by a 
distribution of boot. However, if the X corporation is not liquidated, 
but merely pays out dividends to the Y corporation to satisfy the 
loan payments, the transaction would appear to be beyond the scope 
of the htera\ language of section 304. Under the existing statute, the 
attack on the transaction could only be by use of rules developed 
judicially to combat tax avoidance. 

Under existing law in the case of brother-sister redemptions, the 
stock acquired, for purposes of determining its basis to the corporation, 
is treated as though it were contributed to the corporation’s capital 
by the shareholder. This contribution to capital rule is applied 
regardless of whether the distribution by the acquiring corporation 
is treated as a dividend to the shareholder or whether the transaction 
results in capital-gain consequences. The rule results in a carryover 
in basis of the stock from the shareholder to the acquiring corporation 
in all cases. This is appropriate where the distribution in redemption 
is treated as a dividend to the shareholder. However, it is too broad 
if the redemption distribution is regarded as in part or full payment 
in exchange for the stock acquired. In such a case, the advisory 

up believes that the acquiring corporation should be treated as if 
it had bought the stock and that the basis of such stock in its hands 
should be the amount paid for it. The proposed amendment in sub- 
section (b) (3) of section 5 of the proposed amendments is intended 
to accomplish this result. 

In the parent-subsidiary case, section 1.304—3 (a) of the regulations 
states that if the distribution is a dividend, a carryover basis results. 
No basis rules are supplied for the case where the distribution in re- 
demption is accorded capital-gain consequences to the shareholder of 
the parent corporation. The proposed amendment in paragraph (3) 
not only changes the rule of existing law in the case of the acquisition 
of stock by a brother or sister corporation but supplies an omission 
from the present statute for the case of a parent-subsidiary acquisi- 
tion. 

By reason of the fact that the constructive ownership rules provide 
that a corporation shall be considered to own the stock owned by its 
shareholder, it is possible to interpret section 304 as treating all 
redemptions to which the section applies as failing only within the 
parent-subsidiary rules although, in fact, all the corporate stock is 
directly owned by individuals. Thus, if individual A owns directly 
all the stock of both the X and Y corporations, the X corporation 
is considered by reason of section 318 (a) (2) (C) to own constructively 
all the stock that A owns in the Y corporation. Accordingly, Y 
corporation is a subsidiary of the X corporation. Such an interpreta- 





GENERAL REVENUE REVISION 2509 


tion of the statute would render meaningless the existence of the 
special rules relating to brother-sister redemptions. The possibility of 
such an interpretation is removed by the new sentence proposed in 
subsection (c) of section 5, to be added to section 304 (c) (2). 


SECTION 6. DISTRIBUTIONS OF STOCK AND STOCK 
RIGHTS—AMENDMENT OF SECTION 305 


While section 305 makes stock dividends generally nontaxable, it 
provides, as did prior law, that, where the shareholder has a choice as 
to medium of payment, the distribution will be taxable whether or 
not he elects to take stock. The question has arisen whether this 
restriction can be circumvented by creating two or more classes of 
common stock with dividends payable in cash on some and in stock 
on others. The Treasury has proposed regulations construing the 
election language in section 305 (b) to cover this situation, the position 
being that the mere existence of such several classes of stock confers 
a choice on the shareholder. The advisory group recommends adding 
a sentence to section 305 (b) to make certain for the future that such 
cases are outside the scope of section 305 (a). This is done by provid- 
ing that a distribution (or series of related distributions) is not within 
the terms of section 305 (a) if it is made with respect to shares of one or 
more classes of common stock and such distribution (or series of 
related distributions) is payable in stock (or stock rights) as to part of 
such shares and in property as to the remainder of such shares. 

The advisory group likewise considered the problem of periodic 
stock dividends periodically declared, with or without cash dividends, 


The advisory group makes no recommendation for a statutory change 
at this time. If it should develop that the issuing corporations are 
supporting the market for such stock or otherwise actively partici- 
pating in converting the shareholders’ stock dividends into cash, it 
may be necessary to give the matter further consideration. 


SECTION 7. DISPOSITIONS OF CERTAIN STOCK— 
AMENDMENTS OF SECTION 306 


Charitable contributions of section 306 stock.—The advisory group 
recommends that an amendment be made to section 170 (relating to 
charitable, ete., contributions, and gifts) applicable to charitable con- 
tributions of section 306 stock. Under existing law, it is possible for a 
shareholder of a corporation to receive a preferred stock dividend on 
his common stock, pay no tax on the stock dividend, and then con- 
tribute the preferred stock to a charitable organization. Although 
the preferred stock is section 306 stock, the sale or redemption of 
which would result in an ordinary income tax to the shareholder, 
there is no “amount realized’ on the charitable contribution and, 
accordingly, no tax will be incurred by the shareholder on the con- 
tribution. The shareholder will be entitled to a charitable-contribu- 
tion deduction, moreover, based upon the entire fair market value of 
the preferred stock (subject to the general limitations of sec. 170 (b)). 
(See Revenue Ruling 57-328, I. R. B. 1957-28, 9.) 

The advisory group believes that charitable contributions of 
section 306 stock are substantially different from charitable con- 
tributions of other stock. By making a contribution of section 306 
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stock the shareholder is able, under present law, to obtain a charitable 
contribution deduction based upon corporate earnings and profits 
which have not been taxed to him and, at the same time, he is able 
to keep unchanged his interest in the control and in the future earnings 
of the corporation. Thus, such transactions partake of the nature of 
a bail-out of earnings and profits and differ from the ordinary case of 
a charitable contribution of stock. As noted above, the sale or 
redemption of section 306 stock is accorded ordinary income tax 
treatment under the 1954 Code. This treatment prevents a bail-out 
of earnings and profits by sales or redemptions. The advisory group 
recommends a statutory amendment to prevent a similar form of 
abuse by means of a charitable contribution of section 306 stock. 
(The advisory group does not believe any change in the law should 
be made with respect to a gift of section 306 stock that is not made 
to a charitable organization since in this situation no charitable 
deduction is available to the donor.) 

The advisory group does not believe that it is appropriate to impose 
a tax upon & charitable contribution of section 306 stock. It believes 
that the appropriate remedy is to amend section 170 by adding an 
additional limitation on the allowance of the deduction for charitable 
contributions. This limitation would reduce the amount of any 
charitable contribution of section 306 stock, for purposes of com- 
puting the amount of the charitable contribution deduction for such 
stock, by the amount which would have been taxed at ordinary income 
rates under section 306 if such stock had been sold instead of con- 
tributed. The statutory amendment recommended by the advisory 
group is as follows: 

Amend section 170 (b) (relating to limitations on deduction 
for charitable, etc., contributions and gifts) by adding at the 
end thereof the following new, paragraph: 

(3) Secrion 306 Srocx.—In the case of any charitable contribution 
of section 306 stock, the amount taken into account for purposes of this 
section as the amount of the charitable contribution shall be reduced 
by the amount which would have been treated, under section 306 (a) 
(1) (A), as gain from the sale of property which is not a capital asset 
if the stock so contributed had been sold (for an amount equivalent to 
the fair market value of such stock at the time of the contribution) 
instead of contributed. 

Since, under the proposed amendment, there is a reduction in the 
amount of the charitable contribution only if section 306 (a) (1) (A) 
would have applied to the sale of such stock, the exceptions contained 
in section 306 (b) (1) (A) and (4) to the general rule of section 306 (a) 
will be applicable in determining whether any reduction is required. 

Section 351 exchanges and capital contributions of section 306 stock.— 
The advisory group recommends that sections 306 and 351 be amended 
with respect to transfers of section 306 stock to a corporation in an 
exchange under section 351 or as a contribution to capital. It 
believes that such transfers should be treated as dispositions of 
section 306 stock taxable under section 306 (a) (1), subject only to 
the exceptions contained in section 306 (b) (1) (A) and (4). 

Under present law, transfers of section 306 stock to a corporation 
in an exchange under section 351 or as a contribution to capital do not 
give rise to an immediate tax since section 351 exchanges are excluded 
(in whole or in part) by section 306 (b) (3) and since a contribution 
to capital does not give rise to an amount realized under section 306 
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(a) (1). Section 306 stock so transferred does continue, under present 
law, to be regarded as section 306 stock as to the transferee corpora- 
tion. Moreover, the stock received (or, in the case of a capital con- 
tribution, the stock previously owned) may also be characterized as 
section 306 stock under present law. However, it is not clear whether 
section 306 (c) (1) may be superseded by section 306 (c) (2) (so that 
the stock of the transferee may escape characterization as sec. 306 
stock) where the corporation to which the stock is transferred does 
not have any earnings and profits. Moreover, the time as of which 
section 306 (a) (1) (A) is to be applied (for the purpose of determining 
the dividend amount under sec. 306 (a) (1) (A) (ii)) is not clear. 

The advisory group believes that the opportunities for avoidance 
which may exist under present law by aglivog a different corporate 
entity should be eliminated. It also believes it undesirable to create 
two sets of section 306 stock, as under present law. For these rea- 
sons, it has recommended the statutory amendment contained in 
subsection (a) of section 7 and the statutory amendment to section 
351 (a#). Under the amendment proposed by subsection (a), if the 
disposition of section 306 stock is a contribution to the capital of a 
corporation, the shareholder shall be treated, for purposes of section 
306 (a) (1), as realizing on the transfer an amount equal to the fair 
market value of the stock at such time. Accordingly, unless the 
transfer is in termination of the shareholder’s interest, under section 
306 (b) (1) (A), or is not in avoidance, under section 306 (b) (4), the 
transfer will be taxed in the same manner as if the shareholder had 
sold the stock. The advisory group’s recommended amendment to 
section 351 (a)—to the effect that stock or securities issued for section 
306 stock shall not be considered as issued in return for property—will 
make inapplicable the exception contained in section 306 (b) (3), so 
that all such transfers of section 306 stock will be taxable. The 
transfer will be taxable under section 306 (a) (1) (A), unless the 
exception contained in section 306 (b) (1) (A) or in section 306 (b) (4) 
applies. The advisory group’s recommended amendment to section 
351 with respect to section 306 stock, however, and the rule of present 
law to the same effect relating to stock or securities issued for services, 
is confined in its operation to denial of the benefits of section 351 to 
the recipients of such stock or securities upon the particular trans- 
action, and does not prevent such recipients from being treated as 
property transferors for purposes of meeting the control test. This 
distinction is necessary in order to prevent penalizing the property 
transferors by making section 351 inapplicable as to everyone because 
of failure to meet the control test. There is no more reason to penalize 
the property transferors in such cases than where more than 20 percent 
of the stock of a newly formed corporation is issued for cash, as to 
which the law has been settled since Halliburton v. Commissioner (78 
F. 2d 265 (9th Cir., 1935)). 

Stock having transferred or substituted basis.—Section 306 (c) (1) (C) 
provides, in general, that stock ‘the basis of which (in the hands o 
the shareholder selling or otherwise disposing of such stock) is deter- 
mined by reference to the basis (in the hands of such shareholder or 
any other person) of section 306 stock” is also section 306 stock. 
Where the fair market value of stock at the time of the gift is lower than 
the donor’s adjusted basis, then, under section 1015, the fair market 
value of the stock is used for purposes of determining loss by the donee 
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on a disposition of the stock. The advisory group believes it desirable 
to amend section 306 (c) (1) (C) to make it entirely clear that section 
306 stock will continue to be regarded as section 306 stock in the 
hands of a donee notwithstanding the applicability of the fair market 
value rule of section 1015 in the case of losses. Accordingly, subsec- 
tion (b) of section 7 amends section 306 (c) (1) (C) to state expressly 
that the basis referred to is the basis for determining gain. 

The attention of the advisory group has been called to the fact that a 
number of provisions not-only in subchapter C, but throughout the 
code generally, use the term ‘adjusted basis’ without indicating 
whether the adjusted basis meant is the adjusted basis for gain or the 
adjusted basis for loss. While there may be some instances of am- 
biguity other than in section 306, the advisory group has not analyzed 
all the situations where the term is used, but has confined itself to 
section 306 (c) (1) (C), because of the importance of avoiding any 
panes misconstruction, however farfetched. Consequently, no in- 
erences should be drawn by reason of the advisory group’s not having 
recommended a similar amendment to any other section. 

Common stock received in reorganizations in respect of certain preferred 
dividend arrearages.—Under section 306 (c) (1) (A), common stock 
distributed with respect to preferred stock in payment of dividend 
arrearages on such preferred stock is section 306 stock to the extent 
that the distribution is not taxable upon receipt under section 305 
(b) (1). If common stock is received in a recapitalization with 
respect to preferred stock, however, it cannot be section 306 stock 
under section 306 (c) (1) (B), notwithstanding the fact that the 
distribution is in discharge of preferred dividend arrearages. The 
advisory group believes that the treatment of common stock dis- 
tributed in a reorganization on account of preferred stock dividend 
arrearages should be conformed in principle to the treatment of com- 
mon stock distributed as a dividend to satisfy such dividend arrearages 
i. e., to the extent not taxable such stock should be treated as section 
306 stock. Accordingly, paragraph (2) of subsection (b) of section 7 
would amend section 306 by adding a new special rule which would 
characterize common stock received in respect of dividend rights for 
the current year or preceding taxable years on preferred stock as 
section 306 stock if the transaction otherwise meets the requirements 
contained in section 306 (c) (1) (B). 

Application of constructive ownership rules where stock is recewed in 
a corporate reorganization or separation.—In determining whether 
stock received in a reorganization or a corporate separation is sec- 
tion 306 stock under section 306 (c) (1) (B), the advisory group is of 
the opinion that the relationship of the recipient shareholder to the 
other shareholders should be taken into account. For example, if a 
husband and wife each own one-half of the outstanding common stock 
of a corporation and the corporation is recapitalized so that the wife 
owns only preferred stock and the husband owns only common stock, 
the preferred stock should be section 306 stock in the hands of the 
wife if the transaction would otherwise come within the definition 
contained in section 306 (c) (1) (B). Accordingly, paragraph (2) of 
subsection (b) of section 7 would amend section 306 (c) adding a 
provision making it clear that, for the purpose of determining the 
extent to which the effect of a transaction described in section 306 
(c) (1) (B) was substantially the same as the receipt of a stock divi- 
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dend, section 318 (a) shall apply to the extent generally applicable 
in the determination of whether a distribution, redemption or ex- 
change, as the case may be, is the equivalent of a dividend. As in the 
case of the advisory group’s action with respect to the application of 
the constructive ownership rules under section 302, the advisory 
group is of the opinion that the constructive ownership rules should 
not be automatically applied in a rigid manner in every case but rather, 
there should be flexibility permitting these rules to be taken into 
account, and, in appropriate ¢ases, to be outweighed by the remaining 
circumstances surrounding the transaction. 

The advisory group also considered whether the present definition 
of section 306 stock in the case of corporate reorganizations and 
separations should be revised and whether the interpretation of this 
definition by the regulations was appropriate. The regulations, at 
section 1.306-3 (d), provide that— 

Ordinarily, section 306 stock includes stock which is not common stock received 

in pursuance of a plan of reorganization (within the meaning of sec. 368 (a)) or 
received in a distribution or exchange to which section 355 (or so much of sec. 
356 as relates to sec. 355) applies if cash received in lieu of such stock would have 
been treated as a dividend under section 356 (a) (2) or would have been treated 
as a distribution to which section 301 applies by virtue of section 356 (b) or 
section 302 (d). 
In addition, the regulations contain an example to the effect that 
preferred stock exchanged for preferred stock of a new issue in a 
recapitalization is not section 306 stock if the preferred stock ex- 
changed is not section 306 stock and if the new preferred stock is not 
substantially different from the preferred stock previously held. The 
advisory group does not recommend any legislation with respect to 
this matter. It believes that the interpretation of the present statu- 
tory test by the regulations provides a satisfactory interpretation of 
the statute, particularly in view of the example relating to the exchange 
of preferred stock for new preferred stock. 

In addition to the foregoing matters, the advisory group considered 
generally the exceptions contained in section 306 (b) to the rules of 
taxation provided by section 306 (a). The advisory group does not 
recommend any legislation with respect to these exceptions. 

The advisory group has considered a number of additional problems 
with respect to section 306. In general, these problems relate to 
matters of greater complexity than the matters discussed above. The 
advisory group is continuing to study these problems and may, at a 
later time, make recommendations with respect to them, 


SECTION 8. BASIS OF STOCK AND STOCK RIGHTS AC- 
QUIRED IN DISTRIBUTIONS—AMENDMENT OF SEC- 
TION 307 


Additional limitation on application of zero basis rule-—The advisory 
group recommends that the zero basis rule applicable in the case of 
distributions of stock rights be limited to situations where the aggre- 
gate fair market value of the rights received by the taxpayer from the 
distributing corporation does not exceed $1,000 at the time of the 
distribution. This limitation, as well as the existing requirement 
that the fair market value of the rights must be less than 15 percent 
of the fair market value of the old stock at the time of distribution, 
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is desirable in order to confine the rule to situations involving rela- 
tively small amounts of basis. Where the amount of basis is substan- 
tial the failure to allocate basis as provided by the general rule may 
have a substantial tax effect and may, in some cases, be subject to 
abuse. For example, a substantial amount of stock may be acquired 
just before a distribution of stock rights is made. The shareholder 
then receives the stock rights and exercises them. The distribution 
of the stock rights may temporarily depress the selling price of the 
stock. If the zero basis rule provided i section 305 (b) is applicable, 
the shareholder may be able to realize a loss on the sale of the stock 
with respect to which the stock rights were distributed since the 
basis of such stock will not have been reduced by reason of the dis- 
tribution. If the shareholder is a dealer, his loss will be an ordinary 
loss, deductible against ordinary income. If he is not a dealer, the 
loss on the sale will be a short-term capital loss which can be offset 
against any capital gains the shareholder may have. (The taxpayer’s 
short-term capital gains, in the absence of such an offset, would 
otherwise be taxed as ordinary income.) The steck acquired by 
virtue of the exercise of the rights can be held for 6 months and sold 
as a capital asset, thereby obtaining long-term capital gain or loss 
treatment. (In the case of a dealer, the stock must, within 30 days 


after receipt, be clearly identified in the dealer’s records as a security 
held for investment in order to acquire status as a capital asset.) 
Extension of zero-basis rule to fractional shares of stock.—The advis- 
ory group considered extending the zero-basis rule provided by section 
307 (b) for certain stock rights to fractional shares of stock received 
by reason of a nontaxable dividend. Where a corporation makes a 


distribution of its stock to which section 305 (a) applies and, by 
reason of the number of shares owned by a shareholder, he receives 
a fractional share of stock (or an interest therein, as scrip) it is neces- 
sary under present law to allocate the basis of the stock with respect 
to which the distribution was made between that stock and the new 
stock received. The purpose and effect of the zero-basis rule pro- 
vided by section 307 (b) in the case of stock rights is to eliminate 
the necessity for making negligible basis allocations and thereby sim- 

lifying basis computations. However, in the case of fractional share 
flividends, as contrasted to distributions of stock rights, the applica- 
tion of a zero-basis rule, without more, would not eliminate the 
necessity for complicated basis adjustments. The advisory group 
believes that it is not desirable to amend the statute with respect to 
such distributions unless a statutory rule of general application can 
be developed which will avoid such complexities. No such rule has 
yet been developed. 


SECTION 9. TAXABILITY OF CORPORATION ON DISTRI- 
BUTION—AMENDMENTS OF SECTION 311 


Technical amendment.—Section 311 (a) has been amended to list the 
additional exception contained in subsection (b) of section 9 of the 
proposed amendments and to list the exception contained in section 
16 (a) of the proposed amendments. 

Tax treatment of inventory assets distribution.—Present law under 
section 311 provides that, except in two limited instances (relating 
to LIFO inventory and liabilities in excess of basis), the corporation 
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is not taxed on property distributed to shareholders with respect to 
their stock. The proposed amendment would, by adding a new sub- 
section (d) to section 311, modify the general rule somewhat in the 
case of certain specified distributions of inventory assets. : 

The purpose of the proposed amendment is to prevent the allowance 
to a corporation of any double offset to its gross income through the 
distribution to shareholders of items which otherwise would be sold 
in the course of business or produce ordinary income. Under the 
proposal deductions, credits, and allowances attributable to the dis- 
tributed items would be restored and the inventory account of the dis- 
tributing corporation with respect to those items would be readjusted. 

Under the proposed amendment, it is made clear that the inventory 
assets referred to are similar to those with respect to which earnin 
and profits adjustments are made under section 312 (b) (2). While 
it is apparent that the chief application of the proposed amendment 
will relate to property which is properly includible in inventory or 
held for sale to customers it may also be made applicable to “‘unreal- 
ized receivables” in any instances where the purchase and carrying of 
these items by the distributing corporation would have resulted in the 
incurring of such costs. 

Under paragraphs (1) and (2), it is intended that the distributing 
corporation shall restore to gross income any deductions, or other 
credits or allowances (whether or not technically deductions) relating 
to the distributed inventory assets. Thus, if the distributed items 
were agricultural products with respect to which expenses of fertiliza- 
tion or other items were incurred, it is intended that the cost thereof 
be included in the gross income of the distributing corporation for the 
taxable year of the distribution. 

It is intended that the precise manner in which such costs shall be 
restored and the determination of the extent to which costs shall be 
allocable to the distributed assets shall be determined under regula- 
tions prescribed by the Secretary. In this regard, it is the intention of 
the advisory group that only costs directly attributable to the inven- 
tory assets under a recognized method of accounting be taken into 
account except in unusual instances. Where an option exists as to 
the manner of treatment of any item, such as in the case of deprecia- 
tion, it is intended that such an item be restored to income, if it was, 
in fact, taken into account as part of the cost of carrying the inventory. 
The general rules of paragraphs (1) and (2) will be applied whether or 
not the item in question results in a reduction of the distributing cor- 
poration’s taxes. 

Under paragraph (3), a rule is prescribed with respect to inventory 
itself. It is intended in this respect that Revenue Ruling 57-490 
(I. R. B. 1957-43, 23) shall apply and that, in the case of any inventory 
assets distributed, an adjustment will be made effecting the removal of 
the assets and any costs pertaining thereto from the opening inventory 
and/or subsequent cost records of the corporation for the year in 
which the distribution is made. 

In such case the costs relating to items deemed to have been dis- 
tributed will measure the amount of income to be restored. Such 
determinations shall be made under regulations prescribed by the 
Secretary or his delegate. In making this determination due regard 
will be given to the effect, if any, of the application of section 311 (b). 
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SECTION 10. DEFINITION OF INDEBTEDNESS OF A COR- 
PORATION—AMENDMENTS OF SECTION 317 


Clarification of the status of indebtedness to shareholders.—Under the 
existing administrative practice and court decisions there is consider- 
able uncertainty as to the proper income-tax treatment of corporate 
debt obligations held by shareholders. The problem has been fruitful 
of much controversy and litigation during recent years. The uncer- 
tainty is illustrated by the recent decision of the Court of Appeals for 
the Second Circuit in Gilbert et al. v. Commissioner, which involved 
advances to a corporation by its two stockholders. The court 
remanded the case to the Tax Court because of its failure to specify 
the standards it followed in concluding that the advances constituted 
contributions to capital rather than loans. Yet, as indicated by the 
separate opinions of each of the three judges, the appellate court could 
not agree upon what standards Congress intended should be followed 
in determining the status of the advances for tax purposes. 

The advisory group recommends that consideration be given to the 
desirability of providing greater certainty in this area as a guide to 
taxpayers, administrators, and courts in ordinary cases. The proposed 
section 317 (c) is designed to apply only to the clearest types of obliga- 
tions, and is intended to be without prejudice to the determination 
of the status of other alleged obligations not coming within its strict 
requirements. It is believed that such a provision would be of special 
benefit to small incorporated businesses and the owners thereof; for, 
unlike publicly held corporations, small closely held corporate busi- 
nesses must often look to their stockholders as the only source of 
borrowed money. The proposed provision may be enacted or rejected 
without effect upon the other recommendations of the advisory group. 

Technical clarifying amendment.—Section 317 (b) provides that “for 
purposes of this part”’ (i. e., pt. 1 of subch. C) if a corporation acquires 
its stock from a shareholder in exchange for property and holds it as 
treasury stock, such stock shall be treated as redeemed. Since part II 
of subchapter C also deals to some extent with redemptions of stock, 
the advisory group recommends that, for clarification purposes, sec- 
tion 317 (b) be amended by changing the word “‘part”’ to ‘“‘subchap- 
ter.” This is accomplished by the proposed amendment to section 


317 (b). 


SECTION 11. CONSTRUCTIVE OWNERSHIP OF STOCK— 
AMENDMENT OF SECTION 318 


Attribution from grandparents.—Section 318 (a) (1) of the present 
law provides that stock owned by grandchildren is to be considered 
owned by their grandparents, but stock owned by grandparents is not 
considered owned by their grandchildren. In the proposed revision of 
section 318 the advisory group recommends that there be attribution 
of stock owned by grandparents to their grandchildren. This change 
in present law serves to make the rules of stock attribution more 
symmetrical, and is supported by the natural expectation of inheri- 
tance of stock by lineal descendants. 

Attribution in case of spouses separated by interlocutory divorce 
decrees.—Section 318 (a) (1) in the present law provides that there 
shall be no attribution of stock between spouses legally separated 
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under a decree of divorce. However, cases arising in other contexts 
(such as the right to file a joint return) have interpreted the phrase 
“decree of divorce’’ as not including an interlocutory decree of divorce. 
(See Joyce Primrose Lane, 26 T. C. 405 (Acq.); Marriner S. Eccles, 208 
F. 2d 796 (Acq.); Revenue Ruling 57-368, L R. B. 1957-32, pp. 7 and 
23.) The advisory group recommends that section 318 (a) (1) be 
amended to provide specifically that there will be no attribution be- 
tween spouses separated under an interlocutory decree of divorce. 

Attribution from and to partnerships, estates, trusts, and corpora- 
tions.—Under the present rules of section 318 (a) some of the most 
difficult problems have arisen because of the reattribution of stock 
into and out of partnerships, trusts, estates, and corporations. Thus, 
under present law, stock owned by a partner is treated as owned by 
any partnerships of which he is a member; and according to the reg- 
ulations and the literal statutory language, the stock thus construc- 
tively owned by the partnership is again attributed to the other part- 
ners in proportion to their interests in the partnership. Similar 
reattribution exists among co-beneficiaries of estates and trusts and 
stockholders of corporations. In the proposed revision it is recom- 
mended that this reattribution aspect of the attribution rules be elim- 
inated. Separate subdivisions have been drafted, with the rules of 
attribution from such entities incorporated in paragraph (2) and the 
rules of attribution to such entities included in paragraph (3). Para- 
graph (5) (C) then provides that stock attributed to the entities under 
paragraph (3) shall not be reattributed under paragraph (2). 

(a) Attribution from partnerships, estates, trusts, and corporations.— 
Under present section 318 stock owned by a partnership, estate, trust, 
or corporation is considered owned proportionately by the partners, 
beneficiaries, and shareholders. This principle is retained. However, 
some changes have been made in its application. 

Under present section 318 (a) (2) (C) (i) stock owned by a corpora- 
tion is considered owned by a shareholder only if that shareholder 
owns 50 percent or more in value of the stock of the corporation. 
The advisory group recommends that this 50-percent limitation on 
attribution be eliminated. A shareholder has a beneficial interest in 
stock owned by a corporation of which he is the owner just as the 
partner does in stock owned by a partnership. It is believed that the 
attribution rules rest on ownership of the beneficial interest in stock 
and not on principles of control of the stock. One of the main effects 
of the 50-percent limitation in present section 318 is to limit the 
reattribution described above. In view of the proposed elimination 
of reattribution in such cases there seems to be no need to retain this 
distinction between partnerships and corporations. 

It is recommended, however, that a 5-percent limitation be inserted 
in all cases. This will eliminate de minimis computations so that 
persons having small interests in corporations, partnerships, trusts 
and estates can ignore the attribution computations. See proposed 
section 318 (a) (2). 

The method of computing the proportion of ownership of a corpora- 
tion by a shareholder under present law is based on the value of the 
shareholder’s stock ownership. The advisory group feels that this 
method should be retained. However, it is proposed that preferred 
stock be specifically eliminated from such computations of value. 
See proposed section 318 (a) (2) (C). 
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In the case of attribution of stock from a partnership to a partner, 
present section 318 does not state how this proportion is to be 
measured. The advisory group recommends that it be specifically 
provided that this proportion be based on either interest in profits or 
in capital of a partnership, whichever is greater, in the case of the 
partner to whom the stock of the partnership is being attributed. 
See proposed section 318 (a) (2) (A). 

Under present law attribution of stock owned by a trust to a bene- 
ficiary is made in accordance with the beneficiary’s actuarial interest 
in the trust. However, attribution of stock owned by estates to 
beneficiaries is made in accordance with the beneficiary’s present 
interest in the estate. The advisory group recommends that estates 
and trusts be treated alike for purposes of determining the propor- 
tionate interest of beneficiaries. It recommends that in both instances 
this proportion be determined on an actuarial basis. A number of 
other means were considered but were determined to be too complex. 
Adopting the rules applicable to estates, which would provide for 
sitterarieon only to present income beneficiaries, is felt to be inadvisable 
for purposes of subchapter C. For example, if the income beneficiary 
of an estate or trust is of an advanced age it would not seem appropri- 
ate to ignore entirely the interest of the remaindermen. See proposed 
section 318 (a) (2) (B). 

Where stock owned by an estate has been specifically bequeathed 
to certain beneficiaries the advisory group recommends that this 
stock not be attributed to other beneficiaries. This stock would be 
attributed only to the beneficiaries to whom it is specifically be- 
sooner and in proportion to their relative interests in the stock. 

ikewise, where a beneficiary of an estate is specifically bequeathed 
property other than the stock in question, the advisory group recom- 
mends that the stock should not be attributed to that beneficiary, 
but should be attributed exclusively to the other beneficiaries in 
proportion to their interest in the remainder of the estate excluding 
the property specifically bequeathed. See proposed section 318 (a) 
(2) (B) @. 

(b) Attribution to partnerships, estates, trusts, and corporations.— 
Present law provides for attribution to a partnership of stock owned 
by partners, attribution to an estate of stock owned by beneficiaries, 
attribution to a trust of stock owned by beneficiaries except where 
the beneficiary has only a remote contingent interest in the trust, and 
attribution to a corporation of stock owned by a shareholder who 
owns 50 percent or more in value of the stock of a corporation. 

The advisory group recommends that with respect to attribution 
to partnerships, estates, and trusts, stock be attributed from the 
owner to the partnership, estate, or trust only where the owner has 
an interest of 5 percent or more in that entity. This 5-percent interest 
is to be computed on the same basis as the 5-percent interests are 
computed for purposes of attribution from such entities. This 
recommendation involves the following changes from present law: 

(1) There will be no attribution from beneficiaries to trusts 
where the beneficiary has less than a 5-percent actuarial interest, 
regardless of whether that interest is vested or contingent, whereas 
under present law there is attribution if the beneficiary’s interest 
is vested. (See proposed sec. 318 (a) (3) (B).) 

(2) There will be no attribution from beneficiaries to estates 
where the beneficiary has an actuarial interest of less than 
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5 percent in the estate, whereas under present law there is 
attribution from all beneficiaries to estates. Further, under 
the proposed revision, stock owned by the beneficiary will not 
be attributed to the estate if the beneficiary cannot under any 
circumstances receive from the estate any interest in the cor- 
poration actually owned by the estate or in the proceeds of 
disposition thereof. Under this latter rule, for example, stock 
owned by a beneficiary will not be attributed to the estate if 
the beneficiary’s only interest in the estate consists of a specific 
bequest of real property; but it will be so attributed if he is to 
be the recipient of a bequest of a sum of money or is a residuary 
legatee, if he has an interest of 5 percent or more in the estate. 
(See proposed sec. 318 (a) (3) (B).) 

(3) There will be attribution from partners to partnerships 
only if the partner has a 5-percent interest in either the capital 
or profits of the partnership, whereas under present law there is 
attribution from all partners to partnerships. (See proposed 
sec. 318 (a) (3) (A).) However, attribution from partners to 
partnerships will have no effect with respect to the operation of 
the substantial disproportionality rule of section 302 (b) (2) in 
the case of redemption of stock owned by a partnership, in view 
of the proposed special provision in section 302 (b) (2) (D). 

The advisory group recommends that the rule of present law 
restricting attribution from a shareholder to a corporation to cases in 
which the shareholder owns 50 percent or more in value of the stock 
of the corporation be retained. (See proposed sec. 318 (a) (3) (C).) 
The attribution to a corporation of all stock owned by minority share- 
holders can result in unfairness, since there may be no practical work- 
ing relationship between them and the corporation or the other share- 
holders, and the information as to their holdings in other corpora- 
tions may be difficult to obtain. Where necessgry in other sections 
of subchapter C (as, for example, in the proposed section 304 (c) (2)) 
the 50-percent requirement can be reduced by specific provision in 
such sections. Under the proposed revision of section 318 (a) (3) (C) 
stock which is limited and preferred as to dividends will be excluded 
in determining the 50-percent ownership. 

Options.—The advisory group considers that option attribution 
under present section 318 includes rights contained in convertible 
securities as well as other rights to acquire unissued stock. While no 
legislative change is recommended in this respect, an amendment to 
section 302 (relating to redemptions of stock) has been recommended 
under which for purposes of section 302 option attribution will not 
extend to options to acquire unissued stock where the option price 
equals or exceeds the price received on the redemption. (See sec. 302 
(c) (3) of suggested revision.) The advisory group also feels that it 
should be left for the regulations to specify that in cases where a 
shareholder has an option to acquire unissued stock from a corpora- 
tion, this unissued stock is not to be considered outstanding stock of 
the corporation for making any computations in the case of other 
shareholders. 

The advisory group believes that further consideration should be 
given to the matter of attribution in the case of options. (See the 
comments under Section 3: Distributions in Redemption of Stock— 
Amendment of Section 302.) 
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Operating rules.—In view of the new limitations on reattribution 
contained in paragraph (5) (C), it is recommended that the priority of 
the option attribution rules be expanded to take precedence over all 
other rules. This is accomplished in paragraph (5) (D). 

Paragraph (5) (E) of the proposed revision incorporates certain 
rules now found in section 1.318-1 (b) of the regulations. The specific 
inclusion of these rules in the statute seems advisable. Paragraph (5) 
(E) also contains in clause (iii) a specific statement that the rules of 
stock attribution are to apply in making the 5-percent computation 
required in paragraph (2) (C) and the 50-percent computation re- 
quired in paragraph (3) (C) of the proposed revision. 


SECTION 12. GAIN OR LOSS TO SHAREHOLDERS IN COR- 
PORATE LIQUIDATIONS—AMENDMENT OF SECTION 331 
AND REPEAL OF SECTION 333 


A. EXISTING LAW 


Section 331 of present law treats a partial or complete liquidation 
of a corporation as representing a sale by the shareholder of his 
interest in the corporation. Speaking generally, the shareholder 
realizes capital gain or loss in the amount of the difference between 
his basis for his stock and the fair market value of the property he 
receives in the liquidation. This rule creates two significant difficulties: 

1. Tazation of gain without change in beneficial ownership.—While 
the transfer of assets by individuals in exchange for the stock of a 
new corporation upon its organization is not treated as a taxable 
transaction (sec. 351), a transfer of the assets from the corporation 
to the individual shareholders upon liquidation of the corporation 
is treated as a sale by the shareholders of their stock in the corpora- 
tion. Gain or loss to the shareholders is recognized even though no 
beneficial interest in the assets has passed from them to third parties. 
Thus if A owns real estate which cost $10,000 and is worth $25,000, 
he may transfer the property to a newly organized corporation in 
exchange for its stock without tax; but if thereafter he dissolves the 
corporation and receives back the same property in complete liquida- 
tion of the corporation, he is subjected to tax on $15,000 of gain. 

The harshness of the rule subjecting a stockholder to capital-gains 
tax on appreciation in corporate assets when he merely dissolves 4 
corporation without selling the assets to third parties has been allevi- 
ated from time to time in a provision now contained in section 333. 
This section, in general, permits nonrecognition of gain or loss to the 
shareholder if the corporation is completely liquidated within a period 
of one calendar month, but subject to two important exceptions: (1) 
Gain is recognized to the extent of any cash and to the extent of any 
stock or securities acquired by the corporation after 1953, and (2) to 
the extent of any accumulated earnings or profits of the corporation 
gain is recognized and taxed to the shareholder as a dividend. Section 
333 is not mandatory in its operation, but may be invoked at the 
election of 80 percent of the shareholders. Because of the drastic 
effect of taxing the accumulated earnings as a dividend at surtax 
rates to the shareholders at the time of the liquidation, and because 
of the other complexities of the present provision, it has been used 
by shareholders only to a very limited extent. The advisory group 
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understands that in the entire history of this provision only some 
1,500 corporations have elected to be governed by its rules. 

2. Conversion of ordinary income into capital gain.—The general 
treatment of a corporate liquidation as the equivalent of a sale by 
the shareholder of his stock permits individual shareholders to make 
use of a corporation in order to convert into capital gain (with a 
maximum tax of 25 percent) profits which would be ordinary income 
to them (taxable up to 91 percent) in the absence of a corporation. 
For example, assume that an individual pays $10,000 into a new 
wholly owned corporation for all its souls The corporation pur- 
chases for $10,000 inventory which soon appreciates in value to 
$25,000. The individual may, if there is no special statutory barrier, 
dissolve the corporation, pay a capital gains tax on $15,000 and sell 
the inventory without any profit being subjected to tax as ordinary 
income either in the hands of the corporation or in the hands of the 
individual, 

In an effort to prevent such abuses, the 1954 Code contains a pro- 
vision in section 341 relating to so-called collapsible corporations. 
Originally enacted in 1950 een to deal with certain temporary 
motion picture corporations and real estate construction corporations, 
it was extended in 1951 to cover corporations owning appreciated 
inventories and in 1954 to corporations having a broad category of 
so-called unrealized receivables and numerous items of real property 
and depreciable property used in trade or business. 

In existing law a collapsible corporation is one formed or availed of 
principally for the manufacture, construction or production of prop- 
erty, or the purchase of certain property, with a view to the sale or 
exchange of the stock by the shareholders before the corporation real- 
izes a substantial part of the taxable income to be derived from the 
ore. There is a possibility that section 341 today may not only 

e a shield to protect the revenue against conversion of ordinary 
income into capital gain, but that it may also be an offensive weapon 
to convert into ordinary income items which would clearly be capital 
gain if the shareholders had not made use of a corporation. It has 
the further defect of depending for its application upon the intention 
of the shareholders of the corporation, and is difficult of application 
on a consistent and nondiscriminatory basis. 

In the internal-revenue bill of 1954 (H. R. 8300) in the form in 
which it passed the House of Representatives, the Code would bave 
been amended to adopt a different approach to the matter of corporate 
liquidations and collapsibles. The basic principle of the House bill in 
1954 was to treat a corporate liquidation as a transaction on which 
gain would not be recognized to a shareholder except to the extent that 
the basis to the corporation for its assets distributed in the liquidation 
exceeds the basis to the shareholders of their stock in the corporation. 
Witb respect to a shareholder who had held his stock throughout the 
corporate existence, the excess of corporate asset basis over his stock 
basis will, in general, represent the accumulated earnings and profits 
of the corporation. This will also be true, in general, with respect to 
a shareholder who has purchased his stock from another stockholder, 
if there is taken into account the capital gain or loss realized by the 
predecessor holders of the stock on the sales made by them. Thus, 
under this system, income derived by the corporation would bear a 
corporate income tax and if not distributed out as a dividend would 
hear, in addition, a capital-gains tax to the shareholders upon the sale 
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of the stock or liquidation of the corporation, except to the extent 

such income is offset by any depreciation in value of the corporate 

assets. Unrealized appreciation in the corporate assets would not be 

woe into account in determining the liquidation gain of the share- 
older. 

This approach of the 1954 bill as it passed the House of Representa- 
tives was not adopted in the final version of the 1954 Code. Instead, 
the final Code returned to the prior law with a number of modifica- 
tions in the area of “collapsible corporations.” After considerable 
deliberation, the advisory group has concluded that the approach of 
the House bill in 1954 is fundamentally sound and should be adopted, 
but with a number of important changes which, it believes, remove 
the principal objections made to the House bill at that time. 


B. PROPOSED REVISION OF SECTION 831 


Section 12 (a) of the proposed amendments revises section 331 
of the Code. In the proposed revision, section 331 (a) would con- 
tinue the rules of existing law that amounts distributed in complete 
liquidation of the corporation shall be treated as in full payment 
in exchange for the stock, and amounts distributed in partial liqui- 
dation shall be treated as in part or full payment in exchange for 
the stock. Thus the amount of gain or loss realized in the transaction 


would continue to be computed, as in existing law, by the difference 
between (1) the value of the assets received and (2) the basis to the 
shareholder of the stock plus the corporate liabilities assumed by the 
shareholder and liabilities to which the distributed property is subject. 


However, in the proposed revision there would be inserted a new 
section 331 (b) dealing with the extent to which the realized gain will 
be recognized to the shareholder. Sections 331 (b) (1) and (2) in the 
revision deal with cases in which gain is realized by the shareholders. 
Section 331 (b) (1) (A) provides, in general, that if the adjusted 
basis to the corporation for the assets distributed in liquidation (in- 
creased by any gain recognized to the corporation upon the distribu- 
tion—which might occur by virtue of secs. 311 or 453 (d)) exceeds the 
sum of the basis to the shareholder for his stock plus the corporate lia- 
bilities assumed by him in the liquidation and the liabilities to which 
the property is subject, then gain will be recognized only to the extent 
of such excess. Section 331 (b) (1) (B) provides, in general, that if 
there is no such excess no gain will be recognized on the liquidation. 
While these two rules sald be combined in a single paragraph, they 
have been stated in separate subparagraphs in order to facilitate the 
statement in section 334 of the rules applicable in determining the 
basis to the shareholder of the assets distributed to him. 

In section 331 (b) (3) it is provided that any loss realized by the 
shareholder will be recognized to him as under existing law. 

The following examples illustrate the operation of these rules: 

(1) Assume the shareholder has a basis for his stock of $10,000 
and the property distributed in complete liquidation has a value 
of $30,000. The adjusted basis to the corporation for the dis- 
tributed property is $25,000. The gain realized on the liquida- 
tion is $20,000 (value of $30,000 minus stock basis of $10,000), 
but the amount of gain recognized to the shareholder will be only 
$15,000 (corporate asset basis of $25,000 minus stock basis of 
$10,000). (See sec. 331 (b) (1) (A).) 
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(2) Assume the same facts as to stock basis and value of assets 
distributed, but assume that the basis to the corporation of the 
assets distributed is $9,000. Again the amount realized is 
$20,000 (value of $30,000 less stock basis of $10,000), but no 
gain will be recognized to the shareholder because the corporate 
asset basis ($9,000) is not in excess of the stock basis ($10,000). 
(See sec. 331 (b) (1) (B).) 

(3) Assume again that the stock basis is $10,000, but that the 
value of the assets distributed is only $7,000. There is, therefore, 
a loss of $3,000 realized on the liquidation ($10,000 stock basis 
minus $7,000 value of assets distributed). In that event, regard- 
less of the basis to the corporation for the assets distributed, the 
entire realized loss of $3,000 would be recognized to the share- 
holder. In such event it would be immaterial whether the 

’ corporate asset basis was greater than, or less than, the stock 

basis. (See sec. 331 (b) (3).) 

These rules would apply also where property is distributed in 
redemption of stock under section 302 (a). 

Under section 331 (b) (2) of the proposed revision gain would be 
recognized in the case of certain distributions in liquidation or in 
redemption of stock of collapsible corporations. Such distributions 
would be dealt with in a new section 343 designed to forestall any 
significant conversion of ordinary income into capital-gains tax by 
the device of liquidating a corporation, selling its stock, or selling 
the corporate assets without corporate tax under section 337. See 
the comments, infra, under D. Collapsible Corporations. The present 

rovisions of section 341 dealing with collapsible corporations would 
e repealed. Also, the present provisions of section 333 dealing with 
liquidations within one calendar month would be repealed. 

The American Law Institute, in whose studies the outlines of this 
approach were originally developed, suggested that, except in the case 
of collapsible corporations, the limitation on the recognition of gain in 
corporate liquidations be made elective with each shareholder. The 
advisory group recommends, however, that the system described 
herein not be made elective but be made applicable in all cases. The 
advisory group believes that an elective system would create unneces- 
sary administrative complexities and would interfere with the uniform 
application of the Internal Revenue Code. 

The American Law Institute had also suggested that the limitation 
on recognition of gain be made inapplicable in the case of certain 
publicly held corporations. The advisory group believes that a 
distinction between publicly held and closely held is not necessary and 
recommends that the rule have uniform application. 

The American Law Institute studies proposed that the recognition 
of gain to the shareholder be measured by reference to his ratable share 
of the entire basis to the corporation of all its assets distributed in the 
liquidation instead of by reference to the basis of the particular assets 
distributed to the taxpayer. While the use of the shareholder’s 
ratable share of the entire corporate asset basis would be feasible, the 
advisory group concluded on balance that the operation of the system 
would be simplified if the shareholder were required to compute his 
recognized gain by reference to the basis of the particular assets dis- 
tributed to him. While this might produce different results for dif- 
ferent shareholders if each does not receive his ratable share of the 
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corporate asset basis in the distribution, it is believed that this is a 
matter which can be satisfactorily adjusted by the shareholders 
between themselves in working out the plan of liquidation. Com- 
parable problems of basis have existed for many years in the area of 
distributions in kind by partnerships, estates, and trusts and have 
caused no particular iffeulty. © serious opportunities for tax 
avoidance would exist, for if any substantial amount of noncapital 
assets are distributed in the liquidation and each shareholder does not 
receive his ratable share of the noncapital assets, the special rules of 
section 343 will be applicable to protect the revenue. 


C. PROPOSED REVISION OF SECTION 384 (a) 


Section 14 (a) of the proposed amendments revises section 334 of 
the code. In the proposed revision section 334 (a), which now deals 
with the basis of property received by a shareholder in partial or com- 
plete liquidations, would be extended to property received in redemp- 
tion of stock entitled to capital gain treatment under section 302 (a). 

Section 334 (a) (1) would provide as a general rule that the basis 
of property received in the liquidation or redemption is the fair 
market value at the time of distribution. This provision would apply, 
for example, wherever the value of the assets distributed is less than 
the basis to the shareholder for his stock in the corporation. It would 
apply also where there is a gain realized on the liquidation if the value 
of the assets distributed is less than their basis in the hands of the 
corporation. 

Two exceptions would be made, however, to cover cases in which 
there is a gain realized on the distribution but the basis to the cor- 
poration for the assets distributed is less than their fair market value 
at the time of the distribution: 

(1) If there is a gain realized on the liquidation and the 
corporate asset basis is greater than the stock basis but less than 
the value of the assets, then the basis to the shareholder of the 
property distributed to him will be the same as the basis which 
the property had in the hands of the corporation immediately 
before the istribution. For example, if stock basis is $10,000, 
corporate asset basis is $25,000 and corporate asset value is 
$30,000, then the basis of the corporate asset to the shareholder 
after liquidation will be $25,000—the same basis it had in the 
hands of the corporation. See section 334 (a) (2). (Under sec. 
331 (b) (1) (A), the gain recognized to the shareholder will be 
$15,000.) 

(2) If there is a gain realized on the distribution, but the cor- 
porate asset basis is less than the stock basis, then the basis of 
the property to the shareholder will be the same as the basis to 
him for his stock in the corporation. For example, if stock basis 
is $10,000, corporate asset basis is $9,000 and corporate asset 
value is $30,000, the basis of the asset to the shareholder following 
the liquidation will be $10,000. See section 334 (a) (3). (Under 
sec. 331 (b) (1) (B) no gain will be recognized on the liquidation.) 

If several properties are distributed to the a enaiiie in the 
liquidation, the aggregate basis of such properties in the hands of the 
shareholders will be allocated among the several properties under 
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regulations to be prescribed by the Secretary or his delegate. The 
advisory group concluded that it is advisable to leave this matter of 
detail to Sogubitinss A similar situation has existed in section 333 
for many years, as well as in section 358, without specific rules being 
set forth in the statute. The advisory group assumes that the regu- 
lations under section 334 (a) (3) will contain provisions comparable 
to those in present section 333 under which any adjustment required 
by reason of. the assumption by the shareholder of a corporate liability 
constituting a specific lien on property distributed will be made in 
the basis of the particular property on which the lien exists. Moreover, 
the advisory group believes that appropriate regulations under 
section 334 (a) (3) should allocate first to each asset received an 
amount equal to the adjusted basis which that asset has in the hands 
of the corporation; then the excess of the shareholder’s stock basis 
over the aggregate basis to the corporation of the assets distributed to 
him should generally be allocated among the properties received in 

roportion to the unrealized appreciation on those assets in the 
banda of the corporation. 


D. COLLAPSIBLE CORPORATIONS 


Section 16 of the proposed amendments would add a new section 
343 to the code. Section 343 is designed to replace section 341 of 
existing law, which would be repealed. 

The proposed new section 343 differs from section 341 of existing 
law in three principal respects: 

(1) It would operate entirely by objective tests and would not 
depend for its application upon the intention of the shareholders. 
Present section 341 applies only if a corporation is “formed or 
availed of principally” for certain proscribed purposes ‘with a 
view to’’ a sale or exchange of the stock by the shareholders at a 
gain before realization by the corporation of a substantial part of 
the taxable income to be derived from its property. Proposed 
section 343 would not depend for its operation upon the intention 
of the parties—a matter obviously difficult to determine. 

(2) Under present law if section 341 applies, the entire gain 
from the sale or exchange of the stock of the corporation is 
treated as ordinary income taxable at surtax rates. Proposed 
new section 343 would tax to the shareholders at ordinary rates 
only the gain attributable to property which, if sold by the cor- 
poration on by the individuals if there had been no corporation), 
would have produced ordinary income. 

(3) Present section 341, while originally adopted in order to 
prevent use of a corporation to convert ordinary income into 
capital gain, may operate in many cases to convert into ordinary 
income what might be capital gain to the shareholders if no 
corporation were used. However, in general, section 343 would 
not tax to shareholders as ordinary income items which would be 
capital gain to them if no corporation were used by them. 

Sales of stock to persons other than the issuing corporation.—In order 
to prevent the use of a corporation to convert ordinary income into 
capital gain, proposed section 343 (a) provides that in certain cases 
part or all of the gain realized on the sale or exchange of the stock of 
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a collapsible corporation will be treated as gain from the sale of prop- 
erty which is not a capital asset. For example, in the case of a sale of 
stock of a collapsible corporation to a person other than an issuin 
corporation, section 343 (a) (1) (A) provides in general that so muc 
of the shareholder’s gain on the sale or exchange of stock as is equal 
to such stock’s adele share of the unrealized appreciation on section 
343 assets (i. e., those assets which if sold sad produce ordinary 
income) will be treated as gain from the sale of property which is not 
a capital asset. 

Thus assume that A organizes a corporation and acquires its stock 
for $10,000. The corporation uses the funds to purchase inventory 
which appreciates in value to $25,000. A then sells all of his stock to 
X for $25,000. A’s gain of $15,000 will be treated as ordinary income 
because it represents unrealized appreciation in inventory. (See pro- 
posed sec. 343 (a) (1).) If X, the purchaser of the stock, liquidates 
the corporation, he will have no gain or loss on the liquidation. Under 
section 334 the purchaser will take over the inventory upon the liqui- 
dation at a cost of $25,000. 

This rule is to be contrasted with that contained in H. R. 8300 in 
the form in which it passed the House of Representatives. In that 
bill A’s $15,000 profit on the sale would have constituted capital gain 
to him, but upon liquidation of the corporation X would have had to 
take over the inventory at the corporate cost of $10,000 despite the 
fact that he had actually paid $25,000 to acquire it. This obvious loss 
of basis to the purchaser, which was one of the principal objections to 
these provisions in the 1954 House bill, has been eliminated in the 
present proposals. 

As a further illustration, assume that the corporation’s inventory, 
having a cost of $10,000 had appreciated only to $20,000. Assume 
further that the corporation had cash of $5,000, representing taxable 
profits derived by it from its operation. If A sells all the stock to 
X for $25,000, A’s $15,000 gain on the sale of his stock would be 
treated as ordinary income only to the extent of the $10,000 apprecia- 
tion in inventory. (See proposed sec. 343 (a) (1).) The remaining 
$5,000 of his gain, representing realized corporate profits, would be 
treated as capital gain to him. 

If in the latter illustration A sold only one-half of his stock to X 
for $12,500, realizing a gain on the sale of $7,500, $5,000 of the gain 
(attributable to inventory appreciation) would be ordinary income and 
the balance of $2,500 would be capital gain. 

Distributions in excess of earnings ond stock basis.—This rule of so- 
called fragmentation of gain is applied not only ta sales of stock of 
collapsible corporations, but also to certain distributions from a 
collapsible corporation to its shareholders. For example, if a cor- 

oration makes a distribution to shareholders, not in redemption of 
its stock, in an amount exceeding its earnings, section 301 (c) (2) re- 
quires that the amount in excess of earnings be applied against and 
reduce the adjusted basis of the stock owned by the shareholder, and 
section 301 (c) (3) (A) provides that any further excess be treated as 
gain from the sale or exchange of the stock. In the proposed revision 
section 343 (a) (1) (B) provides that so much of that gain as represents 
the shareholder’s ratable share of the unrealized appreciation in the 
corporation’s section 343 assets will be taxed to him as ordinary 
income. 
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For this latter purpose section 343 (a) (1) provides that the un- 
realized appreciation 1s calculated immediately after the distribution, 
although in all other cases it is calculated immediately before the dis- 
tribution. While ordinarily any appreciation in the distributed assets 
should be taken into account in determining the amount of share- 
holder’s gain to be treated as ordinary income, this is not true with 
respect to a distribution to which section 301 applies. In a section 
301 case, the appreciation on the distributed section 343 assets will, 
under section 312 (b), serve to increase the earnings and profits of the 
corporation for the purpose of determining the amount of the distribu- 
tion taxable as an ordinary dividend. In order to prevent any subse- 
quent duplication of ordinary income tax to the shareholder, section 
343 (a) (3) provides that upon any subsequent sale or exchange of the 
stock on which a distribution under 301 (c) (3) (A) is received, any 
amount taxable as ordinary income upon the subsequent sale or ex- 
change of the stock will be reduced by the amount of the gain on the 
distribution treated as ordinary income to the shareholders. 

Nonaliquot distributions in complete liquidation.—Section 343 (a) (1) 
(C) also provides for fragmentation of gain to the shareholder if there 
occurs a nonaliquot distribution in complete liquidation of the corpo- 
ration (including any distribution under 346 (a) (1) which is tech- 
nically treated as a partial liquidation under 346 (a) (1) but is a part 
of a series of distributions in complete liquidation). The term ‘‘non- 
aliquot” distribution is defined in section 343 (e) (3), in effect, as one 
in which the shareholder receives section 343 assets which have an 
unrealized appreciation less than 90 percent or more than 110 percent 
of the shareholder’s ratable share of all the unrealized appreciation on 
all the section 343 assets of the corporation. Thus if in the complete 
liquidation each shareholder receives substantially the same propor- 
tion of each of the section 343 assets of the corporation, or the divi- 
sion of corporate assets is made in such a way that each receives sec- 
tion 343 assets having unrealized appreciation substantially propor- 
tionate to his share of the total unrealized appreciation on all the 
section 343 assets, the rules of section 331 will be applicable and the 
shareholder will have only capital gain or loss on the liquidation. If 
there is a gain, the gain will be limited under section 331 (b) to the 
difference between his stock basis and the corporate asset basis of the 
assets distributed to him. 

This treatment cannot be permitted, however, if the section 343 
assets are distributed on a disproportionate basis since those assets 
might then be distributed to those shareholders who have a high 
basis for their stock and much of the unrealized appreciation would 
then escape taxation as ordinary income. Hence if the shareholders 
voluntarily distribute the assets on a “nonaliquot’’ basis in complete 
liquidation, then under section 331 (b) (2) and 343 (a) (1) (C) each 
shareholder will realize gain or loss in the amount of the excess of the 
fair market value of the assets distributed to him over his stock basis; 
and that part of the gain representing his ratable share of the corpora- 
tion’s unrealized appreciation on its section 343 assets will be treated 
as ordinary income to him. 

Distributions under section 337 plans.—Finally, in section 343 (a) 
(1) (D) the fragmentation rule is made applicable to distributions, 
whether aliquot or nonaliquot, in complete liquidation of a corporation 
pursuant to section 337 if by reason of the application of section 
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337 gain was not recognized to the corporation on sales of section 343 
assets Occurring pursuant to the plan. This rule is necessary to insure 
ordinary income tax treatment with respect to the gain on section 343 
assets if all such assets are sold by the corporation tax free under 
section 337 and the proceeds of sale are distributed to the shareholders 
in an aliquot complete liquidation of the corporation. In such case, 
unlike existing law which denies the benefits of section 337 to a collaps- 
ible corporation, section 337 will apply to relieve the corporation 
from tax but the shareholder’s liquidation gain will be fragmented even 
though the distribution is aliquot. 

In conjunction with this rule regarding section 337 transactions, 
section 343 (a) (5) provides that in determining that part of the 
liquidation gain which is treated as ordinary income, the section 343 
assets sold by the corporation without recognition of gain because of 
the application of section 337 will be treated as still being owned 
by the corporation immediately prior to the distribution to the share- 
holders; but in determining the unrealized appreciation on such 
assets, their fair market value and adjusted basis will be determined 
as of the time immediately prior to their actual sale or exchange by 
the corporation. In this manner the actual gain realized but not 
recognized to the corporation on its sale of the assets will be taken 
into account in determining the part of the liquidation gain taxable 
as ordinary income. 

Furthermore, in the definition of the term ‘‘collapsible corporation” 
in section 343 (e) (2), any corporation which satisfies the require- 
ments of section 337 (a) and is a collapsible corporation at any time 
on or after the adoption of a plan of complete liquidation, will be 
treated as a collapsible corporation at all times thereafter even though 
by reason of the sale of section 343 assets pursuant to the plan it 
might otherwise be removed from this category. 

Stock purchased from other stockholders——Section 343 (a) (2) pro- 
vides a limitation on the amount of gain to be treated as ordinary 
income of a shareholder if the collapsible corporation stock sold or 
exchanged by him was acquired by him from another shareholder 
who realized ordinary income on its sale by virtue of the application 
of section 343. In such case the amount of gain to be treated as 
ordinary income on the subsequent sale or exchange will be based 
upon the unrealized appreciation in section 343 assets of the corpora- 
a occurring after the acquisition of the stock by the selling share- 

older. 

For example, assume that A acquires all the stock of a corporation 
for $10,000 on its organization. The corporation invests the $10,000 
in inventory assets which appreciate to $25,000 in value. A there- 
ne sells the stock of the corporation to X for $25,000. A’s gain 
of $15,000 will be treated as ordinary income under section 343 (a) (1). 
Assume further that after the acquisition of the stock by X, the 
inventory appreciates to $35,000 in value and the corporation earns 
$5,000 in cash from operations. X thereupon sells the stock to Y 
for $40,000. Under section 343 (a) (2), X’s gain of $15,000 will be 
treated as ordinary income only to the extent of the $10,000 unrealized 
appreciation which has occurred in the section 343 assets since the 
date of his acquisition of the stock 

Stockholders owning less than 5 percent of stock.—An exception to 
the operation of the rules for fragmentation of gain is made in section 
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343 (a) (4). This exception is designed to exclude from the opera- 
tion of the rules shareholders owning less than 5 percent of the stock 
of the corporation (sec. 343 (a) (4)). As in the case of a compa- 
rable rule in present section 341, this exception will remove from 
the ambit of the collapsible corporation provision persons owning 
relatively small interests in the corporation. As in existing law, the 
5 percent is measured by value of the outstanding stock, but unlike 
existing law there is excluded stock which is limited and preferred as 
to dividends. The shareholder must not own 5 percent or more at 
any time during the period of 3 ya ending with the date of the sale 
or exchange of the stock. In determining the 5-percent ownership, 
the attribution rules of section 318 are made applicable. In existing 
law the attribution rules of the personal holding company provisions 
are used with certain extensions to include certain in-law relatives. 
The advisory group believes that the attribution rules of proposed 
section 318 (a) provide, in general, sufficient protection to the revenue 
and will prove less difficult in determining their application. 

Exception for small amounts of ordinary income.—In the proposed 
revision consideration was given to a further exception for cases in 
which the amounts treated as ordinary income to the shareholders 
under section 343 would not, in the aggregate, exceed, say, $2,500 
during the taxable year of the shareholder. This would prevent 
the necessity of applying section 343 in cases which cannot produce a 
material change in the tax of the shareholder. The first report of the 
advisory group on subchapter K has recommended an exemption for 
gain of $1,000 recognized by any partner in any transaction under 
section 751. <A dollar figure applied to each transaction might be 
difficult to police in the corporate field because of the possibility of 
piecemeal sales of stock during the year. An exception based upon an 
aggregate amount for each taxpayer in each year might make it possi- 
ble for substantial amounts of ordinary income to escape taxation via 
the scattering of ownership of stock among various members of a 
family and trusts, together with the spreading of sales of stock over 
two or more taxable years. Accordingly, no exception for small 
amounts is provided for in the pent section 343. 

As noted at the beginning of the comments concerning collapsible 
corporations, the proposed section 343 would operate entirely by ob- 
jective tests and would not depend upon the intention of the share- 

olders. Nor would it dopant upon the existence of a purpose to 
avoid Federal income tax. Instead it would operate in the main to 
fragment the gain of a shareholder between ordinary income and 
capital gain where the circumstances are such as to indicate that the 
use of a corporation would otherwise cause a conversion of significant 
amounts of ordinary income into capital gain. While the advisory 
group believes that further consideration might be given to introducing 
some further limitation upon the operation of section 343 based upon 
lack of tax avoidance purpose, it - not recommended such a pro- 
vision in the proposed amendments. 

Nonaliquot partial liquidations and stock redemptions.—Section 343 
(b) of the proposed revision would tax to a collapsible corporation, 
as ordinary income, gain on section 343 assets distributed in a non- 
aliquot distribution in partial liquidation under section 346 (a) (2) 
or in redemption of stock under section 302 (a). The normal rule of 
fragmentation of gain to the shareholder will not suffice in such a 
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case. If, for example, all the appreciated inventory of the corporation 
is distributed to one shareholder in redemption of his stock, taxing 
that shareholder on his ratable share of the unrealized appreciation 
of the section 343 assets of the corporation will permit the apprecia- 
tion in excess of his ratable share to go free of ordinary income tax. 
It would not appear feasible to tax that balance of unrealized appre- 
ciation to the remaining shareholders when no assets are distributed 
to them. In the partnership field, section 751 provides that in the 
case of such a nonaliquot distribution the remaining partners are 
deemed to sell to the withdrawing partner their pro rata interest in 
the distributed inventory assets and the withdrawing partner is 
deemed to sell to the remaining partners his pro rata interest in the 
other assets left with the partnership. This latter rule is believed 
to be too complex to introduce in the corporate field. 

Accordingly, the advisory group recommends that if a collapsible 
corporation makes a nonaliquot distribution of section 343 assets in 
partial liquidation or in redemption of stock, the corporation will be 
treated as having sold such assets to the withdrawing shareholder 
and gain will be recognized to the corporation as ordinary income. 
This result can be avoided by the corporation if the distribution is 
made on an aliquot basis. If the distribution is nonaliquot, with the 
result that the gain is taxed as ordinary income to the corporation, 
there will be no fragmentation of gain in the hands of the shareholder; 
he will derive capital gain on the liquidation or redemption exchange, 
measured by the difference between his stock basis and the fair market 
value of the assets distributed to him. 

It will be noted that if a collapsible corporation redeems stock under 
section 302 (a) but does not distribute section 343 assets to the re- 
deeming shareholder, the distribution will not be regarded as a non- 
aliquot distribution. Section 343 (b) will not tax the corporation on 
gain on non-section 343 assets which are so distributed. Section 343 
(a) will not convert any part of the gain realized by the shareholder 
in such a case into ordinary income, for the reason that all the section 
343 assets will remain in the corporation and affect the tax status of 
subsequent transactions in which such assets are disposed of by the 
corporation or stock of the corporation is sold by the remaining 
shareholders. Further consideration might be given to applying 
section 343 (a) to such redemptions by withdrawing shareholders 
with appropriate adjustments for the benefit of the remaining share- 
holders to prevent duplication of ordinary income treatment. More- 
over, further consideration might be given to the definition of non- 
aliquot distributions as applied to redemptions under section 302 (a). 

arryover of character of section 343 assets on certain distributions.— 
Under section 334 (a) (2) and (3), the basis to a shareholder of prop- 
erty received by him in connection with partial or complete liquida- 
tions and certain redemptions is determined by reference to the basis 
of the property in the hands of the distributing corporation or to 
the shareholder’s basis for his stock in the corporation. This carry- 
over-of-basis provision applies to distributions of section 343 assets 
by collapsible corporations unless the distribution is a nonaliquot one. 

The advisory group recommends that where section 343 assets are 
distributed by a collapsible corporation and the basis of the property 
in the hands of the distributee is determined under these provisions, 
any gain on the sale of the property by the shareholder within 5 years 
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after the date of the distribution should be treated as ordinary income 
and not as capital gain. For example, assume that A invests $10,000 
in corporation X upon its organization. After the operation of the 
business for a year the corporation owns inventories costing $10,000 
but having a fair market value of $25,000. Its other assets consist 
of cash in an amount equal to its liabilities. If the corporation there- 
upon completely liquidates, no gain or loss would be recognized to 
A upon the complete liquidation under the proposed section 331 (b) 
(1) (A). Under the proposed section 334 (a) (2), A would take the 
inventory at a basis of $10,000. Assuming that A was not individually 
engaged in a type of business that would make the distributed assets 
have the status of inventory in his hands, a statutory provision appears 
necessary to insure that a sale by A of the inventory at a profit of 
$15,000 would constitute ordinary income to him. Section 343 (c) 
provides that in such cases the gain upon the sale by the shareholders 
of the section 343 asset distributed by a collapsible corporation will 
be treated as ordinary income if the sale occurs within 5 years of the 
date of the distribution. (The same rule is made applicable to sales 
by persons whose basis is determined by reference to the basis of the 
property in the hands of the distributee shareholder—e. g., donees of 
the shareholders.) Of course, the sale of the distributed property by 
the shareholder would produce ordinary income or loss to him even 
after the 5-year period has expired if, independently of the status of 
the assets in the hands of the corporation prior to distribution, his 
individual activities are such that he is not entitled to capital-gain 
treatment. 

The advisory group considered the adoption of a rule which would 
limit this treatment to the difference between the basis of the property 
in the hands of the distributee shareholder and its fair market value 
at the time of the distribution, thus making the rule inapplicable to 
any appreciation which might occur after the date of distribution. 
If such a rule were adopted, presumably its application would not be 
limited to the 5-year period following distribution. The rule of sec- 
tion 735 (a) (2) in the partnership field employs the 5-year rule without 
distinction between appreciation occurring before the distribution and 
that occurring after the distribution. The 5-year rule, without dis- 
tinction between appreciation prior to distribution and appreciation 
occurring thereafter, has been recommended by the advisory group in 
the interests of simplicity and conformity with the rule in the part- 
nership provisions. 

Definition of collapsible corporation.—In the proposed revision the 
term “collapsible corporation” is defined in section 343 (e) (2) as a 
corporation, the unrealized appreciation on whose section 343 assets 
is more than 15 percent of the excess of the fair market value of all 
the assets of the corporation over all its liabilities. For example, if a 
oeaprenen has total assets having a fair market value of $500,000 
and has liabilities of $100,000 (net worth, at value, of $400,000), the 
corporation will be a collapsible if the unrealized appreciation on its 
section 343 assets amounts to more than $60,000 (15 percent of 
$400,000). Ifin such case the corporation has inventory assets having 
an adjusted basis of $200,000 and a fair market value of $275,000, the 
corporation will be a collapsible because the $75,000 unrealized appre- 
ciation on the section 343 assets is more than 15 percent of the $400,000 
net worth. If, however, the fair market value of the section 343 assets 
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is $250,000, the corporation will not be a collapsible since the $50,000 
appreciation in such assets is less than 15 percent of the net worth. 

In present section 341 a presumption of collapsible status exists 
if the fair market value of the corporation’s section 341 assets is both 
(1) 50 percent or more of the fair market value of its total assets 
(exclusive of cash, capital assets, certain Government obligations, and 
stock in other corporations) and (2) 120 percent or more of the adjusted 
basis of its section 341 assets. A somewhat comparable rule is pro- 
vided in section 751 (d) (1) relating to collapsible partnerships, where 
inventory items are considered to have appreciated substantially in 
value if their fair market value exceeds both (1) 120 percent of their 
adjusted basis and (2) 10 percent of the fair market value of all 
partnership property other than money. As a result, under the pres- 
ent law even though all the assets of the corporation may be section 
341 assets (or, in the case of a partnership, inventory items) collapsible 
status may not exist if those assets have been acquired largely with 
borrowed funds, since it is required that the fair market value of such 
assets exceed 120 percent of their basis. For example, assume that 
persons in a construction business invest $200,000 in the stock of a 
corporation, obtain construction loans of $400,000, and have the cor- 
poration construct property at a cost of $600,000. After the con- 
struction is completed the stock of the corporation is sold for $700,000. 
Although a profit of $100,000 has been made on an expenditure of 
$200,000 in the normal course of business, the presumption of col- 
lapsible status will not apply because the value of the assets ($700,000) 
is not more than 120 percent of their basis ($600,000). 

It is believed that a more appropriate test for determining the appli- 
cation of the collapsible rules is to measure the profit derived with 
respect to the corporation’s section 343 assets against the investment 
of the stockholders, without taking into account the money which the 
corporation can itself supply by borrowing. A similar rule has been 
recommended in the revision of section 751 proposed in the first re- 
port of the advisory group on subchapter K. 

In the partnership field, both under existing law and under the 
revision recommended in the first report of the advisory group on sub- 
chapter K, gain attributable to unrealized receivables of the partner- 
ship is given ordinary income treatment to the partners regardless of 
the amount of the unrealized receivables or the ratio which their ap- 
preciation in value bears to the net worth of the partnership. In the 
proposed section 343 (e) (2), however, unrealized receivables would be 
aggregated with other section 343 assets, and collapsible status would 
exist only if the unrealized appreciation on all the section 343 assets 
(including receivables as well as inventory items) exceeds 15 percent 
of the net worth of the corporation. This is the present rule with 
respect to the presumption of collapsible status under section 341 (c) 
(1). The advisory group on subchapter C recommends the continua- 
tion of this policy of aggregation of unrealized receivables with other 
noncapital assets in determining collapsible status for corporations. 

Definition of section 343 assets —In the proposed revision the defini- 
tion of a “‘section 343 asset’’ has been framed in the light of the overall 
objective of section 343 to prevent the use of a corporation by share- 
holders to convert ordinary income into capital gain, while at the same 
time avoiding having the section operate as a penalty to convert into 
ordinary income for the shareholders items which, in the absence of a 
corporation, would be treated as capital gain to them. 
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In general, section 343 (d) (1) of the proposed revision defines the 
term “section 343 asset”? to mean any property of the corporation 
other than— 

(A) money, 

(B) property (except property used in the trade or business, 
as defined in sec. 1231 (b)) which if sold would produce capital 
gain, and 

(C) property used in the trade or business, as defined in sec- 
tion 1231 (b), if there exists unrealized appreciation on all sec- 
tion 1231 (b) property considered in the aggregate. 

The fundamental theory of the definition is that property will be 
treated as a section 343 asset if, upon a sale of the property, the gain 
realized upon sale would constitute ordinary income. In that event, 
if the net appreciation is significant enough to classify the corporation 
as a rose corporation, sale or exchange of the stock of the cor- 
poration by the shareholders should, in general, produce ordinary 
income rather than capital gain to the shareholders. In this manner 
section 343 will serve to prevent the use of the corporate entity to 
convert into capital-gain profits on dealings in property which would 
produce ordinary income if the property itself were sold. 

Unlike section 341 of the existing law the proposed definition of 
section 343 assets does not include property described in section 1231 
(b) (e. g., real property and depreciable property used in the business) 
if there exists a net unrealized appreciation on such property con- 
sidered in the aggregate. Under section 1231, if there is a net gain 
on the sale of such property by the corporation in any year, then, 
in general, the net gain is treated as capital gain to the corporation; 
but if for the year there is a net loss on such property, the loss is 
treated as a deduction from ordinary income. Consistent with this 
theory of section 1231, the definition in section 343 (d) (1) (C) will 
exclude from “section 343 assets” all such property if there exists a 
net unrealized appreciation on such property considered in the aggre- 
gate; but it wil] include such property if there exists a net unrealized 
depreciation on the property considered in the aggregate. For 
example, in the case of a real-estate corporation which holds land and 
depreciable property used in the trade or business for rental purposes, 
if there is a net unrealized appreciation on such property, the corpora- 
tion will not be a collapsible corporation (and the sale of its stock by 
the shareholders will not produce ordinary income to them) in view 
of the fact that under section 1231 a sale of the property by the cor- 
poration would produce capital gain. Note, however, the provisions 
of section 343 (d) (3), discussed below, providing that the business 
activities of the shareholder may be taken into account in determining 
whether or not for purposes of section 343 the property should be 
considered as section 1231 (b) property or should be considered as 
property held primarily for sale to customers. 

In determining whether or not property should be considered as a 
section 343 asset, section 343 (d) (1) provides that it shall be im- 
material whether or not the property has been held for more than 6 
months (or 12 months in the case of livestock). This is the policy 
in existing section 341. The advisory group believes that this policy 
should be continued and that the test in the collapsible corporation 
provisions should be based upon the nature of the asset rather than 
the length of time it has been held by the corporation. It is believed 
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that any effort to divide the gain realized by a shareholder upon the 
sale or exchange of stock of a corporation not only into ordinary 
income and capital gain but also between short-term and long-term 
capital gain, would be too complex to warrant consideration. 

The recommended definition of a “section 343 asset”? contains no 
special provision relating to ‘‘unrealized receivables.’”’ The present 
definition in section 341 (b) (4) is believed to be unduly broad in some 
respects and unduly restrictive in others. Moreover, it is not con- 
sistent with the provisions of section 1221 (4), which would apply in 
determining the nature of the gain which might be realized by the 
corporation if the corporation itself sold the receivable. The advisory 
group recommends that no special provision regarding unrealized 
receivables be inserted in section 343, but that the classification of 
these items for purposes of the “section 343 asset” definition should 
depend on the basic general test of section 343 (d) (1). Thus if a 
sale of the unrealized receivable by the corporation would produce 
ordinary income, then the receivable should be treated as a section 
343 asset, and vice versa. In this connection it may be noted that 
section 1221 (4) does not specifically cover important types of 
receivables (such as rent or interest receivable) which, if sold by the 
corporation, would doubtless produce ordinary income to it; and for 
this and other similar reasons the “section 343 asset’’ definition is 
not hinged upon the status of the asset as a capital asset but rather 
upon whether a sale of the asset would produce capital gain. 

One of the first instances of the use of collapsible corporations which 
Congress sought to thwart under the 1939 Code related to short-lived 
corporations used to produce motion pictures. The advisory group 
believes that the rules of section 343 and section 1221 should be co- 
ordinated so that if the sale or exchange of stock of a motion-picture 
corporation is to give rise to ordinary income, the production and sale 
of the film by the corporation should likewise produce ordinary income 
to it. In other words, the sale of the stock of the producing corpo- 
ration should not, in general, give rise to more serious tax conse- 
quences than the sale of the film by the corporation. Accordingly, 
the advisory group recommends that section 1221 (3) of the code be 
amended to read as follows: 

(3) a copyright, a literary, musical, or artistic composition, or similar 
property, or an undivided interest therein, held by— 

(A) an individual whose personal efforts created such property, 

(B) a partnership if such property was created by the personal efforts 
of a partner or partners, but not including any such partner who received 
reasonable compensation for such efforts, 

(C) a corporation if such property was created by the personal 
efforts of any person or persons owning more than 20 percent in value 
of the outstanding stock of the corporation (other than stock which is 
limited and preferred as to dividends), but not including any such person 
who received reasonable compensation for such efforts, or 

(D) a taxpayer in whose hands the basis of such property is deter- 
mined, for the purpose of determining gain from a sale or exchange, in 
whole or in part by reference to the basis of such property in the hands 
of a holder described in subparagraphs (A), (B), or (C). 

For purposes of subparagraph (C), the rules of section 318 (a) shall apply in 
determining the ownership of stock. 
The provisions of subparagraphs (B) and (C) and the last sentence 
would represent additions to the present law. 

Section 343 (d) (3) in the proposed revision provides that the 

exclusion from section 343 assets of property which if sold would 
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produce capital gain, and the exclusion of certain section 1231 (b) 
property, shall not apply if the property would not constitute property 
of either type if held by the shareholder. For example, assume that 
an individual who is a dealer in real estate owns all the stock of a 
real-estate corporation, and that certain real property held by the 
corporation qualifies in its hands as section 1231 (b) property. De- 
spite the fact that the real estate is section 1231 (b) property in the 
hands of the corporation, the real estate will nevertheless be regarded 
as a section 343 asset of the corporation under section 343 (d) (3) if 
it is concluded that such property, if held by the dealer-shareholder, 
would constitute property held “ him for sale to customers. On 
the other hand, if the shareholder would not be a dealer with respect 
to such property, but would be entitled to capital-gain treatment 
upon the sale of the property if it were held by him individually, the 
roperty will not be considered a section 343 asset of the corporation 
or the purpose of determining the nature of the gain to him upon the 
sale or exchange by him of stock of the corporation. Under this rule, 
if the principal asset of a corporation consists of substantially appre- 
ciated real estate which constitutes section 1231 (b) property in the 
hands of the corporation, and the stock of the corporation is held in 
equal shares by a person who would be a dealer with respect to such 
roperty if he owned it individually and by a person who would not 
be a dealer with respect to such property if he owned it individually, 
the sale of stock of the corporation by the former shareholder would 
produce ordinary income to him but a sale of stock by the latter 
shareholder would produce capital gain to him. The advisory group 
recommends this result as the proper objective of the collapsible 
corporation provisions. 

In certain limited cases of nonaliquot distributions of section 343 
assets by collapsible corporations, gain is recognized to the corpora- 
tion under section 343 (b). In such instances, the effect of the share- 
holder’s own business activities in connection with property of the 
type owned by the corporation cannot be tested separately, share- 
older by shareholder, but a single test must be made for the pur- 
poses of determining the application of the provision to the corpora- 
tion upon the distribution. Accordingly, section 343 (d) (3) (B) 
provides that in those limited cases, if gain on sale of the property 
would constitute ordinary income to any shareholder owning more 
than 20 percent in value of the outstanding stock (other than stock 
limited and preferred as to dividends) if the property were held by 
him individually, the property will be deemed to be a section 343 
asset. For this purpose the constructive stock ownership rules of 
section 318 (a) would be applicable. 

A special rule has been inserted in section 343 (d) (2) relating to cer- 
tain original issue discount bonds referred to in section 1232 and to 
certain emergency facilities referred to in section 1238. Section 1238 
provides that gain from the sale of property shall be considered as ordi- 
nary income to the extent that the adjusted basis of the property is 
less than the adjusted basis deterinishen without regard to the deduc- 
tion for amortization of emergency facilities; but the balance of any 
gain on the sale of such facilities may be capital gain. Section 
343 (d) (2) carries out the policy of this provision by providing that 
the facility shall be siaenion as in part a section 343 asset and in part 


as a non-section 343 asset, in the proportion which the ordinary income 
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that would be realized upon a sale of the facility would bear to the total 
appreciation on the facility. Thus, in general, a sale of stock of a 
collapsible corporation owning emergency facilities would produce 
ordinary income or capital gain to the shareholder in a manner cor- 
anne to the result which would follow if the facility itself were 
sO 

Section 1231 (b) (4) treats a sale of unharvested crop on land used 
in the trade or business as section 1231 (b) property if the crop and 
the land are sold at the same time and to the same person. It is in- 
tended that so long as the land and the crop held by the corporation 
are not separated, the crop will be treated for the purposes of section 
343 in the same manner asthe land. But, if upon a distribution to 
which section 343 applies, the land, is distributed to one stockholder 
and the crop to another stockholder, the crop would be treated as a 
section 343 asset, regardless of the treatment accorded to the land. 


SECTION 13. COMPLETE LIQUIDATIONS OF SUBSIDI- 
ARIES—AMENDMENTS OF SECTION 332 


Sale of minority stock interest to avoid section 382.—In order for 
section 332 to apply to a distribution received upon a complete 
liquidation of a corporate subsidiary, paragraph (1) of subsection (b) 
requires that the corporation receiving such property must, on the 
date of adoption of the liquidation plan, and at all times thereafter 
until receipt of the property, be the owner of the percentage of stock of 
the liquidating subsidiary referred to therein. In some instances the 
application of section 332 has been avoided by the sale by the parent 
corporation purely for tax reasons of a very small amount of the 
liquidating subsidiary’s stock after adoption of the plan of liquidation 
but before its completion. The effectiveness of this practice has been 
upheld by the courts. (See Granite Trust Co. v. United States, 238 F. 
2d 670.) The advisory group believes that if section 332 is to be made 
so easily elective it ought to - made completely elective and that the 
section should not be so drawn as to invite resort to the tax-motivated 
device of selling a few shares. The first recommendation for amend- 
ment to section 332 is designed to put a stop to this practice. 

Effect of satisfaction of indebtedness to parent having basis above or 
below value of property received.—Under existing law, in connection with 
a complete liquidation under section 332, if property is transferred by 
a liquidating subsidiary to a parent corporation in satisfaction of in- 
debtedness which has a basis to the parent above or below the fair 
market value of property received, the parent realizes gain or loss. This 
situation usually arises when a parent corporation owns at the time 
of liquidation of its subsidiary outstanding indebtedness of the sub- 
sidiary which the parent had acquired at a discount or a premium. 
The advisory group believes that it would be more appropriate not to 
recognize gain or loss to the parent corporation when such indebted- 
ness is satisfied in the course of the liquidation, provided that, where 
section 334 (b) (1) applies, the basis to the parent of the property 
received is adjusted by an amount equivalent to the gain or loss the 
parent realized and, where section 334 (b) (2) applies, the basis to the 
parent of the property received is limited to its basis of the subsidi- 
ary’s stock and of the indebtedness so satisfied. The proposed 
amendment of section 332 (c) is designed to prevent recognition of 
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gain or loss to the parent in these situations. It does not apply, 
however, to interest, payment of which would have been includible in 
gross income as interest. 

The corresponding recommendation with respect to adjustment of 
asset basis is covered by the amendments to section 334 (b) (1) and 
(2) contained in section 14 (a) of the proposed amendments. In con- 
nection with this recommendation, the following points are noted. 
First, an adjustment of basis is required not only with respect to 
property received in the transfer to the parent as creditor under section 
332 (c) but also with respect to property distributed to the parent as 
stockholder under section 332 (a). This seems necessary to cover the 
situation where, in the liquidation, the indebtedness is paid off in 
money and the remaining property is distributed in respect of stock. 
Secondly, an adjustment of basis is required even though the basis 
before such adjustment is determined under section 334 (b) (2). This 
is because the proposed amendment to section 332 (c) provides for 
nonrecognition of gain or loss to the parent corporation from satis- 
faction of the subsidiary’s indebtedness to it even though section 
334 (b) (2) is applicable to the distribution received by the parent 
with respect to stock of the subsidiary. While the problem is less 
likely to arise in connection with a liquidation to which section 334 
(b) (2) applies, it is quite possible that a purchaser of a newly ac- 

uired subsidiary might hold obligations of the new subsidiary at a 
iscount or premium. 

Liquidation of subsidiaries all the stock of which—or the common 
stock of which—is worthless.—Section 332 requires that, in order for 
that section to apply to a distribution in complete liquidation of a 
subsidiary, the distribution by the subsidiary must be in complete 
cancellation or redemption of all its stock. The courts have held, 
with the Commissioner’s acquiescence, that section 332 does not apply 
to the liquidation of an insolvent subsidiary where the property re- 
ceived by the parent is insufficient to satisfy indebtedness to the parent 
so that nothing is received by the parent in cancellation or redemption 
of its stock interest in the subsidiary. In Spaulding Bakeries Incor- 
es (27 T. C. 684), now on appeal to the Court of Appeals for the 

econd Circuit, the Tax Court held that where the value of the prop- 
erty of a liquidating subsidiary received by a parent corporation 
owning both preferred and common stock of the subsidiary is insuffi- 
cient to satisfy the priority rights of the subsidiary’s preferred stock, 
leaving nothing for distribution on its common stock, section 332 is 
similarly inapplicable. The advisory group has considered whether 
section 332 should be extended to cover either or both of these two 
situations and has concluded that no statutory amendment should be 
recommended at the present time. The effect’of such an extension of 
section 332 would be to deprive a parent corporation of any oppor- 
tunity in the situations covered to obtain a loss deduction under sec- 
tion 165 (g) on account of worthlessness of any stock in respect of 
which no Tiquidation distribution was received while, on the other 
hand, it would enable the’parent in such situations to utilize loss carry- 


overs and other tax attributes of the liquidated subsidiary. Little, if 
any, objection appears to have been raised to the present inapplica- 
bility of section 332 to the liquidation of an insolvent subsidiary and 
any attempt to cover insolvency situations would involve a number 
of troublesome problems. With respect to situations of the Spauld- 
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ing type, the advisory group is of the opinion that a decision as to 
whether any legislative action is desirable should await consideration 
of what is said in the opinion of the appellate court in that case. 
Correlation of various stock ownership requirements.—While not 
directly pertaining to subchapter ©, the advisory group recommends 
that consideration be given to the desirability of correlating the stock- 
ownership requirements of section 165 (g) (3) (A) with the stock. 
ownership requirements of sections 1504 (a) and 332. Section 165 
(g) (3) (A), in providing for removal from the capital asset category 
of securities in a corporation affiliated with a domestic corporate tax- 
payer, permits a corporation to be treated as affiliated with the tax- 
payer only if at least 95 percent of each class of its stock is owned 
directly or indirectly by the taxpayer. Except for the absence of any 
provision excluding nonvoting stock which is limited and preferred as 
to dividends, this provision, which was formerly incorporated in the 
Internal Revenue Code of 1939, was in general accord with section 
141 (d) of the 1939 Code which, for consolidated return purposes, 
required the ee within the group of at least 95 percent of the 
voting power of all classes of stock and at least 95 percent of each 
class of the nonvoting stock (excluding such nonvoting preferred 
stock). In section 1504 (a) of the 1954 Code the definition of an 
affiliated group was amended so as to reduce the 95-percent require- 
ment to 80 percent, nonvoting preferred stock still being excluded. 
The stock ownership requirements for consolidated return purposes 
are thus now in accord with the stock ownership requirements under 
section 332. It would seem appropriate in the interest of consistency 
to amend section 165 (g) (3) (A) by reducing the 95 percent ownership 
requirement therein to 80 percent, and by excluding from the owner- 
ship requirement nonvoting preferred stock which is limited and 
preferred as to dividends. In this connection, consideration should be 
given to the desirability, in view of the 20-percent minority interest in 
subsidiaries now permitted to join in consolidated returns, of provid- 
ing statutory sanction of an appropriate division between the affiliated 
corporations (without tax consequences) of any tax savings flowing to 
the group from the filing of consolidated returns, so that minority 
stockholders of loss subsidiaries included in the affiliated group may 
benefit from tax savings resulting from use of their corporation’s losses. 


SECTION 14. BASIS OF PROPERTY RECEIVED IN LIQUI- 
DATIONS AND CERTAIN REDEMPTIONS 


Revision of section 834 (a).—The proposed revision ot section 334 (a) 
is explained in the comments with respect to section 12 of the pro- 
posed amendments, supra, under C. Proposed revision of section 
334 (a). 

Basis adjustment where indebtedness of liquidating subsidiary in hands 
of parent is satisfied—The purpose of the proposed amendment to 
section 334 (b) (1) (and the corresponding amendment to sec. 334 (b) 
(2)) is explained in the comment with respect to section 13 of the pro- 
posed amendments, supra, Effect of satisfaction of indebtedness to 
parent having basis above or below value of property received. 

Time within which subsidiary’s liquidation must be commenced or 
completed for purpose of special stock basis rule-——The purpose of the 
proposed amendment to section 334 (b) (2) is to require liquidation of 
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a subsidiary to be completed within 2 years after completion of the 
purchase of its stock if the distributed property is to have the basis of 
the purchased stock. Under subsection (b) (2) as it now reads the 
liquidation plan must be adopted not more than 2 years after the 

urchase, but there is no requirement as to the time within which the 
iquidation must be completed. The advisory group has considered 
but makes no recommendation as to whether or not the 2-year period 
in the revised subsection (b) (2) should be shortened. A shorter 
period would have the effect of ae the applicability of the pro- 
vision to situations more closely resembling property acquisitions and 
would reduce complications with respect to adjustments under the 
last sentence of subsection (b) (2), but it would also have the effect 
of making application of the provision more elective. 

Successive liquidations of controlled corporations for purpose o 
special stock basis rule-—The definition of ‘‘purchase’’ in paragrap 
(3) of subsection (b) creates problems in the case of chain acquisitions. 
“Purchase” is defined in section 334 (b)'(3) (C) to exclude stock acqui- 
sitions from persons the ownership of whose stock would, under section 
318 (a), be attributed to the acquirer. Suppose that corporation A 
purchased directly the stock of corporation C, an operating company 
the stock of which was the sole asset of corporation B, and A there- 
upon caused C to be completely liquidated. In that event, the 
special stock basis rule of subsection (b) (2) would apply and the 
basis of C’s assets in the hands of A would be the amount paid by 
A to B for the C stock. Suppose that, instead, corporation A pur- 
chased all the stock of corporation B, then caused C to be liquidated 
into B and then caused B to be liquidated into A. In that event it 
would appear that such special stock basis rule would similarly apply 
and the basis of C’s assets in the hands of A would be the amount 
paid by A for the B stock. Suppose, on the other hand, that in the 
latter case A, having purchased the B stock, caused B to be liquidated 
into A first and then caused C to be liquidated into A. In that event, 
it is arguable that under subsection (b) (3) (C) the special stock basis 
rule is not applicable since A acquired the C stock from B, a corpora- 
tion the ownership of whose stock would, under section 318 (a), be 
attributed to A. The purpose of the proposed amendment to sub- 
section (b) (3) (C) is to make sure that the applicability or inappli- 
cability of the special stock basis rule does not depend upon whether 
the purchased corporation or a controlled subsidiary is liquidated first. 

The purpose of the proposed new section 334 (b) (5) is to require, 
in the case of purchase of the stock of the parent in a corporate chain, 
that the period within which the liquidation of the parent corporation 
and each of its subsidiaries must be completed is to be measured from 
the time of the original purchase of the parent corporation’s stock 
if the benefits of the special stock basis rule are te be obtained with 
respect to the liquidation of the entire group. 

Stock acquired pursuant to an option.—The definition of ‘“purchase’”’ 
in section 334 (b) (3) (C) gives rise to the following further problem. 
Suppose corporation A desires to acquire the stock of corporation B. 
Corporation X owns 50 percent of corporation B’s stock and corpora- 
tion A takes an option on it, to be exercised if it is successful in obtain- 
ing an additional 30 percent of B’s stock. Shortly thereafter, having 
obtained the additionai 30 percent, corporation A exercises its option 
and promptly causes corporation B to be completely liquidated. 
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Under a literal interpretation of sections 318 (a) (3) and 334 (b) (3) 
(C), it is arguable that the stock purchased pursuant to the option 
is not acquired by ‘“‘purchase’’ within the statutory definition and 
therefore that the special stock basis rule does not apply. The sub- 
chapter C regulations clarify this problem by treating the purchase of 
stock pursuant to an option as a purchase within the statutory defini- 
tion; and the purpose of the proposed new section 334 (b) (6) is to 
incorporate into the statute the rule on this point now expressed only 
in these regulations. 

Distribution of installment obligations in a liquidation of a subsidiary 
to which the special stock basis rule is applicable-—Under section 
453 (d) (4) no gain or loss is recognized with respect to the distribution 
of installment obligations if section 332 applies. If the basis in the 
hands of the parent of the property of a subsidiary which is liquidated 
under section 332 is determined under section 334 (b) (2), it appears 
that the parent may obtain a stepped-up basis for installment obliga- 
tions without payment of any tax. The only tax paid would be the 
capital-gains tax, if any, paid by the selling stockholders at the time 
of the parent’s purchase of the subsidiary’s stock. The purpose of 
the proposed amendment to section 453 (d) (4) (A) is to prevent the 
distribution without tax to the distributing corporation of install- 
ment obligations at a stepped-up basis under section 334 (b) (2). An 
alternative method of dealing with this problem, though probably 
more complicated to provide, would be to permit nonrecognition of 
gain on the distribution despite the applicability of section 334 (b) (2) 
and to amend the latter section to require continuance in the hands 
of the parent of the subsidiary’s basis for the installment obligations 
distributed. However, viewing section 334 (b) (2) as being intended 
to apply only to transactions resembling asset purchases, it seems 
more in keeping that gain on the installment obligations should be 
recognized to the subsidiary. 


SECTION 15. GAIN OR LOSS ON SALES OR EXCHANGES IN 
CONNECTION WITH CERTAIN LIQUIDATIONS—AMEND- 
MENTS OF SECTION 337 


Section 337 provides, subject to certain qualifications, for the non- 
recognition of gain or loss on sales or exchanges of corporate assets 
made following the adoption of a plan of liquidation, if the liquidation 
is completed within a 12-month period beginning on the date the 
liquidation plan is adopted. 

Involuntary conversions.—The Internal Revenue Service has ruled 
(Revenue Ruling 56-372) that the receipt of fire insurance proceeds 
from the complete destruction of a building by fire, resulting in an 
involuntary conversion, does not constitute a “‘sale’’ for the purpose 
of obtaining nonrecognition of gain or loss benefits where liquidation 
of corporate assets is made pursuant to section 337. The fact that 
section 1033 characterizes destruction of property and indemnification 
for its loss as an involuntary conversion, it is held, does not establish 
that the events constitute a sale or exchange; nor are the provisions 
of section 1231 (a) effective to characterize the events as a sale or 
exchange. The advisory group considers it appropriate and desirable 
to extend the nonrecognition treatment provided by section 337 (a) to 
all involuntary conversions and to relax the strict distribution require- 
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ments of the section with respect to such conversions that become 
certain to occur within the prescribed 12-month period, provided the 
proceeds of conversion are distributed promptly after receipt. Ac- 
cordingly, it is recommended that an involuntary conversion within 
the meaning of section 1033 be considered a sale or exchange for pur- 
poses of section 337, and that the distribution requirements of that 
section be considered met if a disposition of the converted property, as 
defined in section 1033 (a) (2), occurs within the prescribed 12-month 
period and the proceeds of the conversion are distributed within such 
period or within 60 days after the receipt thereof by the corporation, 
whichever is later. This is covered in the proposed section 337 (a) (2). 

Collapsible corporations and corporations liquidated. under section 
333.—Under present law section 337 is not applicable to any sale or 
exchange made by a collapsible corporation or to any sale or exchange 
following the adoption of a section 333 liquidation plan. In view of 
the proposals herein made with respect to the treatment of corporate 
liquidations generally, the elimination of section 333 and the special 
treatment of collapsible corporations, the advisory group recommends, 
for the reasons stated in the comments relating to those provisions 
(and particularly the discussion contained in Section 12, D. Collapsible 
Corporations, Distributions under sec. 337 plans), that if such pro- 
posals are adopted, section 337 be no longer inapplicable to collapsible 
corporations and the reference to section 333 be eliminated. 

Successive liquidations of controlled corporations.—Section 337 (c) (2) 
makes the section inapplicable where the liquidation is one to which 
section 332 applies, if the parent corporation takes over the sub- 
sidiary’s property basis. This rule—an entirely sound one when 
the liquidation of a subsidiary alone is involved—raises problems of 
procedure, i. e., order of sales and liquidations, where parent and 
subsidiary both contemplate the sale of assets and complete liquida- 
tion. Under present law, if a subsidiary adopts a plan of complete 
liquidation under section 332 which is completed within the 12-month 
period gain or loss would be recognized upon the sale of assets by it 
during the period, even though the parent corporation within the 
same period completely liquidates outside of section 332. However, 
if the subsidiary were first completely liquidated into the parent under 
section 332 nets parent sold the assets received from the subsidiary 
following the adoption of its own plan of complete liquidation, no 
gain or tees would be recognized on the sale of the assets formerly 
owned by the subsidiary. Similar problems arise where intermediate 
holding corporations are involved. Since there appears to be no 
policy reason why section 337 should not apply where the parent cor- 
poration Se ae liquidates within the prescribed period outside of 
section 332, the advisory group recommends that a sentence be added 
to the rule contained in the present paragraph (2) of section 337 (c) 
(subsee. (c) of sec. 337 as revised), making the rule inapplicable 
to a complete liquidation of a member of an affiliated group of 
corporations if all members of the group receiving property in the 
liquidation and the common parent are completely liquidated within 
the 12-month period beginning on the date the plan of complete liqui- 
dation is first adopted by any such member of the group. 

Assets not easily distributable among shareholders—Sometimes the 
sale of assets in the course of a section 337 liquidation involves the 
receipt of debt securities or other consideration from the purchaser, 
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which it is difficult to distribute within a 12-month period among a 
substantial number of shareholders. The liquidating corporation may 
also have other assets, such as claims in litigation, which are not 
susceptible of prompt distribution. The advisory group recommends 
that relief be provided in such situations by permitting such assets to 
be transferred to a liquidation trust or agency for the benefit of the 
shareholders provided the need for such arrangement is established, 
prior to the expiration of the 12-month period, to the satisfaction of 
the Secretary or his delegate and all terms and conditions imposed by 
him are met. This is provided for in the proposed amendment to 
section 337 (a) (1). Section 337 appears to contemplate realization 
of gain or loss to the shareholders within a 12-month period after 
adoption of the liquidation plan as the price of nonrecognition of gain 
or loss to the corporation. It is contemplated that the trust or agency 
arrangement will not be approved if the effect thereof is to postpone 
realization of gain by the shareholders that would have been realized 
upon a distribution of the assets directly to them at the time of the 
creation of the trust or agency. 


SECTION 16. COLLAPSIBLE CORPORATIONS 


Section 16 of the proposed amendments would add a new section 
343 to the code. The proposed new section is discussed in the com- 
ments with respect to section 12, supra, under D. Collapsible cor- 
porations. 


SECTION 17. PARTIAL LIQUIDATION DEFINED— 
AMENDMENT OF SECTION 346 


The advisory group recommends that section 346 be amended so 
that it will be coordinated with the provisions of section 302 (relating 
to redemptions of stock) and section 355 (relating to distribution of 
stock and securities of controlled corporations). 

Subsection (a) (1) in the proposed revision would, as in existing 
law, include in the definition of partial liquidation a distribution 
which is one of a series of distributions in redemption of all of the 
stock of the corporation pursuant to a plan. 

Subsection (a) (2) would clarify existing law by providing specifi- 
cally that all other distributions in partial liquidation, including those 
flowing from termination of a business, must (1) be in redemption 
of part of the stock of the corporation pursuant to a plan, and (2) 
occur within the taxable year in which the plan is adopted or within 
the succeeding taxable year. Subsection (a) (2) (C) would then make 
the further requirement that in order to constitute a partial liquida- 
tion a distribution in redemption of part of the stock must meet 
one of two tests: 

(1) The distribution must not be essentially equivalent to a 
dividend; or 

(2) The distribution must be attributable to the corporation’s 
ceasing to conduct an ‘‘active business’’; it must be made within 
a reasonable time after such cessation; it must consist of all or 
part of the assets of the discontinued business (or the proceeds 
from the sale thereof); the amount of the distribution must be 
at least equal to 20 percent of the net worth of the corporation; 
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and after the distribution the corporation must be engaged in 
another “active business.” 
Where partial liquidation status depends upon satisfying test (2), 
if the amount of the distribution exceeds the net worth of the discon- 
tinued business (including appropriate working capitaJ), the excess 
would not be treated as a part of the partial liquidation but would 
be treated as a distribution to which section 301 or 302 would apply. 

Coordination with section 802.—Section 346, as revised, follows the 
pattern of section 302 in retaining.the broad provision of the 1939 
Code giving capital gain treatment to a distribution which is not 
essentially equivalent to a dividend, while at the same time insuring 
capital gain treatment to the stockholder if his case fits within the 
specific statutory rule relating to termination of one of two or more 
businesses actively conducted by the corporation. Again in accord- 
ance with the pattern of section 302, section 346 (e) provides that the 
failure to meet the specific requirements of the termination of business 
rule in section 346 (c) shall not be taken into account in determining 
whether under section 346 (b) the distribution is not essentially 
equivalent to a dividend. 

It is also stated in section 346 (e) that for the purposes of both 
sections 346 (b) and (c) it is immaterial whether or not the distribu- 
tion qualifies for capital gain treatment under section 302 (a), or 
whether it is pro rata or non pro rata with respect to the shareholders 
of the corporation. The treatment is the same as far as section 346 
is concerned whether the distribution is proportionate or dispropor- 
tionate among shareholders. (Thus, under the proposed revision, it 
is unnecessary to make the attribution rules of sec. 318 (relating to 
constructive stock ownership) applicable to sec. 346, because the 
attribution of stock ownership is immaterial for its purposes.) How- 
ever, for the purpose of determining whether a distribution is not 
essentially equivalent to a dividend within the meaning of section 
302 (b) (1), it is specifically provided in section 302 (b) (6) that there 
will be taken into account ‘all * * * facts and circumstances.” 

_Hence, under section 302 (b) (1) the inquiry will encompass the pro- 
portionate or disproportionate nature of the redemption and the 
relationship of the shareholders as well as the circumstances at the 
corporate level (such as contraction of the business), whereas under 
section 346 it will be immaterial whether the distribution is pro rata 
or non pro rata at the shareholder level. 

While capital gain treatment would be accorded to the shareholder 
whether the distribution falls under section 302 (a) or under section 
346, there are certain differences in treatment accorded the two types 
of distributions under sections 306 and 311. For example, under 
section 311, if the distribution falls only within section 302 (a) gain is 
recognized to the distributing corporation in the case of certain dis- 
tributions of LIFO inventory and property subject to a liability in 
an amount exceeding the basis of the property. However, under 
section 336 gain is not recognized to the corporation in such cases if 
the distribution falls within section 346. Further consideration might 
be given to amendments of sections 306 and 311 to make their applica- 
tion uniform in cases of section 302 (a) redemptions and section 346 
partial liquidations, or else to confining the different treatment ac- 
corded partial liquidations to those cases qualifying for partial liqui- 
dation under the specific rule of section 346 (c) (relating to termination 
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of a business). In such manner the practical effect of the dichotomy 
between section 302 (b) (1) and proposed section 346 (b) would be 
eliminated. 

Termination of business rule.—The'provisions of section 346 relating 
to termination of a business (found in subsection (b) of the existin 
law and subsection (c) of the proposed revision) have been modified 
in several respects. The new paragraph (2) would require that the 
distribution be made within a reasonable time after the cessation of 
the active business. Existing law, if read literally, might require that 
the business be operated until the time of distribution of the assets 
or the proceeds from the sale thereof. The Treasury regulations 
relax the literal requirements by providing in section 1.346-1 (c) that 
if a business is sold after having been actively conducted until the 
date of sale, the proceeds need not be distributed at the moment of 
sale but may be distributed ‘‘as soon thereafter as reasonably pos- 
sible.’”’ The proposed paragraph (2) would also cover cases in which 
a business is involuntarily terminated, as might occur in the case of 
fire. The new provision would allow reasonable time to collect the 
proceeds of insurance and investigate the possibility of reestablishing 
the business before the corporation makes the decision to distribute 
the insurance proceeds and the other funds flowing from the termina- 
tion of the business. 

Existing law, as interpreted in the regulations (sec. 1.346 (b)), 
requires that all the assets of the terminated business, or the entire 
proceeds of sale thereof, be distributed to shareholders. Subpara- 
graph (3) of the proposed revision would permit part of the assets, 
or part of the proceeds of sale, to be distributed while the balance is 
retained in the corporation. This change is recommended because 
of the difficulty in some cases of determining the precise extent of 
the assets of the discontinued business. Moreover, some of those 
assets may be needed to discharge corporate liabilities attributable 
to the discontinued business. 

At the same time paragraph (4) has been added requiring that the 
amount of the distribution must be at least equal to 20 percent of the 
excess of the fair market value of the assets of the corporation over the 
liabilities of the corporation existing immediately before the distribu- 
tion. This will insure that the distribution will represent a signifi- 
cant portion of the net worth of the corporation, and will serve to 
distinguish it from an ordinary distribution of current profits. 

Coordination with section 355: Definition of active business.—The 
advisory group recommends that the statute be amended to include 
a definition of ‘‘active business’? which will apply both for the pur- 
poses of section 346 and for the purposes of 355 (relating to distribu- 
tions of stock and securities of controlled corporations). This has 
been inserted as section 346 (d) in the proposed revision of section 
346, applicable both to section 346 and section 355. As in section 
346 (b) of existing law, it is required that the corporation be engaged 
in the active conduct of a trade or business at the time as of which 
the test is applied; that such trade or business has been actively con- 
ducted throughout the 5-year period immediately preceding; and that 
the trade or business was not acquired within the 5-year period in a 
transaction in which gain or loss was recognized in whole or in part 
to the transferor. While the latter provision in existing law seeks to 
rule out cases in which a business is acquired within the 5-year period 
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in a transaction in which boot is given to the transferor, it fails of 
its mark in those cases in which the transferor corporation distributes 
the boot to its shareholders. In such event section 362 relieves the 
corporate transferor from recognition of gain on the receipt of the 
boot and taxes the boot to the shareholders of the transferor to whom 
it is distributed. There is a further problem under existing law where 
the business is acquired by purchase from a corporation to which no 
gain is recognized because the sale is made by it following adoption of 
a plan of complete liquidation under section 337. In such case, gain 
or loss may be recognized to the shareholders though not to the 
selling corporation. Accordingly, section 346 (d) (3) (B) in the pro- 
posed revision would rule out a business acquired within the preceding 
5 years not only where gain was recognized to the transferor of the 
business but also where gain was recognized to the shareholders of a 
corporate transferor. 

Dividends paid deduction and information returns.—In the proposed 
revision the last sentence of present section 346 (a) (relating to the 
dividends paid deduction under section 562 (b) and information re- 
turns under section 6043) has been deleted. The advisory group 
recommends that sections 562 (b) and 6043 be amended to make them 
applicable both to redemptions of stock under section 302 (a) as well 
as under section 346, in the same manner as in section 312 (e) of exist- 
ing law. This would be accomplished by inserting after the word 
“liquidation” where it appears in the first sentence of section 562 (b), 
and in section 6043 (1) and (2), the words “or in redemptions to which 
section 302 (a) or 303 applies.” 


SECTION 18. TRANSFER TO CORPORATION CONTROLLED 
BY TRANSFEROR—AMENDMENT OF SECTION 351 


The proposed amendment to section 351 (a), relating to stock or 
securities issued for services or for section 306 stock, is explained in the 
comments with respect to section 7 of the proposed amendments, 
supra, under Section 351 exchanges and capita Jcontributions of section 
306 stock. 

The advisory group recommends that section 351° (b) be amended 
by the addition of two subparagraphs applicable to corporate trans- 
ferors which receive boot in section 351 transactions constituting part 
of a corporate division under section 355 or part of a plan of reorgan- 
ization within the meaning of section 368. These subparagraphs 
would relieve the corporate transferor from recognition of gain by 
reason of the receipt of boot to the extent that the boot is distributed 
to its shareholders pursuant to the plan. 

Section 355 transactions.—The first new subparagraph is inserted in 
section 351 in the proposed revision as section 351 (b) (1) (B) to cover 
transactions at the corporate level which are a part of a corporate 
division under section 355. This is done because in the proposed 
revision transfers of property from one corporation to a controlled 
corporation as a part of a plan for a corporate division under section 
355 are removed entirely from the area of reorganizations. (See 
secs. 368 (a) (1) (C) (iii) and 368 (a) (1) (D) (iii) and the comments 
relating thereto, under Section 26. Definitions relating to corporate 
reorganizations—amendment of sec. 368.) In such cases nonrecogni- 
tion of gain or loss at the corporate level would be governed entirely 
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by section 351, and the new subparagraph (B) in section 351 (b) (1) 
is necessary to carry out the rule of existing law relieving the corporate 
transferor from tax to the extent boot is received by it and con- 
currently distributed to its shareholders. 

Reorganizations.—The second new subparagraph (section 351 (b) 
(1) (C)) has been inserted in the proposed revision to coordinate the 
rules applicable to a corporate transferor which receives boot in a 
transaction which qualifies both under section 351 and as a reor- 
qivinesion under section 368 (a) (1) (D). In existing law section 351 

oes not relieve the corporation from tax if it distributes the boot, 
but the overlapping provisions of section 361 do grant such relief. 
In the proposed revision section 351 (b) (1) (C) would make clear that 
in such a case the corporate transferor will be relieved from tax to the 
extent provided in section 361. 

For a further discussion of the provisions relieving the corporate 
transferor from tax on the receipt of boot to the extent concurrently 
distributed to its shareholders see the comments relating to sec. 361 
under section 24, 


SECTION 19. EXCHANGES OF STOCK AND SECURITIES IN 
CERTAIN REORGANIZATIONS—AMENDMENT OF SEC- 
TION 354 


The principal change recommended by the advisory group in the 
proposed revision of section 354 relates to its application to exchanges 
of stock and securities in reorganizations pursuant to section 
368 (a) (1) (D). Under present — in order for a transaction to 
qualify as a reorganization under section 368 (a) (1) (D), there must 
be a transfer by a corporation of all or a part of its assets to another 
corporation, immediately after the transfer the transferor or its 
shareholders must be in control of the transferee corporation, and the 
transferor must make a distribution of the stock or securities received 
by it from the transferee corporation in a transaction which qualifies 
under section 354, 355, or 356. 

Section 354 in existing law then provides nonrecognition of gain or 
loss to a holder of stock or securities in the transferor corporation who 
exchanges them solely for stock or securities in the transferee cor- 
poration. However, section 354 (b) then withdraws the nonrecogni- 
tion privilege if the exchange is made in pursuance of a plan of reor- 
ganization under section 368 (a) (1) (D) unless the transferee corpora- 
tion acquires substantially all the assets of the transferor corporation 
and the transferor completely liquidates. The apparent purpose of 
these interlocking provisions is to deny nonrecognition of gain or loss 
in the case of a corporate division which does not qualify under the 
strict rules of section 355. 

The present statutory technique may be defective in that it may 
not be adequate to protect the rules of section 355 in the case of a 
“splitup’—1. e., where corporation A transfers part of its assets to 
subsidiary B and the remainder of its assets to subsidiary C, after 
which A dissolves, distributing to its stockholders the stock of B and 
C. If the transaction does not qualify under section 355, none of the 
reorganization provisions are applicable by their terms and the share- 
holders may be taxed as on a complete liquidation of the corporation 
under section 331. Thus under existing law if the shareholders have 
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a high basis for their stock in the corporation (for example, by acquir- 
ing it by inheritance or by recent purchase) they may possibly be in a 
position to consummate without tax to themselves a splitup of the 
corporation which does not qualify for tax deferral under section 355. 
Even if they do not have a high basis for their stock, they may possibly 
be able, at the price of a capital gains tax, to withdraw from the corpo- 
ration surplus pruperty which if otherwise distributed would be tax- 
able to them as a dividend. 

To insure that any opportunity for avoidance of the requirements 
of section 355 is foreclosed by the terms of the statute, the advisory 
group recommends the following changes in existing law: 

(1) Section 368 (a) (1) (D) should be amended (a) to require 
a complete liquidation of the transferor corporation, and (b) to 
provide that it will not apply to any transaction which is part of a 
plan involving a distribution qualifying under section 355 (or so 
much of section 356 as relates to section 355). (See sec. 368 (a) 
(1) (D) (ii) and (iii) in the proposed revision.) 

(2) Sections 354 and 356 should be amended to provide that 
in the case of an exchange in pursuance of a plan of reorganization 
under section 368 (a) (1) (D), if the shareholder receives stock 
in more than one corporation which is a party to the reorganiza- 
tion, only the stock having the highest fair market value will be 
permitted to be received without recognition of gain or loss to (or 
inclusion in income of) the shareholder. The stock in any other 
corporation or corporations a party to the reorganization received 
by the shareholder should be treated as boot. (See secs. 354 
(a) (2) (B) and 356 (f).) 

The result of these recommended changes would be that in the case 
of a corporate division which qualifies under section 355 (or so much 
of sec. 356 as relates to sec. 355), the reorganization provisions would 
be wholly inapplicable because the transaction would be excluded 
from the definitions of the term “reorganization” in section 368. The 
transactions at the corporate level would be governed by section 351 
= those at the shareholder level would be governed by sections 355 
and 356. 

In the case of a corporate division which does not qualify under 
section 355, if the transferor corporation does not completely liquidate, 
the reorganization provisions would be inapplicable and distributions 
would be taxable as a dividend or as otherwise provided in section 
301, 302, or 346. However, if the transferor does completely liqui- 
date, the transactions would constitute a reorganization under section 
368 (a) (1) (D). In that event under sections 354 (b) (2) (B) and 
356 (f) the shareholder would be permitted to receive without recog- 
nition of gain or loss (or inclusion in income) only the stock whic 
has the highest fair market value, and the other stocks would be taxed 
to him as boot under section 356. 

This latter treatment would apply, however, only if as part of the 
plan some or all of the assets of the distributing corporation are trans- 


ferred to another controlled corporation. For example, if corporation 
X has a subsidiary Y (or two subsidiaries, Y and Z) formed in 1950 
and X also owns other assets, a complete liquidation of X in 1958 
would be treated as a capital-gain transaction under section 331 
(assuming it was not a “collapsible’’) and not as a reorganization 
under sections 368, 354, and 356. But if, as a part of a plan, part or 
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all of X’s other assets are transferred to a new controlled corporation 
M, the transaction would be treated as a reorganization under 368 
(a) (1) (D); then, of the properties received by the shareholders in 
the complete liquidation of X, only the stock of the transferee corpo- 
ration M could be received by the shareholders without recognition 
of gain or loss or inclusion in income, since it would be the only stock 
of a corporation a party to the reorganization received by the share- 
holders in the exchange. The stocks of the subsidiaries would be 
treated as boot under section 356. If, in lieu of transferring its 
other assets to new corporation M, corporation X transferred part of 
such assets to subsidiary X and part to subsidiary Y and then dis- 
solved in a transaction not qualifying under section 355, the share- 
holders could receive without tax the stock of either Y or Z, which- 
ever stock has the highest fair market value, but the other stock would 
be treated as boot under section 356. 


SECTION 20. DISTRIBUTION OF STOCK AND SECURITIES 
OF A CONTROLLED CORPORATION—AMENDMENT OF 
SECTION 355 


The advisory group recommends that section 355 be amended to 
coordinate it more fully with section 346 (relating to partial liquida- 
tions), and to give to the Secretary or his delegate authority to 
approve of certain corporate divisions not specifically permitted in 
the statute if he is satisfied that tax avoidance is not one of the 
principal purposes of the transaction. 

The advisory group recommends the continuation of the require- 
ment of existing law that the distributing corporation must in ev ery 
case under section 355 either (1) distribute all of the stock and securi- 
ties of the controlled corporation held by it immediately before the 
distribution, or (2) distribute an amount constituting control in which 
latter event the Secretary or his delegate must find that the retention 
by the distributing corporation of stock or securities in the controlled 
corporation does not have as one of its principal purposes the avoidance 
of Federal income tax. 

If either of these requirements is satisfied, then under the proposed 
revision the transaction would | si er under section 355 if (1) both 
corporations satisfy the ‘‘active business” requirements, (2) the fair 
market value of the stock or securities distributed is at least equal to 
20 percent of the net worth of the distributing corporation, and (3) 
the transaction was not used principally as a device for the distribution 
of earnings and profits. (See secs. 355 (a) (1) (B) (i) and 355 (b).) 
The definition of “active business” in section 346 (d) would apply 
under section 355 for this purpose. The 20 percent requirement 
corresponds to a similar provision in section 346 (c). 

It is further provided in section 355 (a) (1) (B) (ii) of the proposed 
revision that even though the transaction does not otherwise qualify 
under section 355 because of failure to satisfy the active business re- 
quirements or the 20 percent distribution requirement, it will never- 
theless qualify under section 355 if it is established to the satisfaction 
of the Secretary or his delegate that the distribution is not in pursu- 
ance of a plan having as one of its principal purposes the avoidance 
of Federal income tax. For example, even if the controlled corpora- 
tion and the distributing corporation are not engaged in separate 
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businesses, the Secretary or his delegate might find that a division of 
a single business qualifies under section 355, particularly where after 
the division certain stockholders will own stock in only one of the 
corporations and the remaining stockholders will own only stock in 
the other corporation. Permitting some latitude in administration 
of the section should serve to prevent a rigid interpretation of the 
requirements of clause (i). 

As in the case of the definition of “active business” in section 
346 (d), the provisions of section 355 disqualifying distributions of 
stock or securities of a controlled corporation acquired within the 
previous 5 years where the control was acquired in a transaction in 
which gain or loss was recognized to the transferor, have been revised 
to exclude also acquisitions in which gain or loss was recognized to a 
stockholder of the transferor, (See secs. 355 (a) (3) (B). and 355 
(b) (2) of the proposed revision.) The provisions of existing law have 
also been clarified with respect to the determination of the acquisition 
of control, particularly with respect to cases in which part of the stock 
was acquired more than 5 years before the distribution. 


SECTION 21. RECEIPT OF ADDITIONAL CONSIDERA- 
TION—AMENDMENT OF SECTION 356 


Reversing theory of Howard v. Commissioner.—Section 356 (a) of 
existing law provides that “If * * * section 354 * * * would apply 
to an exchange but for the fact that” boot is received, gain shall be 
recognized in an amount not in excess of the amount of boot. In 
Howard v. Commissioner (238 F. 2d 943 (7th Cir., 1956)), a stock- 
holder in corporation A exchanged all of his stock in A solely for 
voting stock of corporation B, as a part of a plan in which B acquired 
control of A. However, some of the other stockholders of corporation 
A received cash from corporation B for their stock in A. The court 
held that, under the comparable provisions of the 1939 Code, the 
transaction did not constitute a reorganization because the controlling 
interest in B was not acquired by A solely for its voting stock. Never- 
theless the court held that under the 1939 Code equivalent of section 
356 (a), the particular taxpayer had no recognizable gain because the 
transaction would have been a reorganization under the predecessor 
of section 368 (a) (1) (B) “but for the fact that” part of the con- 
sideration given by A to acquire stock of B consisted of boot. 

The advisory group recommends that section 356 (a) be amended 
to make clear that it operates only in a tranaction which, independ- 
ent of its provisions, qualifies as a reorganization under section 368 
or 371 or qualifies as a division under section 355. Such a change is 
believed advisable in order to insure that reorganization transactions 
— ie continuity of interest requirements of section 368 (a) (1) (B) 
and (C). 

In the proposed revision this is accomplished by changing the intro- 
ductory words of section 356 (a) (1) and (2) to read: 

If section 354 would apply to an exchange made pursuant to a plan of reorgan- 
ization * * * but for the fact— 
that boot is received. By virtue of this modification in language the 
boot provision will be inapplicable unless the transaction would con- 
stitute a reorganization aside from the application of section 356. 

The actual result to the taxpayer in the Howard case would be 
sustained under the proposed revision of section 368 (a) (1) (B). See 
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the comments made with respect to section 368"(a) (1) (B), infra, 
under section 26. 

Boot received in 368 (a) (1) (D) reorganizations.—In section 356 (a) 
of existing law, the boot provisions literally operate only where stock 
or securities are exchanged for stock or securities. In a 368 (a) (1) (D) 
reorganization, cases have arisen in which one controlled corporation 
immediately prior to its complete liquidation transfers property gra- 
tuitously to another corporation controlled by the same shareholders 
without receiving back any stock or securities of the transferee. More- 
over, in the area of so-called reincorporations, a corporation may be 
completely liquidated and part of the assets received by the share- 
holders may be transferred by them as a contribution to capital of 
another controlled corporation. In the suggested revision, the lan- 
guage of section 356 (a) (2) (B) (ii) would bring these transactions 
within the boot rule even though no stock or securities are received 
from the transferee corporation. 

The operation of section 356 (a) (2) (B) (ii) may be illustrated by 
the following example. Assume that individual A owns all the out- 
standing stock of corporations X and Y. Corporation X is com- 
pletely liquidated and A, pursuant to a plan, promptly transfers its 
operating assets to corporation Y as a contribution to capital, retain- 
ing personally a substantial amount of cash received by him in the 
liquidation of X. Under section 368 (a) (1) (D) the transaction con- 
stitutes a reorganization because there is a transfer of a part of the 
assets of X to Y, the shareholder of X is in control of Y and X is com- 
pletely liquidated. Under section 368 (b) (2) both corporations are 
parties to the reorganization. Section 354 does not apply because the 
exchange of stock of X is not made solely for stock of another cor- 
poration a party to the reorganization. But section 356 (a) (2) (B) (ii) 
does apply to the transaction because the exchange was made pur- 
suant to a plan of reorganization under section 368 (a) (1) (D) and 
section 354 would apply to the exchange but for the fact that the prop- 
erty received in exchange for the stock of X consists not of stock of ¥ 
but entirely of other property or money. 

Thus under section 356 (a) (2) (B) (i) gain or loss will be recognized 
to A, and amounts will be includible in his income, to the extent pro- 
vided in section 356 (b) (1). If the receipt of all or part of the cash 
has the effect of a distribution of a dividend or a partial liquidation, it 
will be taxed to A as such under section 356 (b). Otherwise, the cash 
received and retained by A will be treated under section 356 (b) (1) (B) 
as a distribution to which section 301 (c) (2) and (3) applies, in which 
event it will be applied against and reduce the basis of the X stock in 
the hands of A and any excess will be taxed to A as a capital gain, 

Elimination of gain requirement.—Under section 356 (a) of existing 
law the boot provisions operate to tax a shareholder recipient only 
where the fair market value of stock, securities and boot received by 
him exceeds his adjusted basis for the stock and securities he turns in 
to the distributing corporation in exchange therefor. Thus under 
existing law persons who have a high basis for their stock in the dis- 
enlens corporation (as, for example, where the stock has recently 
been inherited or purchased) may be able to withdraw corporate 
property without dividend tax if the withdrawal occurs as part of a 
plan of reorganization, whereas they could not do so if the distribution 
occurred apart from a reorganization. This might even be the case 
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where a corporation is merely reincorporated in another state while 
remaining in the control of the same stockholders in the same propor- 
tions. 

Tbe advisory group recommends that section 356 be amended to 
tax a shareholder on the receipt of boot in a reorganization, whether 
or not he has a gain on the cedindain in the same manner in general as 
he would be taxed if the distribution were made by the corporation 
without a reorganization occurring. Under section 356 (b) in the 
proposed revision the tax treatment of boot received by a shareholder 
would not depend upon his basis for his stock and would be the same 
whether the property is distributed in a reorganization or in a non- 
reorganization case, except that under section 356 (b) dividend treat- 
ment would be limited to the recipient’s ratable share of the earnings 
and profits of the corporation referred to in section 316 (a) (1) or (2). 
The latter limitation is believed desirable in the reorganization cases 
in order to provide a proper rule for the treatment of boot received 
by holders of preferred stock. 

Treatment of boot as partial liquidations or 302 (a) distributions.— 
In existing law if the boot provisions of section 356 (a) are applicable, 
that part of the gain which bas the effect of the distribution of a 
dividend is treated as a dividend to the shareholder to the extent of his 
ratable share of the earnings and profits of the corporation accumulated 
after February 28, 1913. There is, however, no provision in existing 
law stating that such part of the distribution as has the effect of a 
partial liquidation under section 346 or a redemption of stock under 
section 302 (a) shall be treated as such. Accordingly, some boot 
distributions in reorganizations have been taxed to shareholders as 
dividends although they represent the proceeds from the sale of a 
business which might be entitled to capital-gain treatment as a 
partial liquidation under section 346 if distributed without a reorgani- 
zation occurring. See e. g., Lewis v. Commissioner (176 F. 2d 646 
(ist Cir., 1949)). 

The advisory group recommends that section 356 be amended to 
provide that, in the case of a distribution of boot in a reorganization 
or section 355 transaction, such part of the distribution as has the 
effect of a dividend (but not in excess of the recipient’s ratable share 
of the earnings and profits referred to in section 316 (a) (1) or (2)) 
will be treated as a dividend, such part as has the effect of a partial 
liquidation shall be treated as such, and such part as has the effect 
of a redemption under section 302 (a) shall be treated as such. (See 
sec. 356 (b) (1) (A) in the proposed revision.) If, for example, money 
distributed as boot in a reorganization constitutes the proceeds from 
a sale of a business, and the distribution would qualify as a partial 
liquidation under section 346 if it did not occur as a part of a plan of 
reorganization, it would be treated as received in exchange for part of 
his stock and the gain or loss thereon accorded capital gain or loss 
treatment in the same manner as if the distribution had occurred 
apart from a reorganization. 

It is intended that in determining under section 356 (b) (1) (A) (ii) 
whether the receipt of boot has the effect of a distribution in redemp- 
tion of stock under section 302 (b), the attribution rules of section 
318 shall be applicable to the same extent that they apply under sec- 
tion 302 (b). It is also intended that in determining whether the 
distribution has the effect of a substantially disproportionate redemp- 
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tion under section 302 (b) (2), the 80 percent test therein prescribed 
would be applied with reference to the percentages of stock holdings 
in the corporation acquired in a (B) reorganization and in the trans- 
feror corporation in (C) and (D) reorganizations, and not by refer- 
ence to the percentage holdings in the transferee corporation. Thus, 
in a 368 (a) (1) (C) reorganization, where the assets of the transferor 
corporation are acquired for stock and cash of the transferee, if the 
eash received by the transferor is applied in redemption of some of 
the shares of common stock of the transferor and the transferee’s 
stock is distributed in exchange for the balance of the transferor’s 
common stock, the disproportionality test of section 302 (b) (2) will 
be applied as though the redemptions for cash had been made by the 
transferor corporation in the absence of a reorganization. If in a 
(B) or (C) reorganization common stock is exchanged solely for non- 
voting preferred stock and cash of the transferee in the same propor- 
tions on each share surrendered in exchange, the cash will be treated 
as a redemption under section 302 (b) (2) of part of the stock surren- 
dered in exchange and the nonvoting preferred stock will be treated 
as acquired in a tax-free exchange for the balance of the stock surren- 
dered in exchange; but if common stock and cash are received from 
the transferor, the transaction will not have the effect of a dispropor- 
tionate redemption under section 302 (b) (2) in view of the continuing 
common stock interest of the stockholders and the fact that the cash 
is distributed proportionately. 

Boot received in exchanges for securities.—The advisory group recom- 
mends that section 356 be amended to require that such part of any 
boot received in exchange for securities as has the effect of payment 
of interest on the securities shall be treated as interest income to the 
recipient. (See sec. 356 (b) (2) (A) of the proposed revision.) This 
would change the rule of existing law, established in Commissioner v. 
Carman (189 F. 2d 363 (2d Cir., 1951)) and Commissioner v. Capento 
Securities Corporation (140 F. 2d 382 (ist Cir., 1944)). In those 
cases the courts held that since boot received in respect of interest 
does not have the effect of a dividend, section 356 provides onl 
capital gain treatment for the recipient. However, the amount whic 
may be treated as interest would be limited to the interest accrued 
on the securities since the date of the acquisition of the securities by 
the person receiving the boot, or by a person from whom the recipient 
acquired the securities in a transaction in which no gain or loss was 
recognized. This would include, for treatment as interest income, 
boot received in respect of interest accrued during a period of owner- 
ship by a person from whom the securities were acquired by the tax- 
payer by gift or inheritance. 

Boot which is not treated as a dividend, partial liquidation, 302 (a) 
redemption, or interest.—In the proposed revision boot which is re- 
ceived in a reorganization or section 355 division, but which is not 
treated as a dividend, partial liquidation, 302 (a) stock redemption 
or interest, would be applied against the basis of the stock or securities 
received in the reorganization, and only the excess over basis would 
be taxed as capital gain. (See secs. 356 (b) (1) (B) and 356 (b) (2) 
(B).) This would change existing law which now requires that capital 
gain on the exchange be recognized to the extent of the amount of 
the boot which is not taxed as a dividend. This change again has 
the effect of coordinating the rules for distributions occurring as a 
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part of a reorganization with those applicable in the absence of a 
reorganization, and seems a necessary corollary of the decision to 
eliminate the requirement of gain as a prerequisite to dividend treat- 
ment of boot received. 

For example, assume the case of a reorganization in which a share- 
holder exchanges common stock for new common stock and cash. If 
the receipt of the cash has the effect of a distribution of a dividend, 
it will be taxed to the shareholder as a dividend whether or not the 
sum of the value of the new stock and the cash exceeds the share- 
holder’s basis for his old stock. ‘But if it does not have the effect of 
a dividend, the cash will be treated as a return of capital and applied 
against the basis of the stock and only the excess over the basis will 
be taxed as capital gain. The result in such case will be substantially 
the same as would be the case if the cash were distributed by the 
corporation apart from the exchange of stock for stock. 

Exchanges for section 306 stock.—In the pion revision section 
356 (e), dealing with the receipt of boot in exchanges for section 306 
stock, has been amended to make the provision apply only if section 
306 (a) would have been applicable if the amount received on the 
exchange had consisted solely of money. The result under section 
356 (e) should not be any more unfavorable to the holder of the sec- 
tion 306 stock than if the transaction had occurred outside the non- 
recognition rules of part IIT. 

Receipt of stock in more than one corporation a party to a 368 (a) (1) (D) 
reorganization.—Section 356 (f) has been added in the proposed revi- 
sion to provide that if stock in more than one corporation a party to a 
reorganization is received in a 368 (a) (1) (D) reorganization, a the 
stock having the highest fair market value will be permitted to be 
received without recognition of gain or loss and the other stocks so 
received will be treated as boot. See the comments relating to 
sections 354 (under sec. 19) and 368 (under sec. 26) regarding this 
matter. 

Application to insolvency reorganizations.—The advisory group 
recommends that the provisions of section 356 regarding the receipt of 
boot be made applicable to insolvency reorganizations, as was the case 
under the 1939 Code. ‘This has been done in the proposed revision 
of sections 356 and 371. (See the comments relating to sec. 371 
under sec, 27.) 

Rearrangement of present subsections (b) and (c).—In the proposed 
revision subsection (b) of section 356 in present law has been relettered 
as subsection (c), and subsection (c) of present law has been absorbed 
in subsection (a). 


SECTION 22. ASSUMPTION OF LIABILITY—AMENDMENT 
OF SECTION 357 


Types of transactions to which section 357 (c) applies.—The advisory 
group recommends that section 357 (c) be made inapplicable to inter- 
corporate exchanges in section 368 (a) (1) (D) reorganizations, because 
in the proposed revision section 368 (a) (1) (D) requires the complete 
liquidation of the transferor corporation. The problem created by 
the situation in which the liabilities exceed the basis of the assets 
transferred stems from the fact that, unless a special rule is provided 
in section 357 (c), the transferor will either have a minus basis for 
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the stock he receives in the transferee or else (if the stock basis is not 
reduced below zero) he may when he later disposes of his stock have 
a gain which will go untaxed. However, under the proposed revision 
of section 368 (a) (1) (D) requiring complete liquidation of the trans- 
feror corporation no problems of “minus basis” will exist because the 
transferor corporation’s basis for the transferee’s stock will disappear 
when the stock is distributed to its shareholders in the liquidation. 

Liabilities of the transferee-—Section 357 (c) (2) (B) has been added 
to state that section 357 (c) is inapplicable where immediately before 
the exchange the liabilities constitute the primary obligation of the 
transferee corporation. This will make clear that section 357 (c) does 
not apply, for example, in cases in which the property transferred has 
merely been put up by the shareholder as security for indebtedness of 
the transferee corporation prior to the transfer. 


SECTION 23. BASIS TO DISTRIBUTEES—AMENDMENT OF 
SECTION 358 


Changes recommended in section 858 (a).—In the proposed revision 
section 358 (a) has been divided into two subsections, (a) and (b), 
because of the changes which have been made in the boot provisions 
of section 356. The new subsection (a) of section 358 would apply 
only to exchanges under section 351 and 361, which contain their own 
boot provisions. The only change recommended is the deletion of the 
provisions of present section 358 (a) (1) (B) (i), regarding amounts 
treated as a dividend, in view of the inapplicability of the language 
to section 351 and 361 exchanges. 

The proposed new subsection (b) would apply to exchanges made 
pursuant to sections 354, 355, 356, and 371 (b). The basis of property 
permitted to be received in exchange for stock under such sections 
without the recognition of gain or loss would be the same as the 
basis of the stock exchanged, decreased by— 

(1) that part of the basis of the stock exchanged which is 
applied in determining gain or loss with respect to so much of 
any boot received as has the effect of a partial liquidation under 
section 346 or a stock redemption under section 302 (a), and 

(2) the amount of any boot received which under section 356 
is applied in reduction of basis of the stock. (See proposed new 
section 358 (b) (1).) 

The basis of property permitted to be received without recognition 
of gain or loss in exchange for securities would be the same as that 
of the securities exchanged, decreased by any amount which under 
section 356 (b) (2) (B) is applied in reduction of basis of the securities 
permitted to be received without recognition of gain or loss. (See 
proposed new section 358 (b) (2).) 

The proposed new section 358 (b) (3) would provide that the basis 
of any boot (except money) received shall be its fair market value, as 
under section 358 (a) (2) of existing law, but a further provision has 
been inserted to the effect that if the distributee of the boot is a cor- 
poration its basis shall be determined, as under section 301 (d), by 
reference to the amount of the distribution determined under section 
301 (b) (1). This change will produce the same basis for property 
received as a dividend by a corporate stockholder in a reorganization 
as would be the case if the distribution occurred apart from a reor- 
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ganization. An additional provision has been inserted as section 
358 (b) (3) (B) to coordinate the basis rules with those of section 334 
(a) where the distribution of the boot has the effect of a partial 
liquidation or section 302 (a) redemption. 

Relettering of subsections (b) and (c).—By reason of the changes re- 
ferred to above, subsections (b) and (c) of section 358 in existing law 
have been relettered as subsections (c) and (d), respectively. 

Liabilities of the transferee.—Section 358 (e) in the proposed revi- 
sion (sec. 358 (d) in existing law), treating assumption of liabilities as 
the receipt of boot for the purpose of determining basis adjustments, 
would be made inapplicable to liabilities which, immediately before 
the exchange, are the primary obligation of the transferee. This 
change is consistent with a corresponding change recommended in 
section 357 (c). See the comments relating to section 357 under sec- 
tion 22. 

Property received for treasury stock.—Section 358 (f) in the proposed 
revision (sec. 358 (e) in existing law) has been amended so as to make 
certain that the decision in Firestone Tire and Rubber Company (2 
T. C. 827 (1943)) will not apply. This amendment, together with a 
corresponding amendment in section 362 (b), is recommended in order 
to make clear that the basis of property received in a reorganization by 
a corporation in exchange for its own stock is to be determined under 
section 362 by reference to the basis of the property in the hands of 
the corporation from which it is acquired (and not by reference to the 
basis of the stock given in exchange for the property), whether the 
corporation receiving the property gives newly issued stock or gives 
treasury stock in exchange for the property. Both sections 358 and 
362 in present law provide that section 362, rather than section 358, 
shall be applicable if the property is acquired by the “issuance” of 
stock or securities of the transferee as the consideration in whole or in 
part for the transfer of property to it. In the Firestone case it was 
held under the 1939 Code that the giving of treasury stock in exchange 
for the property does not constitute an “issuance” of stock by the 
transferee company. Changes made in the 1954 Code, particularly 
the insertion of section 1032, may make the Firestone case inappli- 
cable under the 1954 Code, but it is believed desirable to make a 
specific change in sections 358 and 362 in this respect. 

In the proposed revision section 358 (f) (sec. 358 (e) of existing law) 
would be changed to provide that section 358 shall not apply in 
the determination of the basis of property if section 362 is applicable 
in determining the basis of such property, and the language of the 
provision in section 362 (b) would be changed by inserting the word 
“exchange”’ in lieu of the word “‘issuance.”’ Thus, section 362, instead 
of section 358, would be clearly applicable whether the transferee’ 
corporation issues new stock or transfers its treasury stock in exchange 
for the property acquired by it. 


SECTION 24. NONRECOGNITION OF GAIN OR LOSS TO 
CORPORATIONS—AMENDMENT OF SECTION 361 


Changing theory of Howard case.—The advisory group recommends 
that the introductory language of section 361 (b) be changed, in the 


same manner as recommended in section 356 (a), so as to make clear 
that the section applies only if, wholly apart from this section, the 
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transaction constitutes a reorganization. This would make clear 
that the theory adopted in Howard v. Commissioner, supra, will not 
apply under the proposed revision. See the comments relating to 
section 356 under section 21. 

Reduction of corporate gain for boot distributed.—The advisory group 
recommends that section 361 (b) (1) be amended to provide that any 
gain otherwise recognized to the corporation by reason of the receipt 
of boot be reduced to the extent that the boot is distributed by the 
corporation in pursuance of the plan of reorganization. In existing 
law any gain to the corporation is recognized to the extent that boot 
is retained; under the proposed revision the gain otherwise recognized 
would be reduced to the extent boot is distributed. For example, 
assume that the gain realized by the corporation on the exchange is 
$50,000 and that the amount of boot received is $70,000. If the cor- 
poration distributes $15,000 of the boot in pursuance of the plan of 
reorganization, under existing law the full gain would still be recog- 
nized to the corporation because the boot retained ($55,000) anda 
the realized gain ($50,000). Under the proposed revision the $50,000 
realized gain would be reduced by the amount of the boot distributed 
($15,000), with the result that only $35,000 of gain would be recog- 
nized to the corporation. This change has been recommended because 
it fits more appropriately into the program recommended in section 356 
of taxing the receipt of the boot at the shareholder level whether or 
not the shareholder realizes any; gain on his exchange of stock or 
securities pursuant to the plan of reorganization. A similar provision 
has been inserted in section 351 (b) (1) (B). 

Distribution of money.—Present law, read literally, permits a re- 
duction in the gain otherwise recognized to a corporation in a reorgani- 
zation by reason of its receipt of money or other property in addition 
to stock or securities of the transferee corporation only to the extent 
“of the sum of such money and the fair market value of such other 
property so received, which is not * * * distributed” in pursuance 
of the plan of reorganization. The advisory group recommends that 
the word “such” as applied to money distributed be deleted. Thus 
the gain otherwise recognized to the corporation would be reduced to 
the extent any money, whether or not received from the transferee, 
is distributed in pursuance of the plan of reorganization. Any money 
so distributed will be taxed as boot at the shareholder level. This 
change will make it possible for boot to be taxed to the shareholders, 
rather than to the corporation, where the property received by the 
corporation cannot be distributed. This may occur where the boot 
consists of an assumption of liabilities, or of property which cannot 
be appropriately divided among the shareholders. A similar provision 
has been made in section 351 (b) (1) (B). 


SECTION 25. BASIS TO CORPORATIONS—AMENDMENT 
OF SECTION 362 


The advisory group recommends the insertion of a new section 
362 (b) (2) to provide for adjustments to the basis of stock of a sub- 
sidiary held by a parent corporation where. in a reorganization under 
section 368 (a) (1) (B) or (C), stock or property is acquired by a sub- 
sidiary in exchange for stock issued by its parent. The new provision 
would also apply where the parent exchanges its own stock for the 
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stock or property and then transfers it to the subsidiary. In view 
of the fact that the subsidiary in such a transaction may receive the 
stock or property without any consideration passing from it to the 
parent, or may issue its own stock or securities to the parent, or may 
transfer other property to the parent in the transaction, it is recom- 
mended that the statute provide that that the appropriate basis 
adjustment shall be made under regulations to be prescribed by the 
Secretary, without spelling out detailed rules in the code. See the 
comments concerning this type of reorganization transaction under 
section 26. 

The advisory group recommends that the last sentence in section 
362 (b) of existing law (sec. 362 (b) (3) in the proposed revision) be 
amended in two respects. The first amendment would make clear 
that section 362 applies to stock or property acquired by a subsidiary 
in a reorganization in exchange for stock or securities of its parent as 
well as for its own stock or securities. See the comments concerning 
this matter under section 26. The second amendment would make 
specifically inapplicable the result reached in Firestone Tire & Rubber 
Co., supra, relating to cases in which property is acquired by a corpo- 
ration in exchange for treasury stock. See the comments relating to 
section 358 under section 23. 


SECTION 26. DEFINITIONS RELATING TO CORPORATE 
REORGANIZATIONS—AMENDMENT OF SECTION 368 


Statutory mergers and consolidations.—The advisory ‘group recom- 
mends that in the definition of the term “reorganization” in section 
368 (a) (1), statutory mergers and consolidations (now covered in 
sec. 368 (a) (1) (A)) should be abolished as a separate category. There 
should be no difference in the tax treatment of reorganization transac- 
tions depending upon whether it is possible under the local law to 
consummate them by a statutory merger or consolidation, or whether 
they must be carried out by an exchange of stock for properties or 
an exchange of stock for stock. Moreover the advisory group 
recommends that the requirements for ‘‘continuity of interest”? which 
it believes should be adopted in the (B) and (C) reorganizations, be 
made applicable to statutory mergers and consolidations as well. 
Accordingly, in the proposed revision statutory mergers and con- 
solidations have been included within the (C) and (D) reorganization 
provisions. This change should serve to produce consistent tax results 
regardless of the form in which a transaction is cast. 

Mere change of identity, form, or place of organization.—In order to 
retain the familiar lettering of the (B), (C), (D), and (E) reorganiza- 
tions, the provisions of section 368 (a) (1) (F) in existing law, dealing 
with ‘‘a mere change in identity, form, or place of organization, 
however effected,’’ have been moved to subparagraph (A) in the pro- 
posed revision. In addition, the words ‘of a corporation” have been 
added for the sake of clarity without any intention to change the 
meaning of the provision. 

_ “Continuity of interest” rule in (B) and (C) reorganizations.—Exist- 
ing law requires that in the case of (B) reorganizations (acquisition of 
stock where the acquiring corporation is in control of the corporation 
whose stock is acquired) and (C) reorganizations (acquisition of sub- 
stantially all the assets of another corporation), the sole consideration 
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which may be given by the acquiring corporation must be its voting 
stock, subject to a minor exception in the (C) reorganization cases. 
The “solely for voting stock”’ test has long been criticized and seems 
an inadequate criterion. It was adopted originally in the Revenue 
Act of 1934 before a number of important court decisions were handed 
down establishing principles to be followed in interpreting the reorgan- 
ization provisions of the statute. The test now unduly restricts the 
ne of the reorganization provisions, sometimes to the detriment 
of taxpayers and at other times to the loss.of the Treasury. The 
inclusion of a small amount of property other than voting stock may 
lead to imposition of a heavy capital gains tax, or may relieve from 
tax (or convert into capital gain. tax) amounts which properly should 
be taxed to shareholders as a dividend. 

The advisory group recommends that in lieu of the “solely for 
voting stock”’ test there be substituted a requirement that 50 percent 
of the consideration received in exchange tor the stock or property 
transferred, measured by fair market value, consist of stock of the 
acquiring corporation. The advisory group believes that if the trans- 
ferors receive one-half of their consideration in the form of a stock 
interest in the transferee, there is a sufficient continuity of interest 
in the stock or properties transferred by them to invoke the non- 
recognition of gain or loss provisions of the reorganization sections. 
Particularly in view of the stricter provisions which have been recom- 
mended in section 356 regarding dividend treatment to shareholders 
receiving boot in corporate reorganizations, the proposed new test 
should be of as much benefit to the Treasury in appropriate cases as it 
will be to taxpayers in others. It is intended that in (B) reorganiza- 
tions (stock-for-stock) boot received by the shareholder can have the 
effect of a dividend, and be taxable as such, under the boot provisions 
of section 356 (b) (1) in the same manner as in (C) and (D) reorganiza- 
tions, determined in each case by reference to the earnings of the 
acquired or transferror corporation as though the distribution of the 
boot had been made by it. 

The advisory group believes that it should be immaterial whether 
the stock so received is voting or nonvoting, since the test should be 
that of an economic continuity of interest rather than a right to vote 
in the election of directors or on other corporate matters. Further- 
more, it would be difficult to provide or administer a rule which 
would require that voting rights be proportionate to the fair market 
value of the property transferred, and unless such a requirement is 
made the voting stock test is relatively inconsequential. 

The advisory group further believes that, as in existing law, pre- 
ferred stock as well as common stock should be permitted to be 
received without recognition of gain or loss. Existing law permits 
voting preferred stock to be received in (B) and (C) reorganizations, 
and permits both nonvoting and voting preferred stock to be received 
in statutory mergers and consolidations. In view of the reeommenda- 
tion that the special rules relating to statutory mergers and consolida- 
tions be abolished and that voting rights not be the criterion for 
determining continuity of interest, the advisory group recommends 
that both voting and nonvoting preferred stock be permitted to be 
received in both (B) and (C) reorganizations. It would obviously be 
advisable to permit preferred stock of the transferee to be exchanged 
in (B) and (C) reorganizations for preferred stock. Since common 
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stockholders could exchange their common stock for preferred stock 
in a tax-free recapitalization prior to the transactions with the trans- 
feree corporation, it would seem advisable to permit the same result 
to be accomplished entirely as a part of a single tax-free exchange with 
the transferee corporation. It is true that the preferred stock of the 
transferee may represent only a limited interest in the continuing 
enterprise. Preferred stock, however, is subject to the business risks 
of the transferee, the degree of risk depending upon the amount of 
equity represented by the common stock. There is a sharp distinction 
in the code between debt on the one hand and stock (both preferred 
and common) on the other—for example, with respect to the interest 
deduction, the treatment of payments made in redemption of the 
securities, etc. The provisions of section 306 seem adequate to prevent 
any avoidance of tax which might otherwise flow from the receipt of 
both preferred and common stock. The advisory group recommends, 
therefore, that preferred stock of the transferee be permitted to be 
received in the reorganization exchange. 

In determining under the proposed new test the consideration 
received in a (C) reorganization there would not be included any 
liabilities of the transferor assumed by the transferee, nor any liability 
to which the transferred property is_ subject. See _ section 
368 (a) (2) (B) in the proposed revision. 

The advisory group considered, but does not recommend, the use 
of a continuity of interest test based upon the relative sizes of the 
acquiring corporation and the acquired corporation. See, for example, 
section 359 of H. R. 8300 (the Internal Revenue Code of 1954) in 
the form in which it passed the House of Representatives, requiring 
that, except in the case of certain mergers and consolidations of 
publicly-held corporations, the shareholders of the acquired corpora- 
tion own not less than 20 percent of the stock of the acquiring corpora- 
tion outstanding after the acquisition. The “solely for voting stock” 
test of the 1939 Code was restored and the relative size test was 
eliminated before the final enactment of the 1954 Code. After careful 
deliberation the advisory group has recommended the “50-percent 
stock” rule discussed above. It has not recommended adoption of the 
relative size test, although further consideration might be given to 
it as a policy matter. 

“Oreeping control’? in (B) reorganizations.—Both under the 1939 
Code and the 1954 Code there has been doubt as to the extent to 
which the statute requires in a 368 (a) (1) (B) reorganization (stock- 
for-stock acquisition) that each of the stock acquisitions be made by 
the acquiring corporation solely for its voting stock. The 1954 
Code amended subparagraph (B) of the 1939 Code so as to cover 
“the acquisition by one corporation, in exchange solely for all or a 
part of its voting stock, of stock of another corporation if, imme- 
diately after the acquisition, the acquiring corporation has control 
of such other corporation.”” In explanation of this rule the Senate 
Finance Committee report accompanying the 1954 Code, and the 
Treasury Regulations, contain an illustration of a case in which one 
corporation purchased 30 percent of the stock of another corporation 
for cash in 1939 and, pursuant to an exchange offer, during a 6-month 

eriod in 1955 acquired an additional 60 percent of the stock solely 
or voting stock. The stock acquisitions in 1955 are stated to qualify 
as a reorganization, since they were made solely for voting stock and 
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after they were completed the acquiring corporation was in contro] 
of the other corporation. There remains some doubt, however, as to 
whether if in 1955 some stock was acquired from certain stockholders 
solely for cash and other stock was acquired from other stockholders 
solely for voting stock, the transaction qualifies for nonrecognition 
of gain or loss in the case of those shareholders who exchanged their 
stock solely for voting stock. This was the problem involved in the 
Howard case, supra, in which the court held that the transaction did 
not qualify as a reorganization under the 1939 Code but was none- 
theless free of tax under the boot provisions corresponding to section 
356 of present law. 

The advisory group recommends that this matter be dealt with by 
testing each transaction from the standpoint of the particular share- 
holder on his own exchange with the acquiring corporation. Thus, 
under the proposed revision of the (B) reorganization definition, if 
the new continuity of interest test is met for the particular share- 
holder (i. e., at least 50 percent of the consideration received by him 
consists of stock of the acquiring corporation), the exchange would 
not give rise to recognition of gain or loss to him if the acquiring 
corporation has control of the other corporation immediately after 
the acquisition or acquires such control within 6 months after the 
acquisition. Under this test the tax characteristics of the exchange 
by a taxpayer stockholder would not be dependent upon the nature 
of the transactions by which the corporation acquires other stock 
from other stockholders, so long as the acquiring corporation has 
control immediately after the taxpayer makes his exchange of stock 
or acquires control within 6 months thereafter. It will still be neces- 
sary, however, for the taxpayer to make his exchange in pursuance of 
some plan of the acquiring corporation to acquire a controlling inter- 
est in the other corporation, to increase its stock ownership to the 
point of control, or to extend it beyond a controlling interest. 

Under the proposed revision of section 368 (a) (1) (B) it would 
be possible for the acquiring corporation to acquire part of a controlling 
interest in another corporation in stock-for-stock exchanges with some 
stockholders and the balance by cash purchases from other stock- 
holders, all as a part of the same plan. While this probably represents 
an extension beyond the present (B) reorganization concepts, the only 
feasible alternative would seem to be either (1) to require separation 
of the two plans in point of time, with the stock-for-stock exchanges 
having to follow the cash acquisitions, or (2) to require that at least 
80 percent of the stock be acquired in tax-free acquisitions. The latter 
alternative, which was the rule in the (B) reorganization definition 
under the 1939 Code, was abandoned in the 1954 Code, and the 
advisory group does not believe that rule should be restored since it 
forever blocks (B) reorganizations if at any time in the past more 
than 20 percent of the stock was acquired by purchase. The other 
alternative makes it essential to determine when a plan for purchase 
of stock ends and a plan for a stock-for-stock exchange begins—a 
determination which frequently is difficult to make with certainty. 
The advisory group believes it desirable, both for the Treasury and 
for business interests, to facilitate the simplification of corporate 
structures through the offering of stock in a parent corporation in 
tax-free exchange for stock in a subsidiary. The exchanging share- 
holder necessarily retains a continuing interest in the enterprise 
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because of the requirement that the parent corporation must have 
80-percent control of the other corporation immediately after the 
exchange or must acquire such control within 6 months thereafter. 
The advisory group, therefore, recommends the proposed revision 
of section 368 (a) (1) (B) as the most satisfactory solution to the 
problem. 

Requirement of complete liquidation, merger, or consolidation in a (C) 
reorganization.—In the case of a (C) reorganization, present law per- 
mits the receipt of boot to the extent of 20 percent of the total consid- 
eration received (including in the 20 percent all liabilities assumed), 
but requires neither the complete liquidation of the transferor corpora- 
tion nor the distribution of the boot received. In the proposed revision 
the amount of boot permitted to be received by the transferor corpora- 
tion would be substantially increased. The advisory group has con- 
cluded that it is advisable to require that the transferor corporation 
be completely liquidated pursuant to the reorganization plan, if the 
transfer is not accomplished by statutory merger or consolidation. 
See section 368 (a) (1) (C) (ii). This will prevent a transferor corpora- 
tion from distributing the stock of the transferee without tax to its 
shareholders while at the same time retaining the boot for an ultimate 
complete liquidation of the transferor (or a sale of its stock by its 
shareholders) at capital gains rates. The advisory group explored 
several alternatives, including the possibility of permitting the trans- 
feror to remain in existence provided it distributed any boot received, 
but concluded that complete liquidation of the transferor should be 
required. 

o specific time has been prescribed in which the liquidation must 
be completed, although the liquidation must be carried out pursuant 
to the reorganization plan. It is believed desirable for this purpose 
not to provide a rigid time schedule, but to permit reasonable flexi- 
bility in the light of the practical problems encountered in winding 
up the affairs of the transferor. 

Elimination of overlap between (C) and (D) reorganizations.—Under 
the language of 368 (a) (1) (C) and 368 (a) (1) (D) in existing law a 
transaction may qualify under both provisions. The transaction 
may involve a transfer, solely for voting stock, of substantially all the 
assets of a corporation-——thus qualifying under (C), At the same 
time it may also involve a transfer of all or part of the assets to 
another corporation, after which the transferor or its shareholders 
are in control of the transferee—thus qualifying under (D) as well. 
Since some provisions in subchapter C operate solely with respect to 
(D) reorganizations, the possible overlap is dealt with by complex 
rules in sections 368 (a) (2) (A) and 354 (b) (1). The advisory group 
recommends that the overlap be eliminated in simpler fashion within 
the language of sections 368 (a) (1) (C) and 368 (a) (1) (D) by making 
(C) inapplicable where the transferor or its shareholders are in contro! 
of the transferee and by making (D) apply only where such control 
exists. See sections 368 (a) (1) (C) (iii) and 368 (a) (1) (D) (i) in 
the proposed revision. 

Requirement of complete liquidation, merger, or consolidation in (D) 
reorganizations.—Present law does not require the complete liquidation 
of the transferor in a (D) reorganization, but requires only that stock 
or securities of the transferee corporation be distributed in a transac- 
tion qualifying under sections 354, 355, or 356. However, complete 
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liquidation of the transferor is required if the nonrecognition provi- 
sions of section 354 are to be applicable to a (D) reorganization, 
These separate requirements in the statute lead to some confusion 
and complexity. he advisory group recommends that in a (D) 
reorganization the transferor be required to merge into or consolidate 
with the transferee corporation or else be completely liquidated. This 
will prevent any retention of assets in the transferor corporation if 
the transaction is to qualify under (D). 


iy et td of (D) reorganizations to section 355 corporate divi- . 


sions.—In order to prevent any overlap of the provisions of section 355, 
relating to a corporate division, with those of section 368 relating 
to a (D) reorganization, the advisory group recommends that sec- 
tion 368 (a) (1) (D) be made inapplicable where any part of the plan 
of reorganization constitutes a distribution of stock or securities to 
which section 355 (or so much of sec. 356 as relates to sec. 355) applies. 
See the comments relating to section 354 (under sec. 19) for further 
explanation of this change. 

“Reincorporations” under section 868 (a) (1) (D).—Under existing 
law a number of cases have arisen in which shareholders have sought 
to withdraw corporate funds in a transaction which would be treated 
as a dividend if the distribution occurred apart from a plan of its 
complete liquidation, by means of first completely liquidating the 
corporation and then transferring the assets which are to remain in 
corporate form to a new corporation controlled by the same share- 
holders. The assets which are to continue in corporate ownership may 
be transferred by the shareholders to a new corporation in exchange 
for its stock or may be transferred by them to an existing controlled 
corporation as a contribution to capital. While, in the main, the 
courts have managed to deal adequately with these cases in order 
to prevent tax avoidance, the advisory group recommends that 
certain changes be made in the statute to give the Internal Revenue 
Service and the courts full opportunity to deal with these transactions 
as reorganizations and, in appropriate cases, to treat as dividends the 
assets which are withdrawn from corporate ownership and retained 
by the stockholders. 

The first of the recommended changes is the deletion of the require- 
ment in the introductory words of section 368 (a) (1) (D) that the 
transfer of assets be made “by a corporation.” Thus a transfer, after 
the distribution in complete liquidation, made by the shareholders of 
the liquidating corporation to the other corporation pursuant to the 
plan would be made to qualify as a reorganization to the same extent 
as if the transfer were made directly by the liquidating corporation 
to the other corporation. Secondly, in the new provision in section 
368 (a) (1) (D) (ii) requiring that the transferor corporation be 
completely liquidated (unless it is merged into or consolidated with the 
acquiring corporation) it would be specifically stated that the liquida- 
tion may precede, accompany or follow the transfer of the corporate 
assets to another corporation. Finally, as mentioned in the com- 
ments with respect to section 356 (under sec. 21), a recommended 
amendment to section 356 (a) would make the boot provisions appli- 
cable even if no stock of the transferee corporation is acquired by the 
shareholders in the transaction—as would be the case, for example, 
where after the complete liquidation part of the assets are transferred 
by the shareholders as a contribution to capital of another corporation 
controlled by them. 
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Amplification of the provisions reversing the rule of the Groman and 
Bashford cases.—In the decisions of the Supreme Court in Groman v. 
Commissioner (320 U. S. 82 (1937)), and Helvering v. Bashford (320 
U. S. 454 (1937)), and in a number of subsequent decisions in lower 
courts, it was held that the reorganization provisions of the 1939 Code 
and predecessor revenue acts did not apply where a corporation 
acquired the assets or stock of another corporation, and pursuant to 
the plan transferred such assets or stock to a wholly owned subsidiary 
of the acquiring corporation. Further, the reorganization provisions 
were held inapplicable where the stock or assets were acquired directly 
by a subsidiary, and stock of its parent corporation was issued in 
exchange therefor. 

The 1954 Code sought to change the result of those decisions, in 
cases in which assets of another corporation are acquired, by making a 
number of changes throughout section 368. The advisory group 
recommends that most of the rules dealing with this problem be 
gathered together in a new section 368 (e). 

Under the revision recommended by the advisory group, the rule 
of the Groman and Bashford cases would be overturned with respect 
to acquisition of stock in (B) reorganizations as well as with respect 
to acquisition of assets in (C) reorganizations. Either the parent or 
the subsidiary would be able to issue stock or securities in exchange 
for the stock or assets acquired, and part of such stock or securities 
could be issued by the parent and part by the subsidiary. In addition, 
it would be specifically provided that part of the acquired stock or the 
acquired assets can be retained in the parent corporation and part 
transferred to the subsidiary pursuant to the plan. Moreover, while 
existing law may possibly be interpreted to prohibit the parent from 
assuming liabilities of the transferor corporation in a (C) reorganization 
while transferring the acquired assets to the subsidiary, the proposed 
provision would permit this to be done. Again, while existing law does 
not specifically provide that the basis of the stock or assets to the 
transferor carries through to the subsidiary in all cases, this would 
be clearly provided for by a change recommended in section 362 (b) (3) 
(last sentence of section 362 (b) in existing law). Finally, by virtue of 
the insertion of a new section 362 (b) (2), an adjustment to the basis of 
the subsidiary’s stock in the hands of the parent corporation would be 
provided for under regulations to be prescribed by the Secretary. See 
the comments relating to section 362 under section 25. 

Subparagraph (C) Reorganization where the transferee corporation 
already owns stock in the transferor —Under the law as it existed prior to 
the change made in 1934, it was held in Winston Bros. Co. v. Helvering 
(76 F. 2d 381 (8th Cir., 1935)) that where a parent corporation owned 
60 percent of the stock of a subsidiary and issued its stock for all the 
assets of the subsidiary, the transaction qualified under the provision of 
that law comparable to present section 368 (a) (1) (C), despite the fact 
that the parent corporation received back in the complete liquidation 
of the subsidiary 60 percent of the stock which the parent gave to the 
subsidiary in the transaction. 

In Revenue Ruling 54-396 (C. B. 1954-2, 147), the Internal Rev- 
enue Service held that under the 1939 Code such a transaction would 
not constitute a (C) reorganization because the parent corporation 
would in effect acquire 60 percent of the assets of the subsidiary in 
the complete liquidation of the subsidiary, and therefore would not 
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acquire the assets solely in exchange for voting stock of the parent. 
In Revenue Ruling 57-278 (I. R. B. 1957-25, 17), under the 1954 
Code, the Service recently held that a transaction of such nature 
therein described would constitute a (C) reorganization under the 
1954 Code. Although there was no change in the language of section 
368 (a) (1) (C) in the 1954 Code to cause the different result, the 
Service reached this conclusion because of the change made in the 
1954 Code in the (B) reorganization definition. Unlike the 1939 Code, 
the (B) reorganization provisions in the 1954 Code would apply if 
the parent issued solely its voting stock to the minority ead nolders 
of the subsidiary in exchange for the remaining outstanding 40 percent 
of the subsidiary’s stock, regardless of the manner in which the parent 
acquired the 60 percent. interest in earlier transactions not a part of 
the current plan. 

In order to clarify this situation, the advisory group recommends 
that a specific provision be inserted in section 368 (a) (2) (C) stating 
that for the purposes of (C) reorganizations, the fact that the acquiring 
corporation owns stock or securities in the transferor corporation prior 
to the transfer shall be disregarded. 

“Downstairs” and “upstairs” mergers s.—U nder the proposed revision 
it is intended that so-called “downstairs” mergers (i. e., cases in which 
a parent corporation merges into a subsidiary) will fall within the 
provisions of section 368 (a) (1) (D). So-called “upstairs” mergers 
are intended to fall within the provisions of section 368 (a) (1) (C), 
unless they are governed by the provisions of section 332, relating to 
complete liquidations of subsidiaries which are 80 percent or more 
owned by a parent corporation. The application of section 368 (a) 
(1) (C) to the “upstairs” merger case will not be prevented by the 
requirement of section 368 (a) (1) (C) (iii) that neither the transferor 
nor its shareholders be in control of the transferee corporation. The 
parent transferee corporation cannot be considered to be in control 
of itself, particularly since ‘‘control’’ is defined in section 368 (c) in 
terms of ownership of stock of a corporation. 

Relocation of certain parenthetical material in reorganization provi- 
sions.—Section 368 (a) (1) (B) of existing law, in requiring that a 
corporation acquiring stock in another corporation be in control of 
the other corporation immediately after the acquisition, contains a 
parenthetical phrase ‘‘(whether or not such acquiring corporation had 
control immediately before the acquisition).” In order to simplify 
the language of section 368 (a) (1) (B) this provision has been inserted 
as section 368 (a) (2) (A) in the proposed revision. 

Section 368 (a) (1) (D) of existing law, in requiring that immediately 
after the transfer control of the transferee must remain in the trans- 
feror or its shareholders, adds a parenthetical phrase ‘(including 
persons who were shareholders immediately before the transfer).” 
Again for purposes of simplifying the language of section 368 (a) (1) 
(D), this provision has been inserted as se ction 368 (a) (2) (D) in the 
proposed revision. It has also been made applicable in determing the 
absence of control for the purposes of the revised section 368 (a) (1) (C). 

Status of stock rights—The regulations under existing law take the 
position that rights to subscribe for stock do not constitute stock or 
securities within the meaning of the reorganization provisions. ‘The 
advisory group recommends the addition of a new section 368 (d) to 
state specificall: y that for the purposes of the reorganization provisions 
the term “stock” includes rights to acquire stock. 
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SECTION 27. REORGANIZATION IN CERTAIN RECEIVER- 
SHIP AND BANKRUPTCY PROCEEDINGS—AMENDMENT 
OF SECTION 371 


Under the 1939 Code if a shareholder or security holder of a cor- 
poration involved in certain insolvency reorganization received boot 
as well as stock or securities, the boot could in appropriate circum- 
stances be taxed as a dividend. However, the comparable provision 
in the 1954 Code (sec. 371 (b) (2)) provides only that the receipt of 
boot can give rise to the recognition of gain and does not provide that 
any part of such gain may be treated as a dividend. 

The advisory group recommends that section 371 (b) be amended 
to provide that boot so received shall be treated as provided in section 
356, in which event it can be taxed as a dividend, as a partial liquida- 
tion, as a redemption of stock under section 302 (a), as interest, or as 
a return of capital, as may be appropriate in each case. Furthermore, 
the advisory group recommends that the “greater principal amount 
rule,’ which is applicable generally in the reorganization provisions 
but was not specifically incorporated in section 371 (b) in the 1954 
Code, be inserted therein as section 371 (b) (2). 


SECTION 28. CARRYOVERS IN CERTAIN CORPORATE 
ACQUISITIONS—AMENDMENTS OF SECTION 381 


Subsection (a) of section 381 now provides that an acquiring cor- 
poration in certain types of nontaxable asset acquisitions shall succeed 
to and take into account certain specified tax attributes of the dis- 
tributor or transferor corporation, subject to the conditions and 
limitations set forth in subsections (b) and (c). Subsection (b) states 
certain operating rules and subsection (c) lists the particular items 
referred to in subsection (a) and the limitations upon their inheritance. 

The types of nontaxable asset acquisitions now referred to in 
subsection (a) are— 

(i) Liquidations of subsidiaries under section 332 but only 
where the parent corporation takes over the subsidiary’s asset 
basis; and 

(ii) Transfers in reorganization under section 368 (a) (1) (A), 
(C), (D) (but only if the requirements of section 354 (b) (1) (A) 
and (B) are met) and (F). 

Liquidation of subsidiaries.—The advisory group has considered the 
desirability of limiting the applicability of section 381 to section 332 
liquidations which involved the distribution in liquidation of a going 
business. If section 381 were so limited a premium would be placed 
on the timing of the sale of the subsidiary’s assets; a sale of its business 
before the liquidation would be treated differently than a sale of the 
business by the parent after the liquidation. Under present law the 
tax consequences of a sale of a subsidiary’s assets, where the sub- 
sidiary’s asset basis is carried over in a section 332 liquidation, is no 
different whether the sale is made by the subsidiary before the liqui- 
dation or by the parent after the liquidation. There appears to be 
no reason for applying a different policy for the purposes of section 
381. Moreover, adoption of a going business requirement would 
involve troublesome definitional problems. Accordingly, the advisory 
group recommends no limitation in such regard. The advisory group 
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also considered the desirability of restricting the application of section 
381 to section 332 liquidations which are effected shortly after the 
parent acquires the subsidiary’s stock in a nontaxable (B) reorgani- 
zation. In view of the proposed amendments to section 382, which 
would apply to the carryover of losses in connection with (B) acquisi- 
tions, it was concluded that no such restriction in section 381 is needed. 

Necessity of requiring liquidation of transferor corporation in (C) and 
(D) reorganizations.—At present, as indicated above, section 381 (a) 
states that the requirements of section 354 (b) (1) (A) and (B) must 
be met—at least in a (D) reorganization—in order for the section to 
apply. This means that in a (D) reorganization the transferee cor- 
poration must acquire substantially all the assets of the transferor 
corporation and the consideration received by the transferor as well 
as its other properties must be distributed in pursuance of the plan of 
reorganization. It is questionable whether this requirement also ap- 
plies to a (C) reorganization. Under the revised reorganization pro- 
visions herein proposed, the transferor corporation in both a (C) 
reorganization and a (D) reorganization must be liquidated. Ac- 
cordingly, if the advisory group’s recommendations with respect to the 
reorganization provisions are adopted, no special provision is needed 
in section 381 (a) with respect to liquidation of the transferor corpo- 
ration. This view is reflected in the proposed subsection (a) (1) (B). 

Corporate divisions under sections 355 and 856 involving intercorporate 
transfers under section 351.—Although section 312 (i) of the 1954 Code 
provides that, in the case of corporate divisions under section 355 or 
section 356, proper allocation with respect to the earnings and profits 
of the distributing corporation and the controlled corporation or 
corporations shall be made under regulations prescribed by the 
Secretary or his delegate, section 381 excludes such corporate divisions 
from its application. If a transferee in a corporate separation under 
these provisions is not to succeed to the designated tax attributes of the 
transferor corporation, presumably the transferor corporation would 
retain all the attributes it formerly possessed and the transferee 
would not be required or permitted to take any of them into account. 
This would appear to produce an unsound result in some cases and to 
permit the tax consequences to depend upon which corporation is 
used as the transferor corporation. The advisory group recommends 
that section 381 be amended to cover intercorporate section 351 trans- 
fers in connection with corporate divisions under sections 355 and 356; 
and that, in the case of such transactions, the designated tax attributes 
be divided between the respective corporations in a manner appro- 
priate to the character of the items and their relationship to the assets 
and liabilities of the respective corporations. Because of the difficulty 
of attempting to incorporate in the statute all the rules that might be 
appropriate to the various items in the differing situations that might 
arise and of the undue statutory complications that would be involved, 
the advisory group recommends that the implementation of the 
general rule (including the application of section 382) be left to 
regulations. However, the broad policy to be followed in the regula- 
tions is indicated by the proposed statutory provision, including the 
requirement that net operating loss carryovers and earnings and 
profits—two of the principal items—are to be divided in a manner 
appropriate to the assets owned by each of the corporations. Of 
the other tax attributes specified in section 381 (c), it is intended 
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as indicated above that the tax treatment be determined in keeping 
with the underlying policy of the section. Some of them might 
appropriately be attributed to the corporation owning the assets 
to which the particular items relate and some might appropriately 
be attributed to both corporations or to neither. The proposed 
provisions of subsection (a) (1) (C) and (3) deal with this problem. 

Subparagraph (C) reorganizations involving asset acquisitions by, or 
asset transfers to, subsidiaries—The 1954 Code permits the acquisi- 
tion of assets in a (C) reorganization by a subsidiary in exchange for 
the parent’s stock or by the parent in exchange for its stock followed 
by a transfer of all or part of such assets to a subsidiary. The provi- 
sions of section 368 (e) herein proposed continue this policy. 

Section 381 does not state whether in such cases the parent or the 
subsidiary is to be the acquiring corporation which succeeds to the 
transferor’s tax attributes or whether different results flow from use 
of the two available methods of accomplishing the same result. Nor 
is there any indication of what happens where the parent and sub- 
sidiary divide the transferor’s assets between them. While it is 
arguable that such items as net operating loss carryovers and ac- 
cumulated earnings and profits may reasonably be treated differently 
in such situations, the advisory group has concluded, partially in the 
interest of simplicity, that the existing administrative policy should 
be followed and that the corporation owning the assets should succeed 
to both of these attributes. Accordingly, under the proposed subsec- 
tion (a) (2) the subsidiary and not the parent would be considered 
the acquiring corporation for purposes of section 381 if it acquires 
substantially all of the assets transferred in the reorganization either 
directly from the transferor corporation or upon retransfer from the 
parent corporation. 

The proposed subsection (a) (3) covers the situation where the 
acquired assets are so divided between the parent and one or more 
subsidiaries that no one corporation owns substantially all the trans- 
ferred assets. In such cases the parent corporation could have been 
made the acquiring corporation for purposes of section 381, but this 
would amount to giving the parent an election to determine the loca- 
tion of tax attributes simply by retaining a substantial part of the 
assets transferred. Alternatively, the benefit or burdens of the tax 
attributes could be denied to all the corporations; but this would result 
not only in preventing any corporation from using attributes that are 
beneficial but would also make it possible by careful planning to avoid 
the inheritance of burdensome tax attributes. Accordingly, the 
advisory group believes it preferable to provide that, in cases where no 
one corporation owns substantially all the acquired assets, net operat- 
ing loss carryovers and accumulated earnings and profits should be 
apportioned between the respective corporations holding a substantial 
portion of the transferred assets in a manner appropriate to the assets 
acquired and that the treatment of the other tax attributes referred 
to in subsection (c) should be determined on a rational basis depending 
on the character of the particular item involved and its relationship to 
the assets and liabilities owned by the respective corporations, in 
keeping with the underlying policy of section 381. Here again any 
attempt to spell out in the statute all the necessary rules to cover the 
differing items and situations would unduly complicate the statute; 
and, as with corporate divisions. it is recommended, as provided for 
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in subsection (a) (3), that with the indicated guides the matter be left 
to regulations. 

Accounting methods.—Paragraphs (4), (5), (6) and (8) of subsection 
(c) deal with accounting matters ((7) was repealed). Paragraph (4) 
is a general provision entitled ‘““Accounting Methods” while the other 
three paragraphs which follow it relate to specific accounting items. 
To improve the form of the statute and avoid the possibility of con- 
fusion without intending any change in substance, the advisory group 
recommends that these paragraphs be made into subparagraphs of 
paragraph (4), the final subparagraph to be the present paragraph (4), 
slightly revised to indicate that it is intended to apply to accounting 
methods other than those covered in the three preceding subpara- 
graphs. With this change, the succeeding paragraphs in the statute 
should be renumbered consecutively accordingly. 

Treatment of obligations deductible by transferor corporation if paid 
by it.—The present paragraph (16) permits the acquiring corpora- 
tion to deduct certain sblicn tens and liabilities of the transferor 
corporation assumed on the reorganization if such obligations and 
liabilities would have been deductible by the transferor corporation if 
paid by it. However, the last sentence of the paragraph makes it 
inapplicable if such obligations are reflected in the amount of stock, 
securities, or property transferred by the acquiring corporation to the 
transferor corporation in consideration for the latter’s property. 
Since liabilities assumed by an acquiring corporation will normally be 
reflected in the consideration given by it for the property acquired, 
the benefit of this provision is in general limited to liabilities for which 
no provision was made and which were unknown or contingent at 
the time of the acquisition. The advisory group believes that, con- 
sistent with the general policy underlying section 381 of placing the 
transferee corporation in the tax shoes of the transferor corporation 
and to avoid evidentiary difficulties, it would be preferable if tax 
liabilities and other liabilities of the transferor corporation assumed 
by the acquiring corporation in a reorganization were deductible by 
the acquiring corporation paying the same if the transferor corporation 
could have deducted them had it made the payment, even though 
such liabilities are reflected in the consideration given for the acquired 
property. Accordingly, the advisory group recommends the elimina- 
tion of the last sentence of the present paragraph (16), the proposed 
paragraph (12). 

Catchall provision.—There is at present no catchall provision in 
section 381 designed to permit its application to other items not spe- 
cifically described therein or elsewhere in the code, though they be 
of the same general character. One such item is the right of an ac- 
quiring corporation to continue amortizing an emergency facility on 
the basis of a certificate of necessity granted to the transferor corpora- 
tion, as permitted under the 1939 Code. Other such items as to which 
the rights of an acquiring corporation are not specified include re- 
search expenditures, excess soil and water conservation expenditures, 
foreign tax credits, elections on war loss recoveries and borrower status 
for section 312 (j) windfall distributions. The advisory group recom- 
mends that a general provision be added at the end of the itemized list 
of tax attributes in subsection (c), providing that the acquiring corpo- 
ration shall be treated as the distributor or transferor corporation 
with respect to any item or for any purpose not referred to in subsec- 
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tion (c) if it is established to the satisfaction of the Secretary or his 
delegate that such item or purpose is in a category similar to that of 
any of the items referred to and that such treatment is consistent with 
the treatment of such items. This is covered by the proposed new 
paragraph (17). 

Technical amendments ——The amendments recommended in sub- 
sections (b) and (c) (1) (A) and (C) (v) are minor clerical changes, 


SECTION 29. SPECIAL LIMITATIONS ON NET OPERATING 
LOSS CARRYOVERS—AMENDMENT OF SECTION 382 


The advisory group has carefully reviewed the policy considerations 
involved in the determination of the circumstances under which limi- 
tations should be imposed on the allowance of the full amount of a 
corporate net loss carryover, whether originating with the same 
corporation or inherited from a predecessor corporation. The rules 
of existing law are conflicting and uncoordinated. In fact, there is a 
serious question whether they do not serve more to blueprint than to 
prevent avoidance. 

The problems are most acute in section 382, which seeks to spell 
out precise rules for specific situations. Generally speaking, section 
382 (a) covers stock acquisition and section 382 (b) covers asset acqui- 
sition cases. They are separately compartmented, and it is difficult 
to find any common thread of policy running through the section as 
a whole. Under section 382 (a), existing carryovers of a corporation 
are wiped out if, within a 2-year period, there is a 50-percent change 
in ownership coupled with a failure to continue the corporation’s 
business substantially unchanged. However, these rules apply only 
if the change of ownership results from a purchase or redemption of 
stock and there are no limitations if the change of ownership results 
from a tax-free exchange; e. g., a section 368 (a) (1) (B) reorganiza- 
tion. Section 382 (b) imposes limitations in the case of mergers and 
other reorganizations involving the tax-free acquisition of assets, in 
connection with which section 381 provides that loss carryovers may 
be inherited; but, again, there is a hiatus, in that no express limita- 
tions are imposed in the case of tax-free acquisitions (with accom- 
panying inheritance of loss carryovers) by way of section 332 liquida- 
tions. Moreover, section 382 (b) is operative only where the share- 
holders of the loss corporation wind up with less than a 20-percent 
interest in the combined enterprise. While section 382 (a) results in 
a complete loss of carryover where applicable, section 382 (b) results 
in only a pro tanto reduction, proportionate to the extent that the loss 
corporation’s shareholders’ interest is less than 20 percent. There is 
also no requirement in section 382 (b) of continuity of business, as 
there is in section 382 (a). And taxpayers have made much of the 
statement in the committee report on the 1954 Code that applicability 
of section 382 (b) to any extent prevents application of section 269 
regardless of result. The technique (as to the effectiveness of which 
the advisory group expresses no opinion and which, it is understood, 
the Internal Revenue Service is certain to challenge) is to give the loss 
corporation’s shareholders, say, a 19-percent interest, thereby accept- 
ing a 5-percent reduction in carryovers to insure against a much 
greater, perhaps even a total, disallowance under section 269. 
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The above discussion is far from exhaustive on the shortcomings of 
existing law. Can taxpayers avoid both subsections of section 382 
by acquiring the stock of the loss company in a section 368 (a) (1) (B) 
reorganization and then liquidating the company under section 332, 
where acquisition of the assets directly in a section 368 (a) (1) (C) 
reorganization would bring section 382 (b) into play? Can the share- 
holders of the acquiring company purchase the stock of the loss com- 
pany and then merge it into the acquiring company, relying on the 
common-ownership provision of section 382 (b) (3) to escape the 
limitations of the section? It is clear that present law has created a 
very difficult situation for the Internal Revenue Service. 

In seeking a solution to the carryover problem, the advisory 
roup considered the possibility of employing the principle under- 
ving the recent Supreme Court decision in Libson Shops, Ine. v. 
Koehler (353 U. S. 382 (1957)), a merger case under the 1939 Code, 
that loss carryovers can be applied only against income from the 
business which generated the loss. Such an approach was rejected, 
however, on the ground that it would result in too narrow a rule, 
not in harmony with the general carryover scheme of the statute, 
and that it would be very difficult to draft and apply. 

The advisory group viewed the problem as, basically, one of differ- 
entiating between acquisition of a going business, the tax attributes 
of which would be incidental, and mere acquisition of the tax attributes 
themselves. This is not to say that the tax attributes of the particular 
business acquired may not have some financial bearing on negotiations 
for the sale of stock or for mergers, consolidations, or other reorgani- 
zations. This is something that cannot be avoided unless we should 
abandon entirely our concepts of reorganizations and of the corporate 
entity as something existing apart from its shareholders. The prob- 
lem is, to some extent, like that in the Gregory case, one of ruling 
outsham transactions. Continuity will be permitted where the under- 
lying transaction is in harmony with the substance of those concepts, 
and will be denied where it constitutes nothing but manipulating 
shadows. But, to the maximum possible extent, it is desirable to 
particularize the tests to be employed rather than to rely on the 
exercise of judgment, based on general and necessarily vague principles, 
in every case, 

The advisory group believes that the desired result can be accom- 
plished by relating the availability of carryovers to the price paid 
for the business or stock of the loss corporation so as to eliminate any 
profit from the acquisition of loss carryovers except as an incident to 
the acquisition of a substantial going business. The advisory group, 
therefore, recommends. as a basic rule, that the available carryovers 

of an acquired business be limited to 50 percent of the consideration 
paid for that business. Assuming, for purposes of convenience, a 
corporate rate of 50 percent, this means that the value of the business 
apart from the tax benefit to be derived from the carryovers, must 
be at least 3 times the tax benefit, or 1% times the amount of the carry- 
overs. For example, if a corporation has loss carryovers totaling 
$200,000, at least $400,000 would have to be paid for the business 
in order to have the carryovers fully available. Since the tax benefit 
to be derived from the carryovers would be only $100,000, the acquired 
business itself would have to be worth at least $300,000. Actually, 
however, since it would be an exceedingly rare case where a purchaser 
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would pay dollar for dollar for the hoped-for tax benefits to be derived 
from the carryovers, a much greater relative value would have to 
exist for the business itself than 3 to 1. 

The foregoing statement of the general principle to be applied is 
expressed in terms of a case where the entire proprietary interest 
changes hands. It will also be applicable where there is less than a 
100-percent change in ownership, though, as in the case of existing 
law, the limitations will operate only where the change in ownership 
is so large as to demonstrate that persons who did not participate in 
the ownership during the loss years have taken over the proprietary 
interest. The draft therefore adheres to a 50-percent rule relative to 
change in ownership, but the limitations are independent of the man- 
ner of acquisition, whether of assets or of stock, and, in the case of 
stock, whether taxable or tax free. In asset reorganization cases this 
50 percent cutoff point corresponds to the 20 percent cutoff point 
found in existing section 382 (b). 

Where the change in ownership is less than 100 percent, the 50- 
percent rule relative to available carryover will be applied to the sum 
of the consideration for the stock involved in the change in ownership 
and an amount computed for all the other stock. In computing the 
amount for the other stock, the consideration for the nae involved 
in the change in ownership will be the starting point. That is to 
say, the assumed consideration for the entire business is based on the 
amount which was paid for the portion of the business involved in the 
change in ownership. If 55 percent of the business was involved in 
the change in ownership and the consideration therefor was $500,000, 
then the assumed consideration applicable to the entire business is 
$500,000 divided by 55 percent, or $909,090.90, and the carryovers 
could not exceed half that amount, or $454,545.45. Of this full 
amount of $909,090.90, $500,000 would be determined under section 
382 (d) (1) (A) and $409,090.90 would be determined under section 
382 (d) (1) (B). The advisory group considered permitting carryovers 
to be retained in some stock acquisition cases on account of stock 
which did not change hands on the principle that the minority share- 
holders should be allowed to keep the same amount of carryover as 
was allocable to their stock prior to the transaction. A major objec- 
tion to this approach, however, was that the retained carryover so 
measured would benefit principally the new owners, not the old. 
Thus, what was regarded at first blush as its primary justification was 
seen not to be present. Another difficulty was that such a rule would 
lead to discrimination between various types of transactions without 
any real differences. 

The foregoing example would be equally applicable if the acquisi- 
tion were by another corporation in a section 368 (a) (1) (B) reorgan- 
ization or if all the assets of the loss corporation were acquired in a 
section 368 (a) (1) (C) reorganization, the consideration paid for the 
stock or assets, as the case may be, being the fair market value of the 
stock of the acquiring corporation transferred in the reorganization. 
This would also be true if, in the section 368 (a) (1) (C) reorganization, 
the loss corporation acquired all the assets of the profit corporation. 
In all these cases, however, the determination of whether a 50-percent 
change in ownership is involved is made against the background of 
the combined enterprise (except for a retained minority interest in 
a sec. 368 (a) (1) (B) reorganization). 
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The application of proposed section 382 to various fact situations 
may be hlustrated by the following examples: 

(1) The X corporation, with no net operating loss carryovers, has a 
net worth of $1,600,000 and the Y corporation, with a $2,000,000 
carryover, has a net worth of $500,000. The X corporation acquires 
80 percent of the stock of the Y corporation for 20 percent of its stock, 
worth $400,000. Under section 382 (b) the change in stock ownership 
is 60 percentage points, since the old shareholders will be deemed to 
have a retained interest of only 40 percent, computed as follows: 20 
percent on account of their 20 percent interest in the X corporation, 
plus 20 percent on account of the retained minority interest. The net 
operating loss carryover of the Y corporation after the transaction, 
will therefore be 50 percent of $400,000, the amount paid for 80 percent 
of the Y corporation’s stock, plus 50 percent of $100,000, the corre- 
sponding amount on account of the retained minority interest, or a 
total of $250,000. Had the net worth of the Y corporation in the 
above example been $1,000,000, instead of $500,000, and assuming 
the X stock had been issued in proportion to the relative net worths 
of the two corporations, there would not have been a 50-percentage- 
point change in ownership as a result of the reorganization with X 
corporation, for the old shareholders of Y corporation would have 
come out with a 33% percent stock interest in X corporation. This, 
when combined with the 20 percent on account of the retained minority 
interest, would have totaled 53% percent, leaving only a 46%-percent- 
age-point change in ownership. Section 382 would therefore not 
operate to reduce the carryover. 

(2) The X corporation has a net operating loss carryover of $175,000 
and a net worth of $200,000. It has two shareholders, individuals 
A and B. A owns 20 percent of the outstanding stock (all of which 
is common stock) and B owns the remainder. In a recapitalization, 
B receives preferred stock in exchange for 75 percent of theoutstanding 
stock of the corporation which he owns so that he thereafter owns 20 
percent of the common stock of the corporation and all of its preferred 
stock. The preferred stock which he receives in the recapitalization 
has a value of $150,000. The net operating loss carryover of the X 
corporation will be 50 percent of $150,000, the amount paid for 75 
percent of the X corporation stock, plus 50 percent of $50,000, the 
corresponding amount on account of the retained minority interest of 
individual B and the interest of individual A in corporation X, or 
$100,000. 

(3) Individual A owns all the stock of the X corporation which has 
a net operating loss carryover of $15,000. It has a net worth of $5,000. 
Individual B pays $10,000 into the X corporation for a new issuance of 
stock which gives him 70-percent control of the X corporation. The 
consideration transferred with respect to stock in the transaction 
which results in the change of ownership is the $10,000 paid into the 
X corporation by individual B. The net operating loss carryover of 
the X corporation after the transaction will be 50 percent of $10,000, 
plus 50 percent of $4,286, the corresponding amount on account of 
the retained interest of A in the X corporation, or a total of $7,143. 

(4) Corporation X has a net worth of $48,000 and a net operating 
loss carryover of $75,000. It acquires substantially all the assets of 
corporation Y, which has a net worth of $72,000, in a transaction 
falling within the definition of a reorganization in section 368 (a) (1) 
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(C). After the reorganization, the former shareholders of corporation 
X (because of giving some value to the net operating loss carryover 
of X corporation) own 45 percent of the outstanding stock of X. In 
such a case the net operating loss carryover of X is limited to $63,636. 
This amount is determined by computing first the consideration 
received by the shareholders of Y. Assume that their 55 percent 
interest is determined to have a value of $70,000. To this $70,000 
there is then added an additional amount based, however, on the 
$70,000 consideration received by the Y shareholders, attributable to 
the 45-percent continuing interest of the X shareholders. The amount 
allocable to this 45-percent interest is $57,273 ($70,000, divided by 
55/100, times 45/100), making a total of $127,273. The net operating 
loss carryover is limited to one-half of this amount, or $63,636. If 
the Y corporation acquired the X corporation under the same circum- 
stances, the result would be the same. 

The advisory group’s recommendation contains appropriate rules 
to cover asset reorganization cases where there are intercompany 
stockholdings prior to the transaction. There are four possible fact 
combinations in this area. Either the profit corporation may own 
stock in the loss corporation, or the loss corporation may own stock 
in the profit corporation. Either the profit corporation acquires the 
loss corporation, or the loss corporation acquires the profit corporation. 
If the profit corporation owns stock in the loss corporation and is also 
the acquiring corporation, the problem is to reflect the fact that the 
shareholders of the profit corporation occupy a dual status—one as 
direct owners of the profit corporation and the other as indirect owners 
of stock of the loss corporation. Section 382 (c) (2) is designed to 
take this fact into account. If the profit corporation owns stock in 
the loss corporation, but the loss corporation is the acquiring corpora- 
tion, the problem is again to reflect the fact of dual status in the case 
of the shareholders of the profit corporation. This is accomplished 
by the reference to indirect ownership of stock of the loss corporation 
in section 382 (c) (1) (B). If the loss corporation owns stock in the 
profit corporation and is also the acquiring corporation, there is no 
problem, eae the stock owned by the shareholders of the loss cor- 
poration in their capacity as former shareholders of the loss corpora- 
tion will obviously be that owned immediately prior to the reorganiza- 
tion. Similarly, there appears to be no need for a special rule where 
the loss corporation owns stock in the profit corporation and the 
profit corporation is the acquiring corporation, for all the stock of the 
acanene corporation received by the shareholders of the loss corpora- 
tion, including the stock formerly owned by the loss corporation, will 
be received as a result of their ownership of stock of the loss cor- 
poration. 

It is also provided that the limitations of section 382 shall not 
apply if, for at least two years prior to the transaction resulting in the 
change in ownership, more than 50 percent of the fair market value 
of the outstanding stock of each corporation was owned by the same 
persons in substantially the same proportions. This will, of course, 
not validate any earlier transaction in which the stock ownership of 
the loss corporation arose, if, as a result of that transaction, carry- 
overs then in existence were subject to adjustment under this section. 

The general rules described above need to be supplemented in order 
to prevent taxpayers from taking advantage of their specific details. 
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For example, a loss corporation may have assets (perhaps the pro- 
ceeds of sale of its trade or business), though it no longer is engaged 
in trade or business. Such a corporation is really a shell in a business 
sense and must not be permitted to pass its carryovers on to new 
owners. Similarly a going business might be acquired with no idea 
of continuing it, but mer rely for the purpose of utilizing its carry- 
overs. The proposed mathematical tests would not reach such cases. 
With these possibilities in mind, the advisory group recommends that 
its proposals with respect to section 382 be supplemented by an amend- 
ment to section 269, relating to acquisitions made to evade or avoid 
income tax. This amendment wna take the form of a presumption 
that an acquisition is for one of the purposes condemned by section 
269 where, subsequent to the acquisition, the corporation does not 
continue to carry on a trade or business substantially the same as 
that conducted prior to the acquisition. In other words, the test 
which now appears in section 382 (a) (1) (C) would be removed from 
the objective rules of that section and inserted in the more general 
rules of section 269. The advisory group has not as yet prepared a 
draft of these recommendations with respect to section 269. 

While it is recognized that a test of the nature proposed to be 
inserted in section 269 is cast in general terms which are uncertain in 
application to specific cases, it is believed that such a test is entirely 
appropriate to the kind of case to which it would be limited under the 
advisory group’s proposal. It is also an integral part of this proposal 
that the application of the general language proposed to be inserted 
be described in some detail in an accompanying committee report. 
This will serve to relieve speculative fears on the part of taxpayers 
entering into transactions in the ordinary course of their business 
and will assist the Government in its administrative problem; 
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The Cuatrman. Mr. Darrell, pardon us for the interruption. You 
may proceed in your own way. 

Mr. Darrett. I would like to ask Mr. Peterson to discuss part 1. 

Mr. Pererson. As Mr. Darrell has indicated, part 1 is the area of 
corporate distributions other than distributions in liquidation. 

Mr. Darrell has referred to the fact that we have proposed amend- 
ments to some 30 sections of subchapter C. 

Actually, the number of items that were considered and with re- 
spect to which recommendations are made is far greater than that. 

In fact, in part 1 I think there are some 40 different subject mat- 
ters as to which either we make recommendations or we indicate the 
pros and cons. 

Obviously, I can discuss only the more important ones. Many of 
them are technical and relatively minor. 

One of the most important problems in the distribution area has 
been the question of when transactions which take the form of re- 
demption of stock are in reality dividend distribution. 

The classic example would be one where an individual, for example, 
organized a corporation for $100,000, taking all the stock, and maybe 
4 or 5 years later the corporation has prospered, and has, let us say, 
$200,000 of accumulated earnings, so the corporation is now worth 
$300,000. 

He would like some of those earnings in his own hands, but he would 
prefer not to take them out as dividends and pay a dividend tax on 
them, so he might conceive the idea that if he had the corporation 
buy half the stock back from him for $150,000 he will have a capital 
gain on the transaction. 

That is the type of redemption which for many, many years the 
Internal Revenue Code and the revenue acts which preceded it called 
equivalent to a dividend and taxed as a dividend. 

Prior to the 1954 code the statutory provisions on the subject were 
brief, and, in fact, merely provided that in the case of one of these 
redemptions occurring at such time and in such manner as to be sub- 
stantially equivalent to a dividend, it would be taxed as a dividend, 
and the statute ended there. 

The 1954 code attempted to articulate in this area in much greater 
detail than had been done by the prior law, and the result is section 
302, which covers several pages of the printed Internal Revenue Code 
of 1954. 

Basically, two important things were done in drafting that pro- 
vision. One was to attempt to provide some mechanical rules in some 
areas whereby you could judge almost as a matter of mathematics 
whether the particular redemption was a dividend equivalent or was 
not, and the other was to bring in rules of constructive ownership of 
stock so you could not avoid these dividend equivalence rules merely 
by having ownership divided in the family, for example; or you own 
part and you own a corporation that owns part of the stock and by 
confining redemptions to one of the owners, although within the same 
community of interest, you could avoid the dividend rules. 

As I say, the 1954 code spelled this out in great detail. However, 
there appeared to be two or three defects in the statutory setup which 
we have tried to remedy in our proposals here. One of them was 
that the mathematical rules that were provided really dealt only with 
cases where common stock was redeemed and the redemption of pre- 
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ferred stock was left to a general provision phrased pretty much as it 
was under the old law, the general test of whether the redemption was 
equivalent to a dividend. “Tt was felt, perhaps, we ought to try to 
provide some automatic rule that would at least provide for certain 
redemptions of preferred stock on which, since the 1954 code, tax- 
yayers have had to come to the Bureau for rulings. We felt it would 
be better if the statute would provide for it automatically, so we have 
provided for it here—that a redemption of preferred stock from a 
shareholder who owns less than 1 percent of the common stock will 
automatically be regarded as a sale or exchange transaction rather 
than a dividend-equivalent transaction. 

We also considered, although we make no recommendations con- 
cerning them, at least two other preferred-stock situations, one of 
them being preferred stock with a high redemption value and a low 
issue price. 

We felt that, at least for the time being, we did not need to make 
any recommendation, because if the shareholder in such a case owned 
more than 1 percent of the common stock he would run afoul of these 
general redemption provisions anyway. 

Secondly, we preferred at present not to interfere with the general 
rule that in the case of redemption of preferred stock the entire con- 
sideration received is regarded as proceeds of sale, although, at the 

same time, we recognized that there might be an occasion, if the 
problem got serious enough, to make some provision similar to that 
which was made in the 1954 code on indebtedness with original-issue 
discount. That provision, as you recall, specifies that an amount of 
gain equivalent to the original-issue discount is treated as interest 
rather than capital gain when the bonds are retired. A somewhat 
similar provision might be enacted relative to preferred stock if later 
on it should appear to be necessary to have one because of the preva- 
lence of avoidance transactions. 

There was also discussion among members of the group of the situa- 
tion, particularly in small, closely held corporations where the financ- 
ing has to come in large part from the shareholders themselves who 
would like to put up part of their investment in common stock, part 
in preferred stock. They regard the preferred stock more or less as 
a temporary investment and would like to get it back after the corpora- 
tion has managed to accumulate enough earnings to retire the pre- 
ferred. 

We did not make any recommendation there, but we have listed 
the matter for further consideration. 

I have referred in passing to the general-dividend or non-dividend- 
equivalence section which is in addition to these mathematical rules 
which are found in 302. 

We found that there was one problem that had developed in the 
administration of this section that needed some correction. That 
problem was whether it was absolutely essential that you automati- 
cally apply the constructive ownership rules which regard a share- 
holder as owning stock in addition to that which he actually owns— 
without the opportunity of examining the underlying assumptions of 
community of interest—if one is operating under this general provi- 
sion of trying to determine whether the distribution was or was not 
the equivalent of the dividend. We thought that when you get into 
that general provision you ought to be able to take into account 
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all the facts of life as facts of life and not merely as rules of thumb. 
Although we provide that the constructive etna rules shall 
continue to be looked to in those areas, they are merely among the 
actors to be considered. If the under lying assumptions of community 
interest do not happen to exist in a particular ¢ case—for example, the 
father and the son are at each other’s throats—the assumed construc- 
tive ownership would not have to be applied in that case. 
The CuatrmMan. Mr. Peterson, may I interrupt you 4 

You were talking about the family attribution rule and, with re- 
spect to the existing law, you find some degree of hardship involved ? 

Mr. Pererson. That is correct. 

The CuarrmMan. So what you are suggesting here is the elimination 
of part at least of that hardship. 

Mr. Pererson. That is correct, not by saying the constructive 
ownership rules are not to be applied at all, but’ mer rely that you are to 
see whether the assumptions which under lie them are actual y present 
in the particular case. 

I might also mention, although this will probably also come up in 
a Cohen’s discussion, that the old 115 (g) of the 1939 code, which 

yas a general dividend equivalent and nondividend equiv alent provi- 
sion, really incorporated in 1 section 2 concepts. One was the partial 
liquidation concept and the other was what you might call the pro 
rata or nonpro rata redemption concept. That was because you 
judged the equivalence to a dividend both by looking at factors at the 
shareholder level and looking at the factors at the corporate level. 
When the 1954 code was drawn these two types of transactions were 
attempted to be split and dividend equivalence at the corporate level 
test was put over in 346, partial liquidations, and the dinkehinbier level 
test was retained in section 302. 

We feel you ought, when you get under this general provision of 
equivalence or nonequivalenc e, to be able to take into account the 
considerations at both levels, that is, both types of considerations. It 
may be that there will be enough—though the primary consideration 
is a shareholder level consideration—there may be enough in the cor- 
porate level consideration, to swing the case one way or the other; 
whereas, if you had to keep them separate you might not be able to 
reach the same decision under each test considered all by itself. 

So we have provided in 302 (b) (6) a proposed amendment that 
all the facts and circumstances can be taken into consideration, in 
determining dividend equivalence or nonequivalence as a geeral 
matter. 

The Cuatrman. Then, what you are really proposing to do is what 
most of us have considered to be the real intent of the existing statute. 

Mr. Peterson. I would say so. 

Mr. Darreti. That is what we believe. 

Mr. Pererson. Of course, some confusion has also been caused in 
the present code by virtue of the fact that exactly the same words 
are used in the 2 sections, 302 and 346, and it is only by reading 
between the lines, and also reading the committee reports, that one 

‘an discover that different tests are implied for the same words de- 
pending on the context in which they are found. 

The final point that I think ought to be mentioned in connection with 
302 is a matter that has caused a considerable amount of discussion in 
tax circles from time to time, the question of lost basis, that is, if 
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you regard the redemption of shares of stock as a dividend equivalent 
so the full proceeds of the distribution made to the shareholder, with- 
out any offset by his investment in the stock, are treated as dividends, 
what are you going to do with the basis on those shares which he 
does not have any more ¢ 

The regulations have attempted to go as far as the Bureau thought 
they could in transferring the basis to shares owned by other share- 
holders. If the shareholder owns no other shares, they have at 
least in a husband and wife situation permitted a shift of the basis 
to the stock owned by the other spouse. 

We have put in a provision in 302 which attempts under regula- 
tions—this thing is all controlled by regulations because the cases 
may vary so that you can not be confident that you will be able to 
spell out every case in the statute—we provide that the basis of the 
redeemed shares should first go to other stock owned by the share- 
holder. If he owns no other stock, then it is to go to stock owned 
by persons whose ownership of stock is attributed to him under the 
constructive ownership rules of section 318. If there is no place 
where you can put the basis then you will give him a loss in the tax- 
able year measured by the amount of basis on the shares which he 
no longer owns and that loss will be a capital loss or an ordinary 
loss depending on what kind of an asset the stock is in his hands. I 
will say that probably 99.9 percent of the time it will be a capital loss. 

The next problem that I think should be mentioned is our amend- 
ment to section 305. Section 305 is the section relative to the non- 
taxability of stock dividends. Practically ever since there has been 
a stock dividend provision in the statute, there has also been the pro- 
vision that if in connection with the particular distribution share- 
holders are given the election to take either stock or cash, even those 
who elect to take stock are taxed on the dividends. That rule is in 
present section 305. 

Recently, there has been an attempt to circumvent that rule by 
creating two classes of common stock, one of which is entitled to 
stock dividends and the other cash dividends.. 

The thought there was that since, as to the particular class of 
common stock, all the shareholders will be treated alike, the stock 
dividend rule will still apply and those who receive stock dividends 
will receive them tax free. 

The Internal Revenue Service has proposed regulations that I 
think have been outstanding for over a year designed to stop this pane 
tice. We thought that a little statutory implementation would be 
helpful. We have, therefore, provided as an amendment to section 
305 that the nontaxability feature of the stock dividend provision 
would not apply in case of a distribution or series of related distri- 
butions where some shareholders receive stock dividends and some re- 
ceive cash dividends; in those cases, all the distributions are tax- 
able, no matter what the shareholder received. 

Mr. Kean. May I ask just one question ? 

Mr. Pererson. Yes, sir. 

Mr. Kean. Has that question come up in the courts yet ? 

Mr. Pererson. No, it has not. 

Mr. Darre.yt. May I interrupt a minute? 

I understand originally on this type of transaction the Internal 
Revenue Service ruled the other way. The transaction was put 
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through on that account. We did not wish to get into any contro- 
versy as to the meaning of present law or as to regulations the Treas- 
ury proposed. Our proposal takes it really completely out of that 
language about choice. 

Mr. Pererson. That is right. 

Mr. Darreti. And creates another category that says where you 
have two classes of common stock and one of them is given cash or 
property and the other is given stock dividends we will treat that as 
all taxable. 

I do not know that I can say why all the rest of our group voted 
that way. This is a business thing and my personal leanings are to 
let reople do as they please. 

t think my own motivation in favoring this was because I was fear- 
ful that if this kind of financing were permitted it would become ex- 
tremely widespread and then you would invite the question: Shall 
we cut down and not allow any tax free stock dividends? 

I felt that some reasonable line might be desirable in order to allow 
things to go on and not invite.a straight jacket. That was my moti- 
vation more than anything else on that. 

Mr. Pererson. I am glad Mr. Darrell pointed out that this is not 
made to turn on the present section. This is an independent ground 
for regarding stock dividends as being taxaxle. I think perhaps one 
of the vices of permitting this sort of transaction can be easily rec- 
ognized. In that sort of case the shareholders would receive stock 
dividends if they regard it as nontaxable and could sell off part of 
it each year without actually disturbing their proprietary interests 
in the corporation, which would not be true of ordinary stock divi- 
dends where all shareholders are treated in the same way. Under 
those circumstances, the stock dividend would dilute the interest, 
whereas, in case that I have described, it would not. 

Moving on to the next important section, section 306, which you 
recall was a new section, a new concept put into the 1954 code to try 
to stop preferred stock bail-outs, those situations where a preferred 
stock would be distributed as a nontaxable dividend and would then 
be sold by the shareholders and presumably thereafter redeemed—in 
8, 10, 15 years. In that way the shareholders were not taxed at divi- 
dend rates. The situation became critical when the so-called Cham- 
berlin decision seemed to make it possible by this device for share- 
holders to get out dividends at capital gain rates almost without 
restriction. 

So a section was passed in the 1954 code which provided that in the 
case of that type of stock dividend, generally speaking, if the stock is 
subsequently redeemed, or if the stock is subsequently sold, the share- 
holder is going to receive ordinary income treatment and not capital 
gains treatment. 

Now, it is true of course, as is always true with a new idea, and 
one that has many ramifications, that the first attempted drafting is 
going to have defects and as time passes one discovers some, at least, 
of the faults. 

One of the problems that has arisen under this provision was re- 
ferred to by the first witness today. It is the practice that seems to be 
becoming more widespread of making charitable contributions of so- 
called 306 stock, whereby you try to get a deduction in the amount of 


the fair market value of the preferred stock received as a nontaxable 
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stock dividend and never expose yourself or anyone else to the tax 
at ordinary income rates which would be levied on the distribution of 
those profits as a dividend. 

Therefore, we have provided in our recommendations on page 13 
of the comments that in such a case we will reduce the charitable con- 
tribution deduction by the amount that would be taxed to the donor 
as ordinary income had he sold the stock at the time he made the dona- 
tion. We preferred that to the other alternative, which would have 
been to tax him on the donation as though it were a sale, for several 
reasons. We thought it would be well not to disturb the general princi- 
ple that a gift is not an income-producing event. 

Also because in some of these instances the amount which is going 
to be taken into account in reducing the charitable contribution de- 
duction would not be the full amount of gain that would be realized 
had a sale been made, but only that portion which would be taxable 
as ordinary income. Had we used the other route we would have 
had tomakeadivision. Here we don’t. 

Mr. Darreti. Mr. Chairman, the amendment to accomplish that is 
not in the document containing the draft statute. It is in the report 
only, page 14, because it is not a part of subchapter C, and maybe 
you will want to consider whether any bill you introduce includes it. 

Mr. Pererson. That is an amendment to the charitable contribution 
deduction section. 

I might add finally that it seemed to us that the approach of limit- 
ing the charitable-contribution deduction did the whole job and was 
the easiest way to do it. 

Another section 306 amendment is also referred to on page 14 of the 
report. It deals with the situation where the recipient of one of these 
nontaxable dividends, which are called section 306 stock in the law, 
transfers it to a controlled corporation in a nontaxable transaction. 
The existing law provides that both the stock he receives back from 
the controlled corporation and the stock he transferred to the corpo- 

ration will be 306 stock, but these rules produce a great deal of com- 
plication. It seemed to us that they might possibly, through permit- 
ting corporate manipulations, lead to tax avoidance. Since also we 
felt that section 306 is really an interim provision and we couldn’t 
discover any great reason for permitting this type of transaction, we 
have therefore provided that that kind of a transfer will not be regard- 
ed as a tax-free transaction hereafter and it will be treated as a sale 
and a person will be taxed at that time in the way that he would be 
if he sold it for money. 

The Carman. Mr. Peterson, before you leave that point may I 
ask this question: What effect will this new rule, recommended by the 
advisory group, have on preferred stock issued in connection with a 
reorganization ¢ 

Mr. Pererson. This has nothing to do with that problem, but the 
next point that I wanted to mention does have to do with stock received 
on a reorganization. You will recall that in the definition of section 
306 stock there are two branches. One of the branches is a nontaxable 
stock dividend, and the other branch is stock other than common stock 
received in a reorganization transaction under such circumstances as 
to be the equivalent of a stock dividend. 

The Cuarrman. My point, Mr. Peterson, is this: Whether or not 
section 306 now serves to deter the use of preferred stock in the case 
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of reorganizations and whether or not in your study of section 306 
the advisory group has taken that up and made any recommendation 
with respect to it. The problem does exist. 

Mr. Prrerson. I think that there may have been some fringe areas 
where there were some definitional problems under existing law and we 
are of the opinion that they have been taken care of adequately at the 
administrative level, but beyond that we didn’t see that there was 
any problem here. Section 306 reaches only those cases where pre- 
ferred stock is issued under circumstances where it is the equivalent of 
a bail-out transaction. 

The Cuarrman. The point has been made that it hasn’t been cured 
at the administrative level. 

Mr. Darretu. May | interrupt just to say we have not limited in any 
way the use of preferred stock in reorganization. We haven’t changed 
that. But preferred issued in reorganization may well be 306 stock. 

The CuatrmMan. Doesn’t 306, the way it is worded, and the way it is 
being administered, practically rule out preferred stock in reorgani- 
zations ¢ 

Mr. Darreti. It does in many cases. 

The Cuarrman. My question is whether or not the advisory group 
has made any recommendation in its analysis of 306 with respect to 
that particular point and whether or not anything should be done with 
respect to that point. 

Mr. Darreti. We have not made any recommendation that goes far 
in departing from the present statute. We would be perfectly glad 
to consider it further. 

Mr. Pererson. As a matter of fact, there are quite a number of 
section 306 problems which we have reserved for further study. At one 
time we hoped to solve some of them in this proposal here, but they 
resulted in so many complications that we had to reserve them for 
the future. 

Coming to this reorganization type of situation, where 306 stock may 
come forth, there is one situation, generally speaking, where common 
stock can be 306 stock, common stock that is issued for preferred divi- 
dend arrearages. You will recall that common stock issued for pre- 
ferred dividends is taxable only if it is issued for the current year’s 
dividend or the prior year’s dividend. For any dividend back of that 
it is nontaxable, so the definition of 306 stock which depends on the 
stock dividend branch treats that as 306 stock. 

Unfortunately when the draftsmen got into the second or reorgan- 
ization branch they forgot to include some instances of common stock. 
What we have proposed here to do is to make the 306 rule the same 
relative to common stock received for preferred dividend arrearages 
in reorganizations as in the case of stock dividends, recognizing at 
the same time, however, that there is one difference: if it is received 
in a recapitalization, it is tax free, even though it represents the cur- 
rent or prior year’s preferred dividend. The only effect that has on 
the rule is that it becomes 306 stock in those circumstances because it 
is received tax free. 

Another problem that we thought needed to be taken care of is in 
connection with the rule in section 307 permitting a shareholder who 
received stock rights as a nontaxable dividend distribution to allocate 
no portion of his basis to the stock rights, thereby treating them as 
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having a zero basis, and leaving his entire basis on the stock, pen 
the rights did not exceed in value 15 percent of the stock value. 

Since the enactment of the 1954 code apparently a practice has de- 
veloped—or some people at least have tried it—of buying stock shortly 
before stock rights are going to be distributed and then selling the 
stock right after the rights are distributed when presumably the 
value of the stock has gone down. Having allocated no portion of 
their cost of the stock to the rights, they would have a loss on the 
sales transaction. They would then exercise the rights, hold the new 
stock for the required holding period under the capital-gains provi- 
sion, and then get a long-term capital gain on disposing of it. They 
would be working a short-term capital loss on the one transaction, 
and a long-term capital gain on the other. We don’t think that type 
of thing ought to be permitted, so we have suggested that in addition 
to the percentage limitation there also be a dollar limitation, that is 
to say, that the privilege of failing to allocate any portion of the 
basis to stock rights will exist only if the stock rights in value do not 
exceed $1,000. 

By keeping it low like that we have left relatively little incentive 
to indulge in the practice. 

The next item of consequence is with reference to section 311—the 
commentary occurs on page 18 of the report—where we thought some- 
thing should be done in cases where corporations distribute as divi- 
dends inventory assets. Instead of distributing dividends in cash they 
will distribute inventory or inventory assets such as receivables. Under 
existing law the profit that the corporation itself might ordinarily 
realize on these inventory assets would not be taxable to it. We wanted 
to make certain that the corporation would not be able to enjoy the 
benefits of the costs, expenses, and deductions attributable to these 
items and then also be able to get out of paying any tax on the profit. 

Our amendment to section 311 provides generally that all related 
deductions which have been taken in prior years will have to be re- 
stored to income in the year in which distribution is made. Deduc- 
tions in the current year attributable to the item distributed will be 
disallowed, and in the event that the item is conventional inventory, 
adjustments will have to be made in the inventory accounts to be 
certain that the cost of those inventories won’t be reflected a second 
time in cost of sales on actual sales transactions made by corporations. 

The Cuatrman. Before you leave that point—I am not hesitant 
to discuss this because the case has been in the Tax Court—does your 
new rule take care of the situation that was found to exist in con- 
nection with the American Distilling Co. case? 

Mr. Pererson. It would to the extent that it would disallow the 
corporation the cost of producing the items of inventory that were 
distributed in that case. That rule would not cause the corporation 
to be taxed on the profit that it would have realized had it made the 
sale itself. 

As you know, there are cases where the Government has succeeded 
in the courts in having the income in that type of transaction taxed 
to the corporation on the ground that its participation was so close 
in the disposition of the inventory that the corporation was the real 
one who sold it and not the shareholder. 

The Cuarrman. At the time we were discussing this that the mem- 
bers of the subcommittee were impressed with the thought that the 
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tax should lie against the corporation and that until we corrected 
the law we might well have a loophole in this area. Does the advisory 
group feel that this situation does constitute an unintended benefit 
that merits more treatment than the recommendation of the advisory 
roup ? 

Mr. Darrett. Mr. Chairman, we have given considerable attention 
to this. We have even drafted and had in our preliminary report 
a draft of a section to deal with that situation. We must not have 
done it too well because we found terrific opposition among those 
whom we consulted. Basically the problem is that this distillers case 
may have been decided differently from what another court might 
have decided. If the courts are going to go very far in the distiller’s 
direction, then perhaps a statute is necessary, but I think we are still 
of a mind that generally speaking that type of case will be caught 
by the courts, and we have found no satisfactory language that we 
feel is quite acceptable to cover what you are referring to. We will 
be very happy to think of it some more and see if we can come up 
with something. 

The Cuatrman. Mr. Darrell, at the time we were considering this 
matter we were impressed with the fact that not one court had made 
a decision on the point involved in the American Distilling Co. 
case, but that in justification for a settlement reached within the In- 
ternal Revenue Service our attention was called to a similar case that 
was decided in another jurisdiction some months or weeks following 
the settlement that was reached between the service and this tax- 
payer, so that it was not just the justice of a one-man decision, but 
we felt that it might well represent a trend in the courts with respect 
to other smiliar cases. 

We thought there was need for some legislative remedy. I am not 
arguing with you. I am merely pointing out what occurred in the 
subcommittee at the time and the reason why we submitted the prob- 
lem to you gentlemen for thought. 

Mr. Darrety, We will be glad to consider it further. 

Mr. Pererson. As Mr. Darrell has pointed out, this has been de- 
bated at great length and every effort was made to do something about 
it but it seemed when we got the language down it stated what we 
thought the court rule was anyway, or the alternative would be to tax 
the profit to the distributing corporation in every case in which prop- 
erty was distributed, and I don’t think we were prepared to go that 
far for the time being. We recognize that this would at least cause 
the corporation to lose the benefit of any of the cost deductions attrib- 
utable to producing the inventory. 

The Cuairman. This new rule would affect to some extent the settle- 
ment that might have been reached on this issue. I think that is true, 
isn’t it. 

Mr. Prrerson. I would think so, because, though I assume that 
the company in that case presumably did not get the benefit of the 
so-called costs of the inventories that were distributed, nevertheless 
if they had had other deductions such as depreciation and carrying 
charges which had not gone into the inventory account, this would 
deprive them of that benefit, which presumably they got in that case. 

The Cuamman. To that extent it would affect the case, I think we 
would have to agree, would we not ? 
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Mr. Prererson. One of the more frequently recurring problems in 
the administration of tax laws these days is the so-called thin incor- 
poration. A thin incorporation refers to a situation where its capi- 
tal is provided disproportionately by debt as compared with equity. 
The problem in these cases is whether the debt should be regarded as 
debt because it is debt in form or whether it should be regarded as 
really an equity investment. The problem arises really in three situa- 
tions: One, whether the so-called interest paid on the indebtedness 
is really interest or dividend, which affects the question of whether 
the paying corporation can deduct it or not. 

Secondly, if the item becomes uncollectible, whether it is to be 
treated as a bad debt loss or stock loss. And thirdly, whether when 
the indebtedness is repaid, it is really a dividend or a repayment of 
indebtedness, 

There have been suggestions by many groups, particularly in the 
smaller family type of corporation where financing has to come from 
the shareholders directly—they are not in a position to borrow from 
the banks the way larger businesses are—that some rule should be 
provided which will not be an exclusive rule, but if met in a par- 
ticular case would dispense with all arguments as to whether the 
particular investment was really indebtedness. In other words, if 
these rules were met the particular interest would be regarded as a 
creditor interest rather than a stockholder interest. We propose in 
section 317 such a rule, which would state that indebtedness owed 
to shareholders or guaranteed by shareholders will be regarded as in- 
debtedness if it is not subordinated to trade creditors ‘generally, if 
the interest rate is not excessive and if its ultimate payment is not 
dependent upon earnings, that is to say, if it is payable in all events 
no later than maturity, if the ownership of the security doesn’t give 
the holder the right to vote for directors, and if the ratio of indebted- 
ness of this character to equity is no greater than 5 to 1. Under 
those circumstances the indebtedness will be regarded as indebtedness. 
In other cases that don’t meet these tests the taxpayer will have to 
argue his case on its merits. 

The Crarrman. On that point, Mr. Peterson, you are setting up 
another rule actually which is not an exclusive definition, as I under- 
stand from your remarks. 

Mr. Pererson. That is correct. 

The CuarrmMan. Then is not one of the problems in this area that 
existing rules are avoided? Did the advisory group go into the mat- 
ter from the point of view of whether or not it might be possible to 
so word the statute as to prevent these end runs around the existing 
rules ? 

Mr. Pererson. You mean we ought to have both a floor and 
ceiling ? 

The Cuatrman. I was thinking that the existing rules are some- 
times avoided. I wonder whether or not the new rule won’t be equally 
susceptible and if we shouldn’t be thinking in terms of some method 
of preventing avoidance of the existing rules, 

Am I off base in my thinking there? 

Mr. Pererson. You mean in the thin capitalization area? 

I think the Government has been a good deal more successful in 
thin capitalization cases in recent years ‘than it used to be. 

Mr. Darrett. May I say a word, Mr. Chairman? 
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Our concern largely was based on the fact that this problem arises 
only in the small corporations, family corporations. 

It is of no concern to big companies because they don’t borrow from 
their stockholders, and we felt that the state of the law was getting 
extremely confusing. A new doctrine has developed in recent years 
to the effect that you look beyond the evidence and use your own 
judgment as to whether indebtedness was really intended, that. is, 
really a statement of law, sometimes one feels, rather than a finding 
from the facts, and the latest case is one in which the court of appeals 
sent the case back to the Tax Court with three different opinions, each 
one having a different opinion about what guiding rule Congress 
ineant to have them take into account. We considered whether we 
should have an all-inclusive rule that would draw a clearer definition. 
This has so many angles to it that it seemed most difficult and prob- 
ably unwise. It would probably be better to let the courts continue to 
struggle with the problem, but with a little more help than they have 
had heretofore, and the proposed provision was designed to indicate 
something to them. We have not been able to discover any other type 
of section that would be satisfactory; of course if you are concerned 
about thin corporations you could put in a stricter rule, or change 
the percentage of debt to capital or something of that sort. 

We hold no brief on that point, but we did want to say that if you 
were extremely good in creating the indebtedness you were sure to 
have that indebtedness respected. We wanted to have something that 


looked pretty much like the sort of indebtedness the court would 
approve. 
The Cuatrman. I had thought that it might be desirable if we 


could have an exclusive rule or rules so that if a situation met those 
rules it would be considered debt. If it didn’t meet those rules it 
would not be considered debt. Perhaps I am unduly concerned about 
the possibility of avoidance in this particular section, but I have 
been somewhat concerned. 

Mr. Darrexx. I think that you are fully justified in being some- 
what concerned but the difficulty some of us have had is that if you 
do have one firm set of rules, you are in or you are out. 

This is an area in which you are bound to cause injustice by im- 
posing requirements which may be unreasonable in some cases. We 
have not been able to find any such rule that would be meaningful— 
that could fit all the various types of things which come up. We 
thought, therefore, that our only solution was to adopt the nonexclu- 
sive rule. 

The CuarrMan. I thought here for the first time so far this morn- 
ing I had detected a degree of uncertainy on the part of the advisory 
group because in connection with your report you suggest that we 
inay accept or reject this particular recommendation without effect 
upon the other recommendations of the report. 

Mr. Darrett. We wanted specifically to mention that, Mr. Chair- 
man, because most of the other recommendations are interrelated and 
if you didn’t adopt one you might disturb something else; but this 
happens to be an area where it doesn’t affect any of the rest of our 
recommendations. 

The Cuarrman. It doesn’t represent any weakening, so far as this 
recommendation is concerned, of what you said. 

Mr. Darre.u. No; it was not intended to represent that. 
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Mr. Pererson. Finally, I think there is one more recommended 
change which ought to be brought to the committee’s attention and 
that is in section 318, the constructive ownership provision which, 
as you know, is quite complicated. 

One of the biggest complaints about section 318 since the enactment 
of the 1954 code is the so-called two-way attribution; that is, you will 
attribute, for example, from shareholders up to a corporation and 
then back out again to other shareholders. 

I think in the whole constructive ownership area it is that reattri- 
bution of already attributed stock which has caused the most trouble 
and we provide generally in the 318 proposal for the elimination of 
that type of reattribution. In the case of corporations, estates, trusts, 
and so forth, only stock actually owned by the entity is attributed 
out. On the other hand, of course, there is attribution to the entity 
of stock that might be owned by shareholders or beneficiaries when 
the stock redemption involves stock in the hands of the entity, but we 
won’t attribute it back out again. 

Mr. Reep. Mr. Chairman, apologies for my absence, but I have been 
running a three-ring circus. I couldn’t have been here. 

I would have liked to have heard all your testimony. 

The Cuarrman. Mr. Reed advised me yesterday that he would be 
detained this morning on other matters and that he would be late 
getting here. This is the advisory group on subchapter C. 

Mr. Reep. Yes; I see. 

The CHarrman. Have you completed, Mr. Peterson ? 

Mr. Pererson. Yes, sir. 

The Cuatrman. Mr. Darrell. 

Mr. Darrety. I should now like to have Mr. Cohen take over. He 
will discuss a very important area—corporate liquidations and reor- 
ganizations and so on—which represent some of our most important 
recommendations. 

The Cuarrman. Your part begins on what page? 

Mr. Cowen. On page 28 in the proposed amendments and page 24 
of the advisory group report. 

As Mr. Darrell indicated, part II of subchapter C deals with the 
problem of the treatment to shareholders upon the liquidation of 
corporations in which they have a stock interest. As the chairman 
mentioned earlier, this has been an area in which the 1954 bill as it 
passed the House represented a substantial change from prior law 
in the 1939 code. 

An entirely new treatment for liquidations was provided in the 
bill as it passed the House, but in the bill as it was finally enacted the 
1954 code in general treated corporate liquidations in the same man- 
ner as the 1939 code. We have explored carefully the type of provi- 
sions that were contained in the bill as reported out by this committee 
in 1954 and we have had suggested a number of changes which we 
believe would eliminate the major objections which were made at that 
time to the treatment in the House bill. 

This problem, if I may illustrate it by a simple case, stems from the 
fact that the code treats quite differently a liquidation of a corpora- 
tion from the way in which it treats the organization of a corporation. 
Let us assume for the moment a case in which an individual for some 
time has owned a piece of real estate which he bought for $10,000 and 
which is now worth $25,000. He transfers it to a corporation which 
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he organizes for the purpose and takes back all the stock. Under 
section 351 of the code and under prior provisions of the 1939 code 
that transaction is deemed to be a nontaxable one and he realizes no 
gain on the exchange of his real property for stock of the corporation 
even though the real property has gone up in value, since he pur- 
chased it, from $10,000 to $25,000. 

On the other hand, if having formed his corporation he later de- 
cides that the corporation is unnecessary and without any further 
change in the facts—the value still remaining at $25,000—he dissolves 
his corporation and takes the property back into his personal owner- 
ship, the code treats that transcation as though on the liquidation of 
the company he had sold his stock, which has a cost to him of $10,000, 
for the property which has a value of $25,000. The code imposes 
upon him a capital gains tax on that appreciation of $15,000, even 
though he has been throughout this entire period the sole beneficial 
owner of the property. 

The transfer from direct ownership to indirect ownership on the 
organization of a corporation is treated as tax free, but the transfer 
from indirect ownership back into his personal hands is treated as 
though it were a sale of a stock to an outside party. It is that fact 
which leads to most of the difficulties in this field and which in 1954 
this committee tried to deal with. 

Now we have a provision in the present code that is designed to 
eliminate the harshness of this result on the liquidation of a corpora- 
tion, giving a shareholder a right to elect to have his liquidation 
treated under the special provisions of section 333, which permit him 
to eliminate tax on the unrealized appreciation in the property if the 
liquidation occurs within a single month, but at the — of re- 
porting as a dividend all the accumulated earnings of the corpora- 
tion and, further, at the penalty that he must recognize gain to the 
extent that he receives cash and certain stocks or securities bought 
after 1953. 

It is the penalty of having to pay ordinary income tax on the divi- 
dend income as the price of eliminating the capital gains tax on any 
unrealized appreciation in the property which apparently has made 
this provision of relatively little practical use. We are informed that 
in the entire history of this provision, which has been in and out of 
the law several times, it has been used in not more than 1,500 cases. 

The other side of this coin is that the collection of a capital gains 
tax on liquidation makes it possible in other types of cases for a per- 
son to convert into capital gain through the use of a corporation the 
profit which would be ordinary income in his hands if he did not 
make use of a corporation. This is the so-called problem of collapsi- 
ble corporations. 

For example, suppose this individual instead of having real prop- 
erty had inventory which he had bought for $10,000 and which had 
gone up in value to $25,000. If he put the inventory into a corpora- 
tion on organization, that would be a nontaxable exchange and his 
cost would go forward to the corporation. Then if he later dissolved 
the corporation he would be treated as though he had sold his stock for 
the inventory. The $15,000 profit would be converted into capital 
gain, because the transaction is treated as a sale of the stock rather 
than a sale of the inventory. Then, having the inventory back in his 
own hands upon the liquidation of the corporation and having now 
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a cost of $25,000 for the inventory, he may sell it to a third party 
without tax and he has succeeded in converting his inventory profit 
into capital gain. 

In 1950 Congress enacted the first collapsible corporation provision 
to try to prevent the use of corporations for this purpose. It applied 
it mainly in cases relating to short-lived motion picture companies 
where companies were formed to produce motion pictures, the pic- 
tures were held for 6 months or 6 months elapsed since the organiza- 
tion of the company, the corporation was then dissolved, a capital 
gains tax was paid on the increase in value of the film, and then the 
film having now a high cost could be rented out with high amortiza- 
tion deductions. Similar use of corporations occurred in the real 
estate construction industry and those two industries were particu- 
larly mentioned in the 1950 collapsible corporation provision in the 
committee report. 

In 1951 the provision was extended to cover the inventory case, 
which I mentioned. In 1954 when the measure as it was passed by 
the House was deleted in the final version of the bill, the existing 
collapsible corporation provisions were tightened by bringing into 
their ambit unrealized receivables, so called, and extending it to 
various types of real property and depreciable property used in the 
trade or business. 

Under this provision at present a collapsible corporation is stated 
to be one which is formed or availed of principally for the manu- 
facture, construction, or production of property, or for the purchase 
of certain property, with a view to the sale or exchange of the stock by 
the shareholders before the corporation realizes a substantial part of 
the taxable income to be derived from the property. 

As the advisory group sees it, this present statute has three main 
defects. In the first place, it depends for its application upon the 
intention of the shareholders and is therefore difficult to apply on a 
consistent and nondiscriminatory basis. It applies to corporations 
“formed or availed of with a view to,” and that necessarily depends 
upon the intention of the parties, which is not easily measured by 
the Internal Revenue Service or the courts. 

The second defect is that if the provision applies at all it sweeps 
into ordinary income the shareholder’s entire profit, even though on 

art of the profit he might have been entitled to capital gain anyway 
if he had not used a corporation. 

The third and perhaps the most vital problem at the moment is that 
it is not only a defense against the conversion of ordinary income into 
capital gain, but it may well be an offensive weapon to convert into 
ordinary income what might be capital gain to the shareholder if he 
had not made use of a corporation. 

I will come back to that in a moment. 

In the advisory group report we have tried to eliminate these 
three principal defects. We have tried to produce a bill that will work 
by objective standards. We have tried to produce a bill which will 
collect an ordinary income tax from the shareholder to the extent, 
but only to the extent, that he has by use of the corporation converted 
ordinary income into capital gain. We have drawn a statute, we 
hope, which will not have the effect of converting into ordinary in- 
come anything which would have been capital gain to the shareholder 
had he not made use of a corporation. 
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If I may illustrate by returning to the example that I gave origi- 
nally of the individual who had property that had cost $10,000 and 
had increased in value to $25,000 and formed a corporation with it— 
it is immaterial to the illustration whether the increase in value oc- 
curred before he organized the corporation or whether it occurred 
while it was in the hands of the corporation—under the advisory 
group recommendation if that individual dissolves the corporation 
the gain on liquidation, which is $15,000, will be recognized only to 
the extent that the basis of the property to the corporation exceeds 
his basis for his stock in the corporation. 

Since this property has a basis to the corporation of $10,000, even 
though it has a value of $25,000, when that is measured against his 
$10,000 basis for his stock there is no gain left to be recognized. 
Therefore, under the advisory group recommendation the individual 
would have no recognized capital gain, and the property would come 
over to him on the liquidation at a basis for future purposes of 
$10,000. 

The Cuarmman. Mr. Cohen, as a matter of fact, what you are doing 
to the language of the code of 1954, which, as I recall, is a mere carry- 
over of old section 112 (b) (7) in the code of 1939 is to propose the 
rule that the House committee adopted in connection with its con- 
sideration of the code in 1954 and to give the value in the hands of 
the corporation, the rule that we had in the bill as it passed the House; 
is that not correct? 

Mr. Conen. With respect to this illustration we have I think done 
exactly as the House bill did in 1954. 

The Cuarrman. That is right. That is what I meant, with respect 
to your specific example. 

Mr. Conen. Yes. Of course, even under old 112 (b) (7) or pres- 
ent section 333, this case would be one in which the shareholder could 
elect not to pay tax and to take over the $10,000 basis because we have 
no accumulated earnings in the corporation. 

If you assume, however, that the corporation has $5,000 of accu- 
mulated earnings and that the shareholder gets on the liquidation not 
only the property, but also the $5,000 of accumulated earnings which 
it has in cash, then under the present law, section 333, that $5,000 
would be treated as dividend. 

The Cuarrman. Taxable as ordinary income ? 

Mr. Conen. Taxable as ordinary income. Under the proposal of the 
advisory group and under the House bill in 1954 in effect the $5,000 
would be treated as capital gain. He would be receiving then in the 
liquidation property which cost a total of $15,000—that is, real prop- 
erty which cost $10,000 and the cash which has a cost of $5,000, a total 
cost basis of $15,000—which measured against his $10,000 cost for his 
stock produces a recognition of gain to the extent of $5,000. 

The Cuamrman. You convert, in the case of accumulated savings, 
what is now ordinary income under existing law. In the case of earn- 
ings that are distributed you convert that into capital gain by your 
rule? 

Mr. Conen. Under the elective system of section 333 it would be 
ordinary income under existing law. If the shareholder did not elect 
under existing law in this illustration, he would have a capital gain of 


$20,000. That amount is the difference between his cost of $10,000 
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and the fair value of all he received in the liquidation, that is, the 
$25,000 of property and $5,000 of cash. 

The Cuarrman. The point is under existing law if he didn’t collect 
he would have to pay capital gain on all of it. 

Mr. Conen. That is right, sir. 

The Cuamrman. This is a liberalization as I understand it, in that 
the tax consequences would be less in the example you have given 
under the proposal than under existing law. 

Mr. Couen. It is in this illustration. I might give the theory upon 
which it is based. 

The Cuairman. I would like to hear it. 

Mr. Conen. While this theory underlies the provisions, it may not 
be applicable in all cases, but we think in general it is applicable. 
The theory is that realized corporate income bears a corporate income 
tax of, say, 52 percent in the larger corporations, 30 percent in the 
smaller ones, but it has gone through the tax mill, and when distributed 
in the form of ordinary dividend during the life of the corporation 
bears a tax again in the hands of the shareholder as ordinary income. 

However, the complete liquidation of a corporation should result 
only in capital gain to the shareholder as though the shareholder had 
sold his stock. Under existing law the accumulated earnings come out 
in the liquidation at capital gain rates, provided he pays tax on any in- 
crease in value of the property, if there is any unrealized appreciation 
in the property. As we see it the two should not be tied together. 
The accumulated earnings which have been taxed in the corporation 
should be entitled to capital gains tax treatment to the shareholder at 
the time of liquidation without regard to whether the corporation has 
also among its assets property which has appreciated in value. 

The approach which we have suggested will result in accumulated 
earnings being subjected to capital gains tax to the shareholder on top 
of the corporate income tax that has been paid in the corporation, with- 
out regard to collecting an additional tax capital gains tax on the un- 
realized appreciation on the property which is not changing in bene- 
ficial ownership to outsiders, but is merely passing from indirect 
ownership via the corporation to direct ownership by the shareholders. 

I might add, as Mr. Darrell has reminded me, that if there is inven- 
tory distributed there are provisions, which we will come to later, 
which are designed to insure that the inventory will be treated as giving 
rise to ordinary income tax upon the resale of the inventory by the 
shareholder. 

We would in our proposal adhere to the present system where there 
are losses that have been realized. In other words, if the fair value 
of the assets are less than the cost to the individual for his stock we 
would recognize a capital loss as under existing law. 

The CuatrMan. Before you conclude that, what do you do with 
respect to inventory? You told us what you do with respect to earn- 
ings in the distribution. What do you do with respect to inventory ? 

Mr. Conen. Under this proposal, if inventory is distributed, the 
basis of the inventory by aad large is going to carry over to the share- 
holder. We have a provision in the collapsible corporation section 
that even though the shareholder will not be in the business of dealing 
in this type of merchandise and therefore might ordinarily take the 
oes that it did not constitute inventory when it was distributed to 

im in liquidation, that property will have an inventory status in his 
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hands for 5 years after the distribution, so on a resale by him within 5 
years, an ordinary income tax will be collected from him. 

The Cuarrman. A further easing, as I understand existing the law. 
Isn’t that true ? 
Mr. Pererson. The price that is paid for this deferment may be 
that the income will be taxed at ordinary rates in the future whereas 
the only tax he got out of on the liquidation was a capital-gains tax. 

The CHairMAn. You don’t view it as an easing of the existing rule? 

Mr. Pererson. It depends on the case. 

The Cuatrman. In some cases it would be a considerable easing, I 
would think. 

Mr. Pererson. It certainly is an easing in the sense of a postpone- 
ment of a taxable event. 

The Cuairman. That is right, with respect to timing. 

Mr. Conen. I don’t quite understand the use of the word “easing” 
in this connection. You ease perhaps the liquidation of corporations. 

The Cuamman. Tax burdens involved in liquidation. That is what 
I am talking about. I was raising the question whether or not we 
were easing the tax burden or the tax consequences of the liquida- 
tion with respect to the distribution of earnings and then distribution 
of inventory. I wondered if we were easing the tax burden in both 
instances. 

Mr. Conen. We ease them only at the price—where there are earn- 
ings available—of not only having collected a corporate income tax 
at the corporate level, but of collecting a capital-gains tax at the 
shareholder level on realized earnings. And on unrealized earnings 
we are foregoing the capital-gains tax at the moment, but we are 
insisting as the price of that postponement that the shareholder take 
over the corporate basis. That may be an easing to some people and it 
may be a burden to others. 

he CuarrMAn. It would be a hardship in some cases, as I can see. 

Mr. Conen. For example, if the corporation had a patent and were 
distributing the patent, the shareholder might be willing to pay a 
capital-gains tax on the increase in value of the patent at relatively 
low cost in order to pay a capital-gains tax now, and—having re oe 
up the cost of the patent to its high present value in his own hands— 
amortize that cost over the remaining life of the patent and reduce 
the ordinary income tax which we would have to pay on the patent 
royalties. 

The Cuarrman. I think it should be clear at this point that what 
we are talking about is the new inventory rule in the case of a col- 
lapsible corporation, is that right? 

Mr. Conen. In general, I have been talking about all corporations. 
I have not described as yet the collapsible corporation provision, 
Mr. Chairman. 

The Cuarrman. I want the record to be clear. That is the reason 
I raise the question. Are we talking about a noncollapsible corpora- 
tion ? 

Mr. Conen. At this stage it really makes no difference whether we 
are talking about a collapsible or noncollapsible. 

The CHarman. This rule applies in either case? 

Mr. Conen. The rule that we have been discussing would apply 
in either case. 

The Cuarman. That is what I want to bring out. 

20675—58—pt. 3—11 
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Mr. Darrewu. I merely want to say, Mr. Chairman, that basically 

what this would accomplish would be, on the one hand, to ease up a 
little bit on the capital-gains tax at liquidation, not by eliminating the 
tax forever but by postponing the tax on the appreciation in the 
corporate assets, and, on the other hand, by tightening up on the col- 
lection of ordinary income tax on the sale of distributed corporate 
assets which are not capital assets. The law does not provide for a 
tax upon switch from individual ownership to corporate ownership 
where nothing economically important happens. Where the serie 
is from corporation ownership to the shareholder ownership the eco- 
nomic effect seems insufficient to cause either the elimination of the 
ordinary income tax that would normaly be paid or give rise to a big 
capital-gains tax or appreciated assets at the time of liquidation. 
That is the essence of our proposal. 

The Cuamrman. You understand that I merely ask these questions 
for purposes of trying to understand the recommendations and not 
in any way to be argumentative or to criticize or praise, but merely 
to obtain information. Pardon me for interrupting. 

Mr. Couen. In the area in which the corporation would be liqui- 
dated and the individual would then sell the property that has been 
received in liquidation or rent it out, as for example in the motion- 
picture case for which the 1950 collapsible provision was first designed, 
these rules take care of the problem. In other words, the fact that a 
motion picture is made in the corporation and held for 6 months in 
the corporation before it is dissolved avails nothing to the individual 
shareholders because on the liquidation, while it is true they do not 
pay a capital-gains tax—they are relieved from that—still as the price 
of being relieved from capital-gains tax they do not get a high cost 
for the motion picture. They are limited in their own individual 
hands to the actual cost of the motion picture as it was produced by 
the corporation. In this way the collapsible problem is automatically 
solved in the case of a complete liquidation of a corporation, at least 
where the assets are distributed to the shareholders proportionately. 

The place in particular at which we need a collapsible corporation 
provision under this proposed technique is in the case of the sale of 
stock by the shareholder. This is where I believe the inventory prob- 
lem comes in. If the inventory is distributed out in liquidation, the 
provision for holding the shareholder to the corporate basis for the 
inventory will protect the revenue because the resale of that inven- 
tory will produce ordinary income tax to the shareholder at surtax 
rates. But in the case of the shareholder of a corporation that has 
inventory in it which has greatly appreciated in value—the whisky 
corporation type of case—we need a provision that protects the reve- 
nue in the event of a sale of the stock, which would normally be at 
capital-gains rates. This is where we veer from the treatment that 
was in the House bill in 1954. 

Coming back to the original illustration of a corporation that has 
whisky inventory that costs $10,000 and is worth $25,000, the share- 
holder, let us assume, sells his stock in the corporation, all of the stock, 
to another person for $25,000. The other person having paid $25,000 
for the stock of a corporation which has whisky inventory that cost 
the company only $10,000, will immediately want to dissolve the 
company in order that he can hold the whisky at a cost of $25,000. 
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The House bill denied to the purchaser a cost in excess of the $10,000 
cost that the whisky had in the hands of the corporation even though 
he in reality had paid $25,000 to acquire it. This led, I believe, to the 
principal objection made by various parties to that method of dealing 
with the problem, because it hit at the purchaser rather than the seller 
who had made the profit. It is true that the purchaser might pay 
less for property if he knew that was the statutory rule, and the seller 
might therefore obtain less benefit because he could get less for his 
stock, but there was considerable feeling that the matter should be 
dealt with in some other way. The advisory group proposes that we 
not hit at the purchaser, the view being that it is not really his prob- 
lem. It should be the problem of the seller of the stock who held the 
stock during the time that the inventory appreciated in value and 
who really gets the economic benefit of the appreciation in the inven- 
tory. Weshould deal with it in his hands. 

Instead of looking at the intention with which he formed the corpo- 
ration and what he had in mind throughout this period, we look at the 
nature of the corporate assets in our proposal. If it is found that 
the so-called section 343 assets—that would be the new section in which 
we would suggest putting the collapsible corporation provision—if 
the inventory assets and any other asset of the corporation which if 
sold by the corporation would not produce capital gain, if the un- 
realized appreciation on those noncapital assets in the corporation is 
greater than 15 percent of the net worth of the corporation, that is, 
the value of its assets minus its liabilities, we would treat it as a col- 
lapsible corporation. Then a shareholder who sold his stock could 
not get automatic capital-gain treatment, nor would he be taxed en- 
tirely on ordinary income, but that part of his gain which is equal to 
his ratable share of the unrealized appreciation in the noncapital as- 
sets of the corporation would be taxed as ordinary income and the 
balance would be taxed as capital gain. 

In this case, where the — appreciated assets would be whisky in- 
ventory, the entire gain of the shareholder would be taxed to him as 
ordinary income. We would, however, apply this rule only in the 
case of shareholders who own more than 5 percent of the stock of the 
corporation—a rule similar to the one in existing section 341, the pres- 
ent collapsible provision. 

The Cuamman. What was the basis for 15 percent? Why not 10 
or 20 percent? 

Mr. Couen. I think this is the most difficult point, trying to get a 
figure or a rule which will separate cases in which the unrealized ap- 
preciation in noncapital assets is of a significant amount from those 
which are deemed to be too trivial to warrant the application of this 
provision. Whether it should be 15 or 20 or 10 percent is a matter 
which is difficult to judge. 

We have suggested this percentage in conjunction with the advisory 
group on subchapter K, the partnership field, who made a similar 
recommendation in section 751. We feel that in particular that op- 
portunity should be given for comments from various parties, includ- 
ing the bar associations and accounting organizations, as well as the 
Internal Revenue Service, as to whether this rule is too tight or should 
be tightened further. 

It isa difficult matter of line drawing. 
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I would like to add that we would differentiate in the real-estate 
case—the case of real-estate corporations which are formed to build 
apartment houses, developments of one kind and another. In general 
those are swept into the callapsible corporation area in existing law. 
Whether or not the individual would have been a dealer in real estate 
had he not used a corporation—even an investor who for the first time 
has invested in one of these enterprises and who would get capital- 
gain treatment, we might assume, if he had not used a corporation—is 
under existing law required to pay ordinary income tax if he sells the 
stock within 3 years, unless he gets out under the intention rule. 

In our proposal we would differentiate between a person who is 
himself a dealer, aside from the corporate activities, and a person who. 
is an investor. If the stockholder’s own activities would make him a 
dealer with respect to the property that the corporation is dealing in, 
the proposed statute would provide ordinary income treatment for him 
on a sale of the stock so that he could not avoid his dealer status by 
using a corporation. On the other hand, an investor would not be 
penalized by virtue of using the corporation if he would get capital- 
gain treatment had he owned the property himself. 

Indeed, in the case in which half the stock is owned by a dealer and 
half by an investor, we would give ordinary income treatment to the 
dealer on the sale of his stock and capital-gain treatment to the in- 
vestor on the sale of his. We feel that this is a fairer way of dealing 
with it. 

The Cuamman. Does that conclude your discussion ? 

Mr. Couen. Yes. 

The Cuarrman. Without objection, the committee will recess until 2 
o’clock. 

(Whereupon, at 12: 35 p. m., the committee was recessed, to reconvene 
at 2 p.m. the same day.) 


AFTERNOON SESSION 


The Cuatrman. The committee will please come to order. 


STATEMENTS OF NORRIS DARRELL, CHAIRMAN (SULLIVAN & 
CROMWELL), NEW YORK CITY; C. RUDOLF PETERSON, VICE 
CHAIRMAN (LEE, TOOMEY & KENT), WASHINGTON, D. C.; EDWIN 
§. COHEN (ROOT, BARRETT, COHEN, KNAPP & SMITH), NEW YORK 
CITY; SAMUEL J. LANAHAN (WILMER & BROUN), WASHINGTON, 
D. C.; KENNETH W. GEMMILL (BARNES, DECHERT, PRICE, MYERS 
& RHOADES), PHILADELPHIA, PA.; LEONARD L. SILVERSTEIN 
(COOPER & SILVERSTEIN), WASHINGTON, D. C.—Resumed 


The Cuatrman. I believe, Mr. Cohen, you still had further comments 
with respect to other parts of the report when we adjourned. 

Mr. Conen. Yes, Mr. Chairman. 

I think that my comments this morning covered broadly the problems 
involved in liquidations. There are, of course, a good many other 
changes which we recommended with respect to liquidation problems— 
in section 332, relating to liquidations of subsidiaries, problems of bases 
of assets after they have been distributed by subsidiaries to parents; 
problems in section 337 regarding recognition of gain to corporations 
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where sales occur as a part of a plan of complete liquidation of the 
company. 

The Cuarrman. Let me ask you one question, Mr. Cohen, if I may, 
before we leave the subject of collapsible corporations. 

In reading the discussion in the report on page 38, the group rec- 
ommends an amendment to section 1221 of the code. Is it the pur- 
pose of this amendment to permit ordinary-income treatment on the 
sale of the stock of a motion-picture corporation, or on the sale of 
the film by the corporation itself ? 

Mr. Conen. The purpose of our suggested amendment to 1221 (3) 
regarding motion-picture films is, first, to coordinate the treatment 
of the sale of the motion-picture film, whether the sale occurs by the 
corporation selling the assets or whether the sale, in effect, occurs by 
a shareholder selling all of the stock of the corporation. 

We feel that if the policy is to be that the sale of stock in a corpo- 
ration which has erodued a motion-picture film is to be given ordi- 
nary-income treatment, the statute should be consistent and give 
ordinary-income treatment to the corporation if it itself sells the 
film. 

We have now gotten into the rather peculiar position in which a 
sale of stock is converted into ordinary income, but perhaps the sale 
of the asset by the corporation would be capital gain. 

We suggest that the two be coardtieted. We feel that it would be 
coordinated if 1221 (3) were amended so as to cover a copyright, 
literary, musical, or artistic composition, or similar property, which 
we understand includes movies, held not only by an individual whose 
personal efforts created such property, as the statute presently pro- 
vides, but also where held by a corporation, if the property was cre- 
ated by the personal efforts of a person or persons owning more than 
20 percent of the value of the stock in the corporation, not including 
a person who received reasonable compensation for his services. 

Whether that is the proper test or not—that is, whether the refer- 
ence should be to a 20-percent stockholder or a 50-percent stock- 
holder—is a matter of judgment, obviously, and the 20-percent figure 
is just a suggestion of the advisory group. But we do feel as a mat- 
ter of principle that the sale of the asset by the corporation and the 
sale of the stock by the individual should be equated. In general, we 
have tried to confine our recommendations to subchapter C and we 
have tried to eliminate in subchapter C devices by which the inter- 
vention of a corporation can convert into capital gain what would 
otherwise be ordinary income. But we feel that in this particular 
area this can only be done by amending 1221 (3). 

The CHatrman. Actually, even if we should not provide for this 
amendment the advisory group recommendations would provide for 
different treatment compared to the present law on the sale of stock 
in motion-picture corporations, would it not ? 

Mr. Couen. That is right. Generally, under the test that we have 
suggested, if a sale of the asset by the corporation, or a sale of the asset 
by the individual if he had owned the asset directly, would have pro- 
duced capital gain, then a sale of the stock wou d produce capital 
gain. That is why we feel this amendment to be necessary in this 
instance. 

If I may turn now to the field of corporate organizations and reor- 
ganizations, I would like to suggest that we start first with section 
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3868, which is primarily a definition section, but is the heart of the 
entire reorganization area. 

The Cuarrman. That is on page 50 or page 61 of the report. 

Mr. Cowen. While that begins on page 50, the section I have in 
mind, section 368, begins on page 61 of the report. In the proposed 
amendments it begins on page 78. 

The present code had been in substantially the present form since 
1934. Amendments have been made from time to time, and a number 
were made in 1954, but it took its basic form as long ago as 1934. Un- 
der the present law, we have defined the term “reorganization” to 
include a number of different types of cases. 

The purpose of defining it is, in general, to determine those cases 
in which an individual or stockholder who exchanges stock in one cor- 
poration for stock in another corporation as a part of a reorganization 
is relieved of tax. Also a corporation which transfers its property 
to another corporation in a so-called reorganization, in general real- 
izes no taxable profit or loss on the transaction. 

The definition of what is a reorganization is the heart of the prob- 
lem, the starting point of any inquiry into this field. At the present 
time, the statute includes in the definition of reorganization, first, a 
statutory merger or consolidation; second, the acquisition by one 
corporation, solely in exchange for voting stock, of stock of another 
corporation if, after the transaction, the acquiring corporation owns 
more than 80 percent of the stock of the other corporation. In other 
words, a transaction in which another company becomes an 80-percent 
or more subsidiary of the acquiring corporation is treated in general 
as a reorganization if the stock is acquired solely in exchange for 
voting stock. 

Further, an acquisition of substantially all the assets of another cor- 
poration, solely in exchange for voting stock of the acquiring com- 
pany, is treated as a reorganization. 

Again, a transfer of assets to another corporation where the trans- 
feror company or its shareholders are in control of the transferee is 
treated as a reorganization. Finally, a recapitalization and a mere 
change in form, identity, or place of organization constitutes a reor- 
ganization. 

The first change that the advisory group has recommended is the 
elimination of stautory mergers or consolidations as a separate cate- 
gory of reorganization. <A statutory merger or consolidation is tax 
free as a reorganization under existing law regardless of the type 
of consideration that is given by the surviving company to the stock- 
holders of the absorbed corporation. 

Under existing law, if the transaction cannot be accomplished by 
what is called a statutory merger or consolidation under State law but 
must be accomplished by a transfer of assets in exchange for stock of 
the acquiring company, the acquiring company must give solely voting 
stock as the consideration for the acquisition of the assets. Yet, if the 
transaction can be carried out by a statutory merger, nonvoting stock 
can be given, securities can be given, and cash can be given in part. 

It happens that under some State laws, statutory mergers cannot 
be used in certain instances. Particularly, States may have a rule 
that a corporation of that State may not merge into a corporation 
organized under the laws of another State. 
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We feel and recommend that in order to coordinate the treatment 
in the reorganization field, statutory mergers and consolidations should 
be eliminated as a separate category, and brought within the category 
of reorganizations only if they qualify under one of the other pro- 
visions that are applicable where the reorganization occurs apart from 
the statutory merger. 

Secondly, since these reorganizations have been called by letters as 
A, B, C, D, E, and F reorganizations for so many a we have sug- 
gested that the F reorganizations be brought up and called A reorgani- 
zations in order not to disturb the lettering in the future if this 
change is accepted. 

One point to which the advisory group gave a great deal of consid- 
eration was the so-called problem of continuity of interest. The pres- 
ent statute requires, aside from statutory mergers and consolidations, 
that the acquiring corporation in general give solely voting stock. 
That rule is designed to require that the stockholders of the acquired 
company have an interest in the acquiring corporation represented by 
= amount of voting stock. It insists that they receive solely voting 
stock. 

Any nonvoting stock issued in connection with the acquisition of 
the assets or the acquisition of the stock of the other company throws 
the transaction entirely outside of the reorganization field and pro- 
duces the same result as if there were a sale by the shareholders of the 
absorbed company of their stock in that company for the stock of 
the acquiring corporation. 

The advisory group, after considering this problem at great length, 
has recommended that in lieu of the solely voting stock test, the 
statute require that at least 50 percent of the consideration received 
by the stockholders of the acquired company be in the form of stock 
of the acquiring company, whether that stock be voting or nonvoting, 
whether it be preferred stock or common stock. 

We suggest that if 50 percent of the consideration received by the 
shareholders of the old company is in the form of stock, there is a 
sufficient continuity of interest by the old shareholders in the enterprise 
after the assets of the acquired company go over to the acquiring 
company to warrant treating it as a continuation of their investment. 

We suggest that, as to so-called boot—an expression which, as the 
committee knows, refers to property that is received other than prop- 
erty permitted to be received tax free—if the acquired corporation 
has earned surplus from its operations, the receipt of boot be taxed 
as a dividend in most instances to the shareholders of the acquired 
corporation. 

The result is that, while we would ease up, in effect, in the reorgan- 
ization area by permitting as much as half of the consideration to be 
received in the form of boot, that boot would get taxed, and taxed as 
dividend, generally speaking, if the acquired corporation had ac- 
cumulated earnings from its past operations. 

As I mentioned, we would suggest that this be applied whether the 
stock is voting or nonvoting. We felt that the voting requirement has 
not been particularly significant because the statute has never required 
that the voting interest of the stockholders of the acquired corpora- 
tion be proportionate to the value of the assets they are contributing 
to the merged enterprise. If they have only a minor voice in the 
management or a minor proportion of the stockholders’ votes in the 
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acquiring corporation, it satisfies the existing statutory requirements, 
We do not believe it feasible to require that voting be proportionate 
to the value of the assets contributed to the combined enterprise. 
We don’t believe that the tax law should get into that particular area, 
and it would be very difficult to draft a provision that would be effec- 
tive. 

The Cuarrman. Mr. Cohen, may I interrupt you at that point? 

Mr. Cowen. Yes, sir. 

The Cuatrrman. What effect would this new rule have on mergers? 
Would it be tightening by reducing the incentive or inducement? Or 
are you easing the situation so as to induce more mergers by this 
proposal ? 

Mr. Conen. I don’t believe, Mr. Chairman, that you can say that 
this would have any particular effect; at least, the advisory group 
has not considered that it would have an effect in that regard, one way 
or the other. As an overall picture, it would ease it in some cases and 
it would make it more difficult in others. At the present time, the 
statute has a rather haphazard effect, depending upon whether you 
can have a statutory merger under the State law or whether you may 
not. 

The CHarrman. But they would have to meet the 50-percent test, 
would they not? 

Mr. Conen. They would have to meet the 50-percent test. In most 
instances, where we have eased up in the requirements as to the nature 
of the consideration, there will be a penalty in a company’s availing 
itself of this easing up by virtue of the fact that any cash, let us say, 
that is given in the transaction will be taxed as a dividend. At the 
present time, for example, it is easy to throw a case out of the reorgan- 
ization entirely and give capital-gain treatment for the cash by 
simply not having the transaction made solely for voting stock. If 
it is made 98 percent for stock and 2 percent for cash, unless I am in 
a de minimis area, it will be thrown out. We believe that the test 
that we have proposed would be a realistic test, and not one which can 
be played either way by the taxpayers with such ease. 

The Cuarrman. Are you affecting the possibility of taking a loss? 

Mr. Conen. 1 should imagine making it harder to take a loss. 

The Cuatrman. If they do not meet the 50-percent test, the loss 
would be recognized ; is that right ? 

Mr. Cowen. Yes. 

The Cuatrman. If they do meet it, it will not be? 

Mr. Couen. If they do meet it, the loss will not be recognized. But 
at the present time, it is relatively easy to take the loss because you 
can throw the transaction outside of the solely for voting stock re- 
quirement. It would not be as easy under the proposed statute. 

The Cuarrman. I think you are affecting the situation, perhaps, 
maybe more than any of you realize, not by intent, but by adoption 
of the rule to a greater extent than I had thought upon the original 
reading of the report. 

Mr. Conen. It will affect the situation, I think, to a substantial 
extent, but I do not believe one can say that this would either encourage 
or discourage combinations of businesses. 

The Cuarrman. I am just trying to read into it a thought that 
it does discourage ? 

Mr. Conen, That it does discourage ? 
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The Cuarmman. I say maybe I was trying to read that into it. 

Mr. Darrey. May I say a word, Mr. Chairman ? , 

The Cuatrman. Yes. 

Mr. Darretu. I believe that what we are proposing broadens the 
area of transactions that may be reorganizations, and eliminates some 
of the choices now existing of proceeding one way or the other and 
getting different results. 

It eliminates the differences that result from differences in form. 
It tries to get the same result, regardless of form. In the sense of 
immediate recognition of gain or loss, we are broadening the covera 
of the nonrecognition provision. At the same time, from the stand- 
point of avoiding ordinary income tax on distributed earnings of the 
company, we are tightening up the statute, and making it better for 
the Government to collect the dividend tax when it should be col- 
lected. If you should wish to narrow the whole nonrecognition field 
in reorganizations by saying that some types or reorganizations should 
not be treated as such, but should be treated as sales, that would re- 
quire adding on to what we have recommended a supplemental pro- 
vision that would say the reorganized company stockholders must 
have a certain percentage of ownership of the successor company. 

We have felt that we were not prepared to recommend that. It is 
still under consideration. There are those who believe that such a 
thing should be adopted. It is a policy matter. We have no strong 
feelings against it, but we think that what we have suggested is better 
and will, generally, be more acceptable. 

A provision of the type I refer to, about excluding certain reorgani- 
zations from the coverage of this part of the law because the stock- 
holders of the acquired company have too small an interest in the 
successor company, was included in the 1954 House bill, and that was 
opposed quite strenuously. That was in our minds, also, when we 
took our position. 

The CoHamrman. We are often made aware of the thought, expressed 
by some Members of Congress, that there is something about tax law 
that encourages mergers to an extent that is contrary to public policy 
or the best public interest. 

I was prompted to raise the question a moment ago, in view of what 
Mr. Cohen had said to the effect that you are making the law less en- 
couraging for mergers. If you do broaden nonrecognition of loss, to 
the extent that you broaden it you are providing less encouragement, 
are you not, for mergers? 

r. Darreww. It is very difficult, to be sure, because it depends on 
the facts of the case you are considering. 

Mr. Couen. Another point on which our recommendations would 
change existing law is with respect to the problem of so-called creep- 
ing control in the types of reorganizations in which one corporation 
acquires, solely for its voting stock, stock of another corporation, pro- 
vided that after the transaction the acquiring company must have 
more than 80-percent control of the stock of the acquired corporation, 
This has presented a difficult problem, and the 1954 code did change 
prior law in this regard. We are recommending to you that it Be 
changed further at the present time. 

Prior to the 1954 code, the law required that at least 80 percent of 
the stock of another company be acquired solely for voting stock. As 
a result of that requirement, if one company had at any time bought 
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as much as 21 percent of the stock of another corporation, it could 
nevet thereafter in a B reorganization acquire on a tax-free basis any 
of the stock of the other corporation, because, by hypothesis, it could 
never get more than 79 percent of the stock in transactions solely for 
voting stock. 

In the 1954 code this was changed so that the acquisition of stock 
of another corporation, solely in exchange for voting stock, was made 
tax free regardless of how other amounts of stock has been acquired, 
provided that in the current transactions there was a plan by which 
stock was being acquired solely for voting stock. In the committee 
report, for example, and in the regulations, there is stated a case in 
which a company acquired in 1939 30 percent of the stock of another 
corporation for cash, and in 1955, pursuant to an offer of stock for 
stock, acquired, say, 60 percent additional stock to bring it over the 80 
percent requirement. 

It is stated in the committee report and in the regulations that the 
exchange of stock for stock in 1955 is tax free because after the trans- 
action the acquiring company owns more than 80 percent of the other 
company. This raises iethenia. however, of determining when the 
cash acquisitions have stopped, and when a separate plan for acquisi- 
tions on a stock for stock basis have begun. 

There has recently been a decision in the Howard case, involving 
earlier law, in which the problem arose from the fact that some share- 
holders exchanged their stock solely for stock of the acquiring corpora- 
tion, and others exchanged on a basis which also involved the receipt 
of cash. The court arrived at a conclusion under the earlier law, by 
construing other provisions of the code apart from the reorganization 
definition, that gave the stockholders who exchanged stock for stock 

tax deferment on the transaction even thou gh the others who received 
cash were taxed. 

While we do not believe that result should be accomplished by the 
construction of the law that the court adopted in that case, we are, 
in effect, recommending to you that this result is the proper one in this 
area—that the statute be amended to provide that each transaction 
be looked at from the standpoint of the particular taxpayer, the par- 
ticular shareholdez. If he exchanges stock for stock on a basis which 

satisfies the continuity of interest test, his transaction will be gov- 
erned as though he were the sole stockholder, provided that at the 
time of the exchange or within 6 months thereafter, the acquiring 
company actually does have 80 percent control of the other company. 

We feel that this is the only way in which the law can be set at rest 
in this area without doubts and ambiguities. We recommend it par- 
ticularly because we believe it is wise to encourage tax-free exchanges 
in this area to permit companies which have partial subsidiaries - to 
offer stock of the parent corporation for stock of the subsidiary in 
order to bring the subsidiary into 100 percent ownership by the parent. 
The exc hange of stock in a subsidiary for stock of the parent should be 
made tax free because of the relationship of the companies. 

The Cuarrman. Is that for business convenience, or do you view 
that as a matter in the public interest ? 

Mr. Cowen. Both, Mr. Chairman. I am inclined to feel that it is 
in the public interest. From the standpoint of the Treasury, as well 
as from the standpoint of simplification of corporate structures, I 
think there is a desirable objective in encouraging the elimination of 
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minority interests in the subsidiaries, and simplifying the corporate 
structures for the benefit of the tax laws, government regulations, and 
other matters, 

We have made a number of other technical changes in the reorganiza- 
tion definition, which, for example, cover more specifically than does 
existing law the problems involved in the reincorporation of liqui- 
dated corporations. The present law does not deal fully with cases 
in which one corporation is dissolved and part of its assets are then 
transferred by the shareholders to another corporation. We have 
made a series of amendments to cover that situation. 

We have tried to cover problems stemming from the Supreme Court 
decisions in the Groman and Bashford cases, where acquired com- 
panies or their assets are put into subsidiaries of the acquiring cor- 
poration. This problem was dealt with in the 1954 code, but we 
believe that in a number of particulars it is advisable to modify the 
provisions that relate to that problem. The draft endeavors to do 
so. 

Aside from the reorganization definition, we have tried to change 
the so-called boot provisions that are contained in section 356 of the 
code. This is an important corollary of changing or broadening the 
definition of reorganization. At the same time that we have eased 
up on the type of consideration that may be received by the transferor 
corporation or its shareholders, we have endeavored to tighten the 
rules with respect to dividend treatment so as to insure that where 
something other than stock of the transferee corporation is received, 
the shareholders of the transferor corporation will be taxed upon the 
receipt of dividends in appropriate cases, if their corporation has 
accumulated earnings from its past operations. 

In other. words, in general, we have tried to provide in section 356 
the same type of rules in a reorganization case involving a transfer 
of assets from one company to another company, where there is a con- 
tinuity of interest, as would be applicable if there had been no re- 
organization, but the cash had been distributed by the old corpora- 
tion in a direct distribution to its shareholders. At the present time 
that is not the rule as it appears literally in the statute. A the present 
time, if there is a reorganization and cash or other boot comes out in 
the reorganization, it is taxed as a dividend only if the shareholder has 
a gain on his investment. In other words, if he does not have an 
unrealized gain prior to the transaction, there will be no dividend 
treatment to him on the receipt of the cash. 

For example, assuming an individual has recently bought a corpora- 
tion, if he takes a dividend out of the company in the form of cash, 
it will be taxed to him even though there has been no appreciation 
in value since he bought his stock. But if he reincorporates the com- 
pany in another State, and transfers the assets of the old company 
to the new company in exchange for stock and cash, and has the cash 
flow to him in that way, then under the literal terms of present law, 
since he has no gain—the property not having risen in value since 
he bought it—there can be no dividend. Whether that would be 
the ultimate construction by a court in a simple case of that kind, we 
do not know, but we suggest that the statute should not be framed in 
sucha way. The statute should be framed so as to give dividend treat- 
ment to the individual in such a reorganization to the same extent as if 
the boot had been distributed to him by the old corporation in the 
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absence of reorganization. We have only one limitation on that, and 
that relates to the fact that we do confine the amount of dividend that 
the shareholder may have in a reorganization to his ratable share of 
the earnings of the corporation, a provision which we have inserted 
in order to prevent too much dividend income being realized in con- 
nection with preferred stock. 

Mr. Darreti. Before you leave that point, Mr. Gemmill has a word. 

Mr. Gemoity. Mr. Chairman, that was essentially a rule that was 
in H. R. 8300, which your committee adopted in the 1954 bill, but 
which was eliminated in the Senate. 

The CHarmman. Do you still run into the same criticisms as you 
ran into at that time? 

Mr. Darreti. I had the impression, Mr. Chairman, that the criti- 
cisms encountered at that time were related to other’ aspects of this 
subchapter, and that when those criticisms were taken so seriously 
that it was decided to go back to the 1939 code, this fell by the way- 
side. That is my impression. 

Mr. Conen. If I may call attention just to one more point in sec- 
tion 356, with respect to boot, under the present law it is provided 
that if a shareholder has a gain, and if the receipt of the boot has the 
effect of a dividend, it is then taxed asa dividend. The law does not 

say that if it has the effect of a partial liquidation, or if it has the 
effect of a stock redemption, that it should be treated as such. 

We have suggested, along the same lines as in connection with the 
elimination of the gain requirement, that the rules regarding the 
treatment of boot in reorganization should be coordinated with the 
rules applicable in the absence of reorganization, and if the boot in 
fact represents a partial liquidation, it should be given partial liqui- 
dation treatment. 

For example, in the Lewis case, which is mentioned in the com- 
mittee report, the boot received in the reorganization actually repre- 
sented the proceeds of the sale of a particular business that had been 
owned by the corporation, and had there been no reorganization at 
that time, the distribution of the cash would not have been a dividend. 
But because it occurred as a part of the reorganization, and there was 
no provision in section 356, or the prior provisions of earlier law that 
were applicable, that said a distribution that has the effect of a partial 
liquidation shall be given partial liquidation treatment, the court 
treated it as a dividend. 

Therefore, the presence of a reorganization in that instance worked 
to the detriment of the taxpayer, and again the statute prevented co- 
ordination between reorganization cases and cases in which there is 
no reorganization. We have tried to coordinate them. We have also 
done so with respect to distributions which have the effect of the pay- 
ment of interest on securities. There are several decisions to the 
effect that amounts paid to bondholders are not treated as boot and 
taxed as such because it cannot have the effect of a dividend, since it 
is paid in respect of interest. We have put in a provision that if a 
distribution has the effect of a payment of interest on outstanding 
obligations of the transferor corporation, it shall be treated as in- 
terest. 

If it does not have the effect of a dividend or the effect of interest, 
or the effect of a partial liquidation, or a stock redemption, then we 
would recommend that you treat it as a distribution of capital, a re- 
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turn of capital, which would give rise to no tax until the amounts 
returned in that fashion ex the shareholders’ cost for his invest- 
ment. That would be the rule that would be applicable on distribu- 
tions by the corporation in the absence of a reorganization, and we, 
therefore, recommend it as a rule which should apply to distributions 
taking place as a part of reorganization. 

The Romer e Let me ask a question, if I may, about this matter 
of partial liquidation rules. Did the advisory committee give any 
thought to the possibility of not continuing in the law any separate 
rules for partial liquidations? 

Mr. Conen. Sir, we have left 346 in at the moment, as Mr. Peterson 
said this morning, 346 being the section that deals with partial liquida- 
tions. We have tried to coordinate it with stock redemptions under 
section 302. We feel that we have done so to a very considerable 
extent. 

We have reserved for further consideration a my ye that would 
permit the entire elimination of the distinction, At the present time, 
so far as we are aware, there are only three limited areas in which the 
distinction has any practical significance. One is on the disposition 
of 306 preferred stock, where in a partial liquidation you can get cap- 
ital gain treatment, but not if the transaction is outside of 346. Sec- 
ond is on a distribution of LIFO inventory under 311, and the third 
is on the distribution of property subject to a liability that is in an 
amount exceeding the basis of the property being distributed. 

If we can develop a rule for those three limited cases that will be 
applicable to a redemption of stock, whether it is a 302 redemption, 
or whether it takes place as part of a partial liquidation—and I see 
no reason why we can’t in those limited areas develop rules that 
would be the same whichever category the distribution falls in—then 
the problem of this dichotomy between 346 and 302 would be elim- 
inated as a practical matter. 

We believe that with some further work we may be able to produce 
that elimination. 

The Cuarrman. That is an area of further study for the group. 
Allright. Does that conclude your statement, Mr. Cohen ? 

Mr. Conen. Yes, Mr. Chairman. 

The Cwareman. Mr. Darrell, do you want to introduce Mr. 
Lanahan ¢ 

Mr. Darretu. I would like Mr. Lanahan to proceed with his portion 
now. 

Mr. Lananan. Mr. Chairman, at the outset, I would like to note 
for the record that on page 95 of the draft, lines 2 and 5 are trans- 
posed. It is a typographical error. 

The Cuamman. Thank you. 

Mr. Lananan. I am going to talk about our proposals in the area 
of carryovers, sections 381 and 382. 

Section 381 both permits and requires the tax attributes of a prede- 
cessor corporation to be taken over by its successor corporation where 
substantially all the assets of the predecessor corporation are acquired 
in a tax-free reorganization or in an intercorporate liquidation where 
the basis of the assets carries over to the successor corporation. 

Section 381 applies to 19 listed items, among which are net operating 
loss carryovers, earnings and profits, capital-loss carryovers. The 
present section 381 does not provide rules for allocating any of these 
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tax characteristics where there is a divisive reorganization. In other 
words it applies only where the assets of two corporations are fused. 
The only rule now in the code providing for allocations in divisive 
reorganizations is in section 312 (i), which permits the Commissioner 
to make proper allocation of earnings and profits between the two 
corporations. 

The advisory group recommendation here is that the tax character- 
istics of a corporation which undergoes a divisive reorganization, that 
is, it separates into 2 corporations by transferring part of its assets 
to another corporation, and distributing the stock of that corpration 
to its shareholders under the general nonrecognition rules of section 
355, be allocated between the 2 corporations. In such a case the Com- 
missioner would be authorized to issue regulations which would pro- 
vide for proper allocation in accordance with the types of assets and 
net worth of the corporations after the transaction has come to rest. 

We feel that this provision is necessary at the present time. There 
are cases, for example, where a corporation may have been engaged 
in two businesses for a number of years, and where the corporation has 
a loss. 

Under present law, if the business which produced the losses is 
transferred to another corporation, and the stock of that business, in 
turn, distributed to the shareholders of the transferor corporation, 
presumably the loss remains with the distributing corporation, even 
though the business which produced the loss is no longer in that 
corporate entity. 

We have a similar suggestion for cases involving acquisitions of 
assets in a merger, where the assets are acquired either by the parent 
and transferred from the parent to a subsidiary, or are acquired in the 
first instance by the subsidiary, but the consideration for the acquisi- 
tion of the assets is stock of the parent. In such a case, our recom- 
mendation is that the tax attributes should be inherited by the corpora- 
tion, parent, or subsidiary, as the case may be, which acquires sub- 
stantially all the assets. This, again, would be done by regulations in 
order that the statute not be unduly complicated with detailed rules. 

In paragraph (16) of section 381 (c) of the existing statute, it is 
provided that if, in a transaction such as a merger, the acquiring cor- 
poration assumes a liability which would have been deductible by the 
transferor corporation, absent the merger, then the acquiring corpora- 
oon can take the deduction just as the transferor corporation could 

ave. 

However, this rule is conditioned on the obligation not having been 
reflected in the amount of consideration which was paid over to the 
sharehlders of the transferor in connection with the acquisition of its 
assets. 

Accordingly, the provision can operate only where the obligation 
which the acquiring corporation assumes was not known, where 
the acquiring corporation was not aware that this obligation existed, or 
otherwise it would have been reflected in the consideration. We recom- 
mend that this rule be eliminated, which prevents the application of 
this provision where the amount of consideration reflects this obliga- 
tion, so that the statute will not operate only in cases where the obli- 
gation is inadvertently acquired. 

Our final substantive recommendation in this area is the addition 
of a catchall provision at the end of section 381, which would permit 
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that section to apply to items not specifically listed in section 381, and 
where it is appropriate that the acquiring corporation step into the tax 
shoes of the transferor corporation with respect to a particular item. 

Items which may, for example, be considered to fall within such 
a general catchall provision are: amortization of emergency facilities, 
research ompenearen excess soil and water conservation expenditures, 
and items of this kind. 

Now, I would like to take up our recommendations concerning sec- 
tion 382. At the outset, I want to point out that we are continuing 
our study of this area with particular reference to implementing the 
basic policy decision with rules which will achieve its goal in all types 
of transactions toward which the section is directed. We believe, how- 
ever, that the basic policy goal is sound, and at this time we wish it to 
be brought to public notice in order to invite helpful criticism. 

We found the limitations on when a net operating loss carryover 
may survive a change in stock ownership under existing law to be con- 
flicting and uncoordinated. Under section 382 (a), a net operating 
loss carryover is completely eliminated if, within a 2-year period, there 
is a 50 percent change in ownership, coupled with a failure to continue 
the corporation’s business substantially unchanged. 

These rules, which eliminate the loss completely, apply only if the 
50 percent change in ownership occurs by way of a purchase or a stock 
redemption. There are no limitations in section 382 on the net operat- 
ing loss carryover of a corporation, the stock of which is acquired in 
a reorganization involving an exchange of stock for stock. 

In section 382 (b) of existing law, limitations on net operating loss 
carryover are imposed, if the assets of one corporation are acquired by 
another corporation by way of a tax-free merger, for example. These 
limitations apply where the shareholders of the loss corporation, after 
the transaction, own less than 20 percent of the outstanding stock of the 
acquiring corporation. Where a lesser percentage is owned the rules 
apply without regard to whether or not the acquired business under- 
goes any substantial change. 

Mr. Mason. Mr. Chairman, may I ask a question at this point ? 

The Cuarrman. Mr. Mason. 

Mr. Mason. If we did not permit this carryover of losses to the new 
corporation as a separate taxpayer, could we not stop these tax-free 
mergers? There are some of us that do not like them very well. We 
would like to discourage some of these mergers. When they are tax- 
free it is not very discouraging for them. 

Mr. Lananan. Mr. Mason, insofar as tax-free mergers are gen- 
erated because of some desire to gain advantage of corporate net op- 
erating loss carryovers, it is the hope of our group that we may have 
a solution to that problem. 

Mr. Mason. And your solution would tend to discourage these tax- 
free mergers? 

Mr. Lananan. The solution would tend to discourage tax-free mer- 
gers which are carried out with an eye to taking advantage of net 
operating loss carryovers. 

Mr. Mason. Is that not the reason that many of them make these 
tax-free mergers? 

Mr. Lanauan. That, very often, I believe, would be a reason enter- 
ing into it. 
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The Cuarrman. If we are to correct the entire problem, we will have 
to look at some of the surtax rates, will we not ? 

Mr. LananHan. I believe you are right, Mr. Chairman. Having 
found that existing law limitations on net operating loss carryovers 
after a change of ownership were not satisfactory in all instances and 
were not coordinated, we developed a fundamental rule which would 
seek to allow net operating loss carryovers where the facts of the 
transaction indicated that the acquisition was not tax-conscious, but to 
limit the net operating loss carryovers where the facts showed other- 
wise. Thus, if a corporations has a net worth of $1 million, and a net 
operating loss carryover of $100,000, presumably someone would be 
willing to pay $1 million to acquire all of its stock. In such a case, we 
feel that the acquisition is not a tax-conscious acquisition, and that in 
spite of the fact that there is, for example, a complete change in the 
corporate stock ownership, there would be no limitation on the net 
operating loss carryover. 

The purchaser is buying a going business, and the tax characteristic 
of the net operating loss carryover should go along with it. On the 
other hand, if I may reverse my facts, if a corporation has a net worth 
of $100,000, but a net operating loss carryover of $1 million, then if 
the purchaser pays more than $100,000 for the corporation he is making 
a tax-conscious purchase, and, accordingly, in this particular example, 
our recommendation is that the net operating loss carryover be limited 
to one-half the amount of the consideration paid for that corporation. 

If it had a net worth of $100,000, presumably somebody would be 
willing to pay $100,000 for that corporation, and the net operating 
loss carryover would be reduced from $1 million to $50,000. 

Our recommendation is, therefore, fundamentally, that the avail- 
ability of the net operating loss carryover be related to the price paid 
for the business or stock of the loss corporation, and, by using this 
price as a measure of the value of the business acquired, that the amount 
of the net operating loss carryover be limited to one-half of the net 
value of the business acquired. 

Mr. Mason. I say I am operating a successful corporation, making 
great profits. We will have to pay a heavy tax. But you are operat- 
ro Me corporation that is in the red which has a lot of losses, and so 

orth. 

If I buy you out at $100,000 or whatever it is, then those operating 
losses of yours help me in cutting down the amount of my tax that I 
pay on my going concern, is that it ? 

Mr. Lananan. Ifthe amount you paid for the business I am running 
in the red was double the amount of the net operating losses, it would 
indicate that the business that I am running although showing a loss 
is a substantial business with substantial assets. Therefore, your ac- 
quisition of my business was with a view to getting the assets. 

Mr. Mason. It would be what we would call a legitimate acquisition ? 

Mr. Lanawan. Yes, sir. 

Mr. Mason. In other words, it would be for the means of trying to 
get rid of paying this high tax of mine. 

Mr. Lananan. The amount you pay for my business would show 
that, and the net operating loss carryover would be limited, if the limi- 
tation applied, to one-half of the consideration paid for the business. 
Mr. Mason, That is all, 
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The Cuatrman. Mr. Lanahan, I am much intrigued with this sug- 
gestion, because I think you are getting to a problem here that is at the 
crux of the question I propounded a little earlier. 

We are always disturbed when we pick up a magazine and read 
about the sale of a corporation that has a sizable loss carryover. I 
have before me an issue of Business Week, showing several examples 
on consecutive pages, all advertising the opportunity to buy liquid 
companies with tax losses, and, for sale, substantial inventory, build- 
ings, and equipment of large clothing manufacturer, large six-figure 
tax loss, and so forth. 

Wanted to buy: All capital stock of a corporation with deficit or loss position 
engaged in nonferrous or ferrous scrap industry, or anything pertaining to scrap 
industry. 

When you relate the net operating loss to the assets as you are pro- 
posing to do, and give the carryover of net operating loss equal to 50 
percent of the value paid for the business, you are going a long way 
to eliminating this type of situation, but do you go far enough? 

Mr. Lanauan. We hope those advertisements may disappear, Mr. 
Chairman. 

The CuarrMan. You have seen them, too, I suppose. 

Mr. Darrett. Mr. Chairman, that was one of the prime considera- 
tions we had in mind when we were hunting for some new formula, 
and a new formula that would work no matter how you proceeded. 

This formula applies to every situation the same way. That is an- 
other one of the good things about this draft, if it is any good. 

The Cuairman. That suggestion is in the draft? 

Mr. Darretu. That is right. It is in the draft. It is section 382. 
We believe that it really will put a stop to trading in corporations, and 
also at the same time we think it would preserve losses in those cases 
where there is really an acquisition of a business. We feel that losses 
attributable to a business should be available for the benefit of the 
new owners, if they really bought a business. We ought to call atten- 
tion to the fact that the Supreme Court recently interpreted the 1939 
code as limiting loss carryovers to the same business. We have 
studied that decision and considered adoption of the narrow rule there 
adopted, but we found not only that it would be most difficult to draft 
such a provision, but also to operate under it, and to interpret it. We 
think such a rule would be too narrow. 

The proposal recommended in our report seems to us to make funda- 
mental, good sense. 

The CrHatrman. Let me ask you a question of whether or not your 
group anticipates any administrative difficulty in determining value 
for purposes of assessing the dollar amount of the net operating loss 
carryover. 

r. Darrett. That has been one of our problems. I probably 
should direct this to Mr. Lanahan for answer, but I should like first 
to say that we have concluded that the only way we have yet thought 
of avoiding the valuation question should be to have different rules, 
so that the result will be different depending on how you did the 
transaction. But the valuation question arises primarily where you 
mane stock, not where you buy for cash. The consideration there is 
snown. 

The Cuamman. There is no problem when I give another one 
$100,000. 
20675—58—pt. 8——12 
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Mr. Darret. No problem at all. 

The Cuairman. But when I give him stock, there has to be a valua- 
tion placed on it. 

Mr. Darrett. I think I had better turn this over to Mr. Lanahan. 
It is a little refined. 

Mr. Lananan. In the simple case of a purchase, where, for example, 
a persons pays $90,000 to acquire 60 percent of the outstanding stock 
of the loss corporation, we do not have to value all of the stock of the 
corporation. 

We allocate an amount by formula to the 40 percent of the stock 
which does not change hands in order to determine what is in effect 
the net worth of the business. If $90,000 is paid for 60 percent of the 
stock, by dividing the $90,000 by 60 percent, and multiplying by 40 
percent, the percentage which did not change hands, the amount of 
the assumed consideration here is $150,000, and half of that amount, 
or $75,000, will be the amount of any net operating loss carryover 
which will survive such a transaction. 

So, by assuming a part of the consideration to be allocated to the 
stock which does not change hands, we hope to limit the valuation 
problem. As you have pointed out, Mr. Chairman, it is not completely 
possible where the transaction takes the form of an issuance of stock. 

The Cuarrman. Mr. Lanahan, let me ask you one further question. 

If I give you $100,000 for assets actually worth $100,000, and assume 
I could get $100,000 this morning if I wanted to sell, why do we, of 
necessity, have to permit, or why should we permit, any recognition 
of the net operating loss carryover from the business to the buyer? 

Mr. LananHan. Your question is one where the business is worth 
$100,000 ? 

The Cuatrman. I am talking about the true value. 

That is the reason I raised the question of value a few minutes ago. 
If I am paying actual value, I have my money’s worth, so why should 
I be entitled to get more than my money’s worth in the form of a 
tax benefit from a net operating loss which is not mine? 

Mr. Lananan. That is a question we carefully considered, that the 
net operating loss carryover should be completely eliminated if there 
is a certain percentage change in ownership of the corporation. 

The Cuatrman. Not just limited necessarily in that one case, but 
in any case where I am actually getting value in capital assets from 
the dollars I am putting out. If I gave you $200,000 for something 
that has no value, except the loss carryover, I have not gotten my 
money’s worth unless I get the loss carryover. But where I have 
gotten $100,000 in value, aside from the net operating loss carryover, 
why should I get that, too? 

Mr. Darreti. If I may interrupt, Mr. Chairman, I would say that 
in the first place it would be very difficult to know just what the 
$100,000 is paid for. If you have a business that is a good business, 
but it also has a few available losses, it is very difficult as a practical 
matter to tell whether that $100,000 is paid for the assets or is paid 
for the assets plus the loss carryover. 

Normally, that loss is a loss of the business, and it does not seem 
inappropriate to allow that loss against the profits of that business. 

As long as there is no abuse, it would seem to us that this would 
be a fairly good compromise. There are so many schools of thought 
on what the treatment should be here. One group will say the loss 
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oaght to be salable and the stockholders who owned the company 
that suffered it ought to get what they can for it. 

We have felt that people very seldom pay full value for losses; 
there are too many uncertainties about it. As a matter of policy, it 
does not look right, as you mentioned. 

We felt that our proposal did make a good compromise between 
all the schools of thought on this subject. It seemed good sense to 
say that when you acquire a business it should not be necessary to 
determine precisely whether you are paying for a loss or not, but to 
let it go along with the business that is taken over. That is the way 
I thought of it, anyway. 

The Cuatrman. Is it possible, or would I be completely off base 
if I suggested, that there might be some thought to the possibility 
of adjusting the basis of the assets themselves in the hands of the 
wre ha by the amount of the loss carryover which was given 
to him 

In the case where the individual has $100,000 of assets purchased, and 
$50,000 of loss carryover, for purposes of depreciation, should that 
individual be permitted $100,000 or should he be permitted an amount 
reduced by the amount of loss carryover provision ? 

Could yet get at it that way? 

Mr. Conen. I should like to call to your attention this fact: We 
are talking in the case of a purchase of a business, really, about the 
purchase of the stock of a corporation. The business as an incorpo- 
rated venture continues on. We do not allow carryovers on an actual 
cash purchase, if one corporation simply buys out the assets of another. 

The CHarrman. I agree with you that we are talking about the 
purchase of stock of one company by another company, but included 
are the assets that go in representation of the value of the stock. 

Shall we carry over into the new acquisition all of the advantages 
where we have received our money’s worth in assets, that is, for depre- 
ciation purposes and everything else, plus any percentage of the 
net-operating-loss carryover ? 

It seems to me that we still allow too much inducement to purchase 
for the tax consequences rather than for true valuation, motivated by 
business needs rather than tax needs, 

Mr. Conen. But if the purchaser is buying the stock and keeps 
the company alive in order to use the losses, he does not get his pur- 
chase price for the stock as an adjustment to the basis of the assets. 
The corporate basis for the assets remains as it was before. The 
problem really is to what extent—if I understand it. correctly—you 
are going to have the effect of purchase of stock related to the 
tax of the corporation itself. There is a different situation when you 
buy the assets out of the company. 

he Cuatrman. Mr. Cohen, I have always conceived the loss carry- 
over as being justified only in the interest of providing an incentive 
for the man who has sustained the loss to stay in business by per- 
mitting him to deduct those losses in future years against profits of 
future years or at the very least to compensate him for his loss. The 
loss carryover to me has its justification only if it benefits the seller 
and not the purchaser of the business assets. 

When we extend net operating loss carryover benefits conceived for 
the original owner to the subsequent owner, I doubt that we are 
on good ground. 
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That is the reason I am raising these questions. 

Mr. Mason. I agree entirely with the chairman. You have placed 
your finger on the crux of it. 

Mr. Conen. We do treat the corporation as separate and apart from 
the shareholders, to some extent, in that we impose a corporate tax at 
a 30- or 52-percent rate on income of the corporation, regardless of 
what the bracket of the individual shareholder may be. We are not 
always going to look through the corporate entity and tax the cor- 
poration only on the benefit or detriment accruing to the particular 
shareholder of the company. This is really a question of the extent 
to which you are going to tear aside the corporate veil and relate 
corporate taxation to what happens at the shareholder level. 

e have suggested in that rather difficult field that the matter 
be put at rest by saying that if the purchase occurred in such fashion 
as to indicate that the loss is only an attribute of a going business, 
that the loss should go forward; but not in those cases where the loss 
is obviously the primary consideration involved in the purchase. It 
is a question of where to draw a line. 

The CuAmman. Actually, the fact is that this may well be the 
same business, except for a difference in the ownership of the business, 
and you have to give consideration, I suppose, in making a determina- 
tion in this area, to that as well as to the point that I raised. Is that 
true? 

Mr. Couen. If you stop it entirely and say that on every transfer 
of more than half of the stock of the company, say—and you have to 
draw a line, you must decide whether zon are going to require a 100- 
percent transfer or a 50-percent transfer of the stock—the loss carry- 
over will be denied, then you are going to require that loss corpora- 
tions be availed of by the preceding owners, and there cannot be a 
sale to those who may be able to operate the going business on a more 
efficient basis. 

The Cuarmman. The trouble about this, as it is in other cases of tax 
law, when we try to get down to hairline preciseness in the law and 
make of one individual a culprit and of another individual an angel 
for purposes of tax revision, we create hardships. 

To do it by standards of law is pretty difficult. Actually, where 
there is an intent motivated only for tax advantage, you want to do 
something about it. 

Mr. Mason. But there is so much in between those two items, the 
gray in between the black and white. 

r. CouEN. By and large we felt we should recognize the corporate 
entity and not change the taxation of the corporation due to changes 
in the stockholdings, unless it is being dealt in as a tax avoidance 
mechanism. 

The Carman. And in that case, you do want to do something 
about it. 

Mr. Conen. Yes, Mr. Chairman. 

The Cuatrman. I wanted to get the reasoning in back of it. Thank 
you, sir. 

Mr. Lanauan. I just want to say that the rules which we have de- 
scribed come into effect if there is a 50-percent change in the stock 
ownership. That is in the case of a purchase or a redemption. In 
the case of a reorganization, for example, if the shareholders of the 
loss corporation do not, after the transaction, have a continuing inter- 
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est of 50 percent of the outstanding stock of the surviving corporation, 
these rules are operative. We feel that section 382 should set up en- 
tirely objective standards to achieve the policy we have been dis- 
cussing, 

However, it is not possible to take care of all types of cases with 
rules such as these. For example, a corporation with net operating 
loss carryovers may have sold all its operating assets, and while it has 
assets of genuine value, such as cash or securities, it is not a oo busi- 
ness. It isnot operating. Therefore, our report recommends a ¢ 
in another area to take care of this type of case. , 

That is in section 269. We recommend that that section be amended 
to provide for a presumption that there was a tax avoidance acquisi- 
tion if after the acquisition the business of the corporation is substan- 
tally changed. In the case I described, someone would be willing, of 
course, to pay a substantial consideration for the stock of the cor- 
poration, but the business of the corporation would be changed by 
investment of the assets, and the net operating losses carryover woul 
then be eliminated by section 269. 


The Cuarrman. Mr. Lanahan, at that point, are you also recom- 


mending the elimination of the present presumption ¢ 

Mr. Lananan. That would replace it, Mr. Chairman. 

The CuarrMAN. You are recommending that? 

Mr. Lananan. Yes. That concludes my discussion. 

The Cuatrman. Let me ask one further question with respect to 
this limitation on net operating loss carryover. As I understand the 
08 code provisions relating to operating loss carryovers, there has 


een considerable criticism that they do not contain a single unitary 
statutory statement or policy. 

Help me just a little bit on that point, will you? What is the basic 
policy underlying the advisory group’s recommendation in this area? 
_ Mr. Lananan. The basic policy that we are proposing is to allow 
net operating loss carryovers where the consideration paid for a 
business or the stock of a corporation is such an amount that the 
acquisition is an acquisition of a business, and which should have its 
tax attributes go along with it unimpaired. 

The CuarrMan. That is what you do, Mr. Lanahan. But what is 
the theory for doing it, the underlying theory ? 

Mr. Lananan. The theory is that in the acquisition of a corpora- 
tion’s stock, since the corporation is a separate entity, where its stock 
is acquired its tax attributes should continue to adhere to that cor- 
porate entity if it is a substantial going business and the amount of 
the consideration does not indicate that it is merely a tax avoidance 
acquisition.: 

The CHarrman. But what are we trying to do? What is the 
a What is the underlying theory that we are trying to accom- 
plis 

Mr. Mason. What is the policy you are trying to establish in these 
mergers? That is what you are wanting, is it not, Mr. Chairman? 
What is that policy or theory ? 

Mr. Darrett. There are several aspects of that policy. Normally 
when stock changes hands—it may change hands 100 percent, 80 per- 
cent, 60 percent, 40 percent—and the company goes on as before, it is 
a question of where to draw the line. In making a new rule to limit 
what prior losses of that corporation may be used thenceforth where 
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there is a change of ownership, we have said a 50 percent change in 
ownership is a good dividing line. 

If 50 percent changes hands, then we would put in a new rule which 
would limit the use of that company’s prior losses in appropriate 
situations. 

We said to ourselves where should we draw the line? After all, 
a corporation is treated as a separate entity and is taxed heavily. We 
should not draw a rule that will be applied only where there is a 100- 

ercent change of ownership. We said that where there is a real 
Pisinees, and the ownership of that business changes hands 50 percent 
or more primarily because there were values, real values, apart from 
the net loss carryover, we will adopt a rule that says, “Go ahead, boys, 
keep the loss carryover, because this is not a trick, this is not a tax 
device, this is not trading in losses, such as we saw in those ads.” 

But we must have a rule that will eliminate effectively the trading 
in losses. We said further that you have to have a rule that will 
apply whether you buy stock for cash or whether you acquire it in 
reorganization, and no matter how you bring about that change of 
ownership, taxable or tax free. 

Mr. Mason. What you are really trying to do is to do away with 
this trading in losses. 

Mr. Darre.t. Precisely. 

Mr. Mason. And to make the illegitimate mergers more difficult 
to make. 

Mr. Darrety. That is correct. 

Mr. Mason. That is what you were trying to get at, was it not, Mr. 
Chairman? 

The Cuarmrman. Actually, I know I have heard existing provisions 
of law criticized because there is no theory or policy that can be 
pointed to as underlying the statute. 

Mr. Darrett. That is quite true. There is no rule where you ac- 
quire stock for stock tax free in what we call a type B acquisition. 
There is one rule where you purchase stock and there is another rule 
where you have a reorganization to acquire the stock. So all are 
slightly different. It is very difficult to see how they fit together. We 
were trying to eliminate that. 

The Cuarrman. I have been trying to think, as you were discussing 
this, just what theory you proceeded on in the establishment of the 
rule. I am not trying to be technical or anything else. I am seeking 
some explanation that you might offer as a theory in back of these 
recommendations, I come only to the conclusion that the theory back 
of this must be that we not only will regard a corporation as a person, 
as described in law, but that we will regard it as an individual with 
the same sensitivity to motivation. 

I wonder if we are ascribing to corporations motivation felt only 
by individuals. 

Individuals are motivated, but I question very seriously that cor- 
porations are motivated in the sense that individuals are. 

Mr. Darrett. This is all keyed to changes of ownership by indi- 
viduals. They are the ones that benefit. 

The Cuairman. The motivation to purchase is by individuals, but 
how is the seller, the individual who owed the seller, benefited when 
he is not compensated for his losses and does not continue in the 
business? 











Mr. Pererson. There are many other tax attributes that are not 

changed by the purchase of stock. For example, I think reference 

was made earlier today to the case where someone bought stock in a 

corporation and the next day a dividend was declared out of earnin 

and profits which had accumulated before the shareholder bought the 

stock. Furthermore, shareholders may have bought stock, paying a 

good deal more than the book value of the corporation, yet for excess- 

profits taxes the corporation had to use the lower amount in arriving 

at invested capital. | 
They there said that the corporation is a separate entity and its taxes | 

will be computed on a separate basis. | 
Our brebaeed was to try to distinguish the cases where they were buy- | 


} 
GENERAL REVENUE REVISION 2613 


ing losses and where they were buying businesses. 

he Cuatrman. Concerning the purchaser of the stock, who is the 
individual or individuals who own the buyer corporation, and who may 
well be motivated by tax benefits, you do reach the basic conclusion as 
a group that in these purchases and transfers of ownership, as well 
as the assets themselves, there should be recognition of some of the 
operating loss carryover for the business under the new ownership even 
though they pay only for the real assets? 

Mr. Darrett. Yes, Mr. Chairman. I want to add further that we 
do not look into motivation of the individual. We did not, want to 
get into motivation or intention. We wanted to go to the facts and 
find out what, probably, it was, by looking to see what was actually 
done, and then making a rule that would put the case on one side or 
the other and not get into a squabble about “What was your purpose?” 

The Cuarrman. Since I already stated that I would introduce this 
bill, I wonder if our staff people could get your opinion as to the effec- 
tive dates that should be in the bill. 

You say that some of these dates should be prospective. But let us 
do it in accordance with your thinking, rather than the thinking of the 
staff. I would want this to be your bill, and I would want it to be, 
so far as dates are concerned, your ideas and not the ideas of the com- 
mittee, myself, or of the staff. If we may have the benefit of that 
information from you for our committee people, we would appreciate 
it. It isnot necessary to do that now. 

Mr. Darreti. We will study that. 

The Cuamman. Thank you. 

Mr. Couen. Could I call attention to one other matter, Mr. Chair- 
man? I believe I mentioned earlier that, generally speaking in the 
print of the proposed amendments, we have included only amendments f 
to subchapter C. There are some collateral amendments, such as the i 
one involved in 1221 (3) and several others outside of subchapter C. I . 
think it would be desirable if they were included in the print as it 
would be introduced, in order that they would be available for study 
at the same time. 

Mr. Mason. They are all pretty closely related. 

Mr. Couen. Yes. ) 

The Cuarrman. Are there any questions? Mr. Curtis will inquire. 

Mr. Curtis. Mr. Chairman, this is a little off the track, but I think - 
it has bearing on this. It has to do with taxation of foreign income. 

What is now section 367 of the Internal Revenue Code, part of sub- 
chapter C was originally placed in the internal-revenue laws to pre- 
vent avoidance of the Personal Holding Companies Act. I realize | 
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today it has the added purpose of avoiding capital gains being realized 
from business liquidations. In your opinions, would it not be possible 
to achieve these two purposes and yet permit the flexibility necessary 
to permit many more organizations who are doing the business abroad 
in foanch form, and are sort of frozen into that form of doing business, 
to obtain the benefits now enjoyed by foreign corporations, such 
as the average made possible by the Internal Revenue Service position, 
with respect to the per-country limitation as it concerns foreign 
subsidiaries? Do you follow the point I am raising? 

Mr. Darretzt. Do I understand you are raising the question of 
whether we need 367 ? 

Mr. Curtis. No. It is whether or not the purpose that you are 
seeking in 367 cannot be amended to provide some flexibility in regard 
to the treatment to these subsidiaries or branches abroad which, pres- 
ently, because the company has chosen to do business abroad in the 
branch form, finds itself encased in that kind of procedure and at a 
disadvantage to the corporation doing business abroad under the 
guise of a foreign corporation. 

Mr. Darre.y. It is peraety. true that if, instead of a branch, 
you set up a foreign subsidiary, you are enmeshed in this provision 
as it is. We felt that this provision was probably necessary for the 
protection of the revenue. Maybe it could be amended and maybe it 
could be clarified. Take the subsidiary corporation. The parent in- 
corporates a subsidiary abroad, and it a up its income. Then it 
liquidates, and it would like to liquidate tax free. The Internal 
Revenue Service will not give you a ruling that it is tax free if you 
have not paid a reasonable amount of dividends out of that company. 

You cannot have used it to accumulate income and not pay taxes, 
to get out of it without tax. They say if you have not paid adequate 
dividends you will pay a capital gains-tax when you liquidate that 
subsidiary. The question for your committee is whether you want 
to open the door there, or if you don’t want to open the door there; 
whether you want to say to the taxpayer: “Have this thing cleared 
first before you move as the law now provides”, or whether you want 
to say, “You move and we will decide later.” 

Today they have to get a favorable ruling before they make the 
move or they cannot have a tax-free liquidation. 

I don’t personally believe section 367 is very closely related to the 
percppantry limitation. I think it has nothing to do with the latter. 

ut, in my own judgment, this provision is a necessary administration 
pee to police the dividend situation. Does anybody want to add 
to that? 

Mr. Curtis. Thank you very much. 

The Cuarrman. Are there any further questions of the advisory 
group? If not, gentlemen, I want to thank you again for the many, 
many hours of work that you have devoted to this report, and com- 
mend you for having rendered what I consider to be outstanding 
public service, and to the country as a whole, in bringing to us your 
many suggestions for corrections in the area of subchapter C. Thank 
you very much. 

Dr. Darrety. Thank you, Mr. Chairman. 

The Cuarrman. Our next witness is Mr. Edward B. Burr. 

Mr. Burr, for purposes of the record, you will you please identify 
youn by giving your name, address, and the capacity in which you 
appear 
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STATEMENT OF EDWARD B. BURR, EXECUTIVE DIRECTOR, NA- 
TIONAL ASSOCIATION OF INVESTMENT COMPANIES, NEW YORK 
CITY, ACCOMPANIED BY VINCENT L. BRODERICK, GENERAL 
COUNSEL; AND EDWIN S. COHEN, OF ROOT, BARRETT, COHEN, 
KNAPP & SMITH 


Mr. Burr. I am Edward B. Burr, the executive director of the Na- 
tional Association of Investment Companies, New York City. 

The Cuarrman. You have present with you Mr. Cohen. Will you 
identify the other gentleman, please ? 

Mr. Burr. That is Vincent L. Broderick, national counsel for the 
National Association of Investment Companies. 

The Cuarrman. Mr. Burr, will it be possible for you to complete 
your statement in 15 minutes that we have allotted to you? 

Mr. Burr. Sir, I have a statement that I think I can do in much 
less time than 15 minutes. 

The Cuarrman. Would you want the entire statement included in 
the record ? 

Mr. Burr. Yes, sir. 

(The document referred to follows :) 


STATEMENT OF Epwarp B. Burr, Executive Drrector, NATIONAL ASSOCIATION OF 
INVESTMENT COMPANIES, NEW York, N. Y. 


My name is Edward B. Burr. I am executive director of the National Associa- 
tion of Investment Companies, 61 Broadway, New York, N. Y. 

The National Association of Investment Companies has a membership of 140 
open-end investment companies and 24 closed-end investment companies. All 
of its members are registered with the Securities and Exchange Commission 
under the Investment Company Act of 1940, and the securities which they issue 
are registered under the Securities Act of 1933. In assets, they constitute over 
95 percent of the assets of all publicity held, diversified management investment 
companies in the United States. Most of the members of the National Association 


‘of Investment Companies have elected to qualify, for tax purposes, as regulated 


investment companies under subchapter M of the Federal Internal Revenue Code 
of 1954, 

This memorandum is submitted in support of three bills presently pending 
before the Ways and Means Committee: H. R. 8810, H. R. 8811, and H. R. 8812. 
These bills, which are identical, are intended to widen the market for municipal 
securities, thus assisting State and local governmental units, including school dis- 
tricts, to raise the funds necessary to finance the construction of needed school 
and other public facilities. The bills would enable persons of moderate means 
who presently do not invest in municipal securities to invest in them indirectly 
through the medium of regulated investment companies which have the bulk of 
their assets invested in State and local securities. This legislation would put 
the shareholders of such regulated investment companies in the same position as 
if they had invested directly in the municipal securities held by the investment 
companies. 

The principle underlying these bills was first advocated by the President in his 
economic message to Congress in 1955 and reiterated in his 1956 and 1957 mes- 
sages. It has been endorsed by various State and municipal officials. This 
association has cooperated with the staffs of the Treasury Department and of 
the Joint Committee on Internal Revenue Taxation in the drafting of appro- 
priate language to implement the President’s proposal. We urge passage of the 
pending bills, in the belief that regulated investment companies of the municipal 
bond fund type might make a significant contribution toward enlarging the 
market for municipal securities, thereby aiding local and State governments in 
their programs for financing the construction of new schools and other needed 
facilities ; and with the conviction that the extension to all members of the public 
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of opportunity to invest in municipals, presently limited to a relatively few, is in 
the public interest. 

Representing substantially all regulated investment companies, we have care- 
fully studied the proposed legislation. In our judgment it is feasible, is techni- 
cally adequate, is adaptable to the differing corporate and organizational struc- 
tures of regulated investment companies, and is consistent with the concepts 
underlying the development of the investment company industry. 


REGULATED INVESTMENT COMPANIES 


A regulated investment company is, in essence, a medium which combines the 
funds of many investors of moderate means and invests them in a diversified 
portfolio of securities Which are carefully selected and continuously supervised 
by professional investment managers. Without the medium of the investment 
company these factors of diversification and professional management would 
only be available to persons of wealth. Over the years investment companies 
have brought to the capital market the funds of many hundreds of thousands of 
men and women who, without the diversification and the professional management 
which investment companies afford, would have had neither the funds nor the 
inclination to invest in securities directly. As of the end of 1957, the total assets 
of members of this association were approximately $10.5 billion, representing some 
8.3 million shareholder accounts. During 1957 alone, there was a net increase of 
some 400,000 shareholder accounts. 

There are two basic types of investment companies, closed end and open end. 
They are similar in that the assets of each consist primarily of securities of 
other issuers. They differ in that closed-end companies generally have a 
capitalization of a fixed number of outstanding shares, which are traded on 
national securities exchanges or in the over-the-counter market, whereas, open-end 
companies without exception stand ready to redeem their own shares at all 
times at a price based upon net asset value, and hence provide a ready market 
for those shares. Most open-end companies continuously offer their own shares 
to the public, usually at net asset value plus a distribution charge, and hence are 
“open end” not only with respect to redemption, but also with respect to the 
issuance of new shares. 


FEDERAL AND STATE REGULATION OF INVESTMENT COMPANIES 





Investment companies in effect manage other peoples’ money, and they 
are carefully regulated on both the Federal and the State level to insure that 
the interests of persons investing in such companies are protected. Under Fed- 
eral law, investment company issues are subject to the disclosure provisions of 
the Securities Act of 1933; and as to their structures and their managements, 
they are subject to the regulatory provisions of the Investment Company Act 
of 1940. On the State level they are subject to the “blue sky” provisions of the 
various States, as well as to the detailed regulations of several States which 
pertain to the management of investment companies and the distribution of 
investment company shares. 

Thus investment companies operate under a strict and overlapping frame- 
work of laws designed to insure disclosure and fair dealing. It is to be noted 
that nothing contained in Federal regulatory laws purports to interfere with 
management judgment or discretion: the thrust of the Securities Act of 1933 
is toward adequate disclosure; and the thrust of the Investment Company Act 
of 1940 is toward a climate in which management discretion can be exercised 
effectively, free from improper influences and considerations. 


DISTRIBUTION OF INVESTMENT COMPANY SHARES 





Methods of distribution of the shares they issue differ from company to com- 
pany, and between types of investment companies. Closed-end company shares 
are distributed in much the same manner as those of other publicly held corpora- 
tions—all at one time, through an underwriting. The shares outstanding are 
thereafter traded on national exchanges or over the counter. 

Since most open-end investment companies constantly offer new shares to the 
public, national distribution systems for open-end investment company shares 
have been developed. Some open-end companies market their shares through 
underwriters, whose regional retail agents in various parts of the country offer 
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the shares to the public. Other open-end companies distribute their shares 
through underwriters to securities broker-dealer firms throughout the country 
who in turn bring the investment company shares to the attention of the public. 
It has been estimated that at the present time some 3,000 brokers and dealers, and 
some 50,000 salesmen, are registered and permitted to offer investment com- 
pany shares to their clients. 

There is, then, a substantial national network which is currently engaged in 
informing the public as to the purpose of and the advantages of investment 
in investment company shares. That it is a successful network is indicated 
by the growth in industry assets and in the broadening public ownership of 
investment company shares. There has been a fourfold growth in investment 
company accounts from 1940 through the end of 1957—from 762,000 accounts 
to 3.3 million ; in 1957 alone, investor purchases of newly issued shares in open-end 
investment companies totaled $1.4 billion. 


THE INVESTMENT COMPANY SHAREHOLDER, AND WHY HE INVESTS 


Investment through purchase of investment eompany shares appeals to 
the person of moderate means. His investment company holdings are, and 
should be, part of an overall program which includes savings accounts, savings 
bonds, and insurance. 

Thus the median open-end investment company shareholder has an income 
of $6,600 per year. He owns life-insurance coverage of $9,200. He has $3,100 
in savings accounts and bonds, holds directly corporate securities valued at $6,900, 
and has $3,700 invested in regulated investment company shares. For this 
median investment company shareholder, investment company shares are an 
important segment of his total financial plan. 

Investment companies offer a wide variety of methods and types of invest- 
ment, in an effort to be responsive to the wide variety of investor desires and 
needs. The prospective investor has several choices. He can choose between 
various investment companies, with various investment objectives. There are 
investment companies with objectives of high current income, others with objec- 
tives of capital appreciation, others with objectives of capital and income 
growth. Investment policies differ between companies, too. Some stress bal- 
ance in their portfolios between equity securities and bonds; others specialize in 
bonds. Some investment companies concentrate their investments in particular 
industries; others concentrate geographically. The investor can choose an 
investment company or companies which best fit his own financial program. 

The investor may also select his own method of investment. He can make a 
lump-sum investment; or he can invest small or large amounts on a regular 
basis, thus taking advantage of the principle of dollar-cost averaging; or he can 
invest on an irregular basis. He can receive all income dividends and capital 
gains distribution on his investment in cash; or he can reinvest income divi- 
dends and accept capital gains distribution in additional shares; or he can work 
out some modification thereof. Many investment companies have developed 
plans which call for the investment by the investor of stipulated amounts for a 
period of years, with systematic withdrawal thereafter. 

Thus regulated investment companies have appealed to investors as a useful 
medium of investment not only because they offer diversification and profes- 
sional investment management, but also because they have developed other 
services which help the individual investor meet his needs. 


TAXATION OF INVESTMENT COMPANIES 


Most regulated investment companies have elected to qualify for the tax 
treatment provided by subchapter M of the Internal Revenue Code. 

The basic purpose of subchapter M is to put the person investing through the 
medium of a regulated investment company in the same position taxwise as if 
he had invested directly in the securities held in the investment company port- 
folio. This principle conceives of the investment company as a conduit between 
the corporations whose securities it holds and the investment company share- 
holder. 

This principle was first enacted into law by the Congress as to open-end 
investment companies in 1936 and as to closed-end companies in 1942 and has 
become an integral part of the Federal tax law ever since. 
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Subchaper M treatment may be elected by any investment company which 
otherwise qualifies if it is registered under the Investment Company Act of 1940 
and conforms to detailed requirements with respect to diversification of invest- 
ments. 

The shareholder is taxed on the income dividends he receives from the invest- 
ment company at the income-tax rate applicable to his tax bracket, and he is 
taxed upon capital-gain dividends he receives from the investment company at 
the long-term capital-gain rate applicable to his tax bracket. The investment 
company pays no tax on its distributed income if (1) 90 percent of its income 
is derived from dividends, interest, etc., and no more than 30 percent is derived 
from short-term capital gains, and (2) it distributes 90 percent of its income 
to its shareholders. To the extent it distributes its net long-term capital gains 
to its shareholders it pays no tax thereon. 

Thus the investment company shareholder occupies substantially the same 
position taxwise as if he had received income directly from the companies whose 
securities are held in the investment company’s portfolio, and as if he himself 
had sold portfolio securities and realized a net long-term capital grain thereon. 

The effect of subchapter M taxation is in the direction of equity—an extra 
layer of corporate income taxation, which would discrimiate against the invest- 
ment company shareholder, is avoided. Without the corrective provisions of 
subchapter M, there would be three tax levels: (1) An income tax on the under- 
lying portfolio corporation; (2) a tax on the investment company shareholder; 
and (3) a tax on the investment company itself. Subchapter M eliminates this 
third tax which, if it were imposed, would discriminate against the person who 
invests through the medium of the regulated investment company as against the 
direct owner of corporate securities. 

Under the Internal Revenue Code of 1954 the foreign-tax-credit provisions 
applicable to persons who invest directly in the securities of foreign corporations 
were applied to the persons who invest indirectly in foreign corporations through 
the medium of a regulated investment company, provided that 50 percent or more 
of the assets of the investment company consist of securities issued by foreign 
corporations. 

Up to the present time, however, the tax treatment provided for those receiving 
tax-exempt interest from direct investments in municipals has not been applied 
to shareholders who would invest indirectly in municipal bonds through the 
medium of a regulated investment company. 





SCOPE OF THE MUNICIPAL-BOND PROBLEMS 


The pending legislation has been proposed by the President in the context of 
the acute financing problem faced by State and local governments and school dis- 
tricts today. A brief review of that problem will be useful in bringing the pro- 
posed bills into focus. 

Municipal bonds are offered, generally, in large denominations, by some 170,000 
issuers throughout the country. They are undertaken by a relatively small group 
of underwriters in the municipal-bond field and are marketed by a correspond- 
ingly small group of dealers to individuals and institutions of wealth. A great 
variety of municipal bonds are offered. There are significant differences in re- 
gard to such matters as period until maturity, issuer, types of bonds, qualities of 
bond, face amounts of the bond, interest rates, yields, bond provisions, ete. 

For many years there was a fine balance in the municipal-bond market be- 
tween bonds maturing and new issues being offered. Funds realized by munic- 
ipal-bond investors at the maturity of one issue were usually available for invest- 
ment in new issues being offered the same year. Thus in the period from 1936 
to 1946 maturities and new issues were substantially in balance and there was 
relatively little change in the total issues outstanding: 


Total outstanding Total outstanding 


Year: (dillions) Year—Continued (billions) 
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Commencing in 1947, however, there has been a substantial expansion in the 
annual total of new municipal issues, illustrated in the following schedule: 


Amount of new Amount of new 
bond issues bond issues 
Year: (billions) Year—Continued billions) 

II isch stereos eae eens a $1. 20 RO iG il ee 4.40 
pS SR PED ae BP 2. 35 eee teenie ied bee 5. 56 
WOeea eset 2. 99 i acchcnihb em cvciceahatinblcddcubaiagtal 6. 97 
OCR ea eae 3. 00 Wee toh es 5. 98 
ROSSR LR e iis ce 3. 69 WOOO te 5. 45 
BOs bse os hse 3. 28 1957 (estimated) —....--_-__ 7. 00 


This increase in new issues has been reflected in a startling increase in the 
past decade, in the total municipal debt outstanding, from $16.5 billion in 1947 
to $47.4 billion in 1956: 


Total outstanding Total outstanding 

Year (billions) Year: (billions) 
BE ts innticagis cscdisirestessiekdeagiceimeea eden $16.5 Wasnctath-crroserenicm-cenvtastacaeanien 29.1 
BN cictnaish ohgaeestiveitedeadiregiate aliaiaicaiaey 18. 4 FE iinsicassenenticcaapiinstnaaeg lic daniels 32. 2 
ict cnltrenSreest tbe 20.5 el iiaresentend bascnkeliedbecandeil 37.3 
Tiina napinilinranmeneuormeaneataa 23. 7 bi TN i a A 42.6 
Dla chcaraihonia titted timenatiinn 26. 6 it sccniisrcnniiiaitetemieninite:hecearatiamtictenines 47.4 


The result has been, of course, more supply in the municipal bond market 
than there is demand and a rising municipals interest rate which has perhaps 
been accentuated by a general rise in interest rates. 

The growth in the number and dollar amounts of new issues is closely re- 
lated to the need for expansion and updating of the services State and local 
governments must render. Roads and schools must be built; police and fire 
protection must be financed; sewers must be adequate. Projections of our 
population for the next 20 years indicate that it will continue to grow; govern- 
ment on the State and local levels must be prepared to match in services this 
growth in population, and means must be found to finance the development of 
State and local government facilities. 

The nub of the financing problem of local governments is that the market 
for municipal bonds has not expanded sufficiently to absorb without dislocation 
the ever-increasing volume of municipal issues. A new market or new markets 
are needed, not to supplant the traditional market, but to supplement it. 


LIMITATIONS UPON THE GROWTH OF THE MARKET FOR MUNICIPALS 


Expansion of the municipals market is essential to the orderly distribution 
of the debt securities of our State and local governmental instrumentalities. 
The market can only be expanded by developing, in a wide cross-section of the 
American public, an interest in investing in such securities. Various character- 
istics of municipal bonds and of the municipals market presently deter invest- 
ment therein by the person of moderate means: 

1. Municipal bonds are generally offered only in large denominations.—Mu- 
nicipal bonds are generally offered in round lots, and in individual bond de- 
nominations of $1,000 or more. The investor of moderate means, particularly 
one who invests out of income rather than capital, either cannot commit such a 
substantial amount at one time, or would prefer not to make such an investment. 

2. Information concerning municipal bonds is not generally available.—An 
estimated 170,000 instrumentalities have issued municipal bonds. Municipal 
bonds are a specialized investment field, and particularized information with 
respect to the relative merits of various issues, essential to intelligent invest- 
ment, can be obtained from only a comparatively few sources. The municipal 
bond dealer has, through the years, sought and done business with the person 
or institution of substantial wealth. He has not been equipped to do business 
with or to service the person of moderate means. The broker or dealer who 
has handled the problems of the investor of moderate means has had little or 
no familiarity with the municipal-bond field, and no incentive to interest his in- 
vestor-clients therein. 

8. Municipal bonds are generally not liquid—Municipal bonds have fixed, and 
in most cases long-deferred, maturity dates. The present market for municipal 
bonds is a relatively small one, and municipals are generally not quoted upon 
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national exchanges. Hence, unlike regulated investment company shares or 
shares which are listed upon national securities exchanges, the possibilities of 
disposing of such bonds at a fair price prior to maturity, particularly bonds 
of little known issuers, are at best uncertain. Thus persons with limited cap- 
ital have been reluctant to commit their funds to an investment in which their 
prospects of liquidation prior to maturity are unreliable. 

Corollary to the problem of the investor is that of the broker or dealer who 
services the investor. Most brokers and dealers do not carry municipal bonds 
in their inventory of securities nor do they trade in municipal bonds to any ap- 
preciable extent. Municipal bonds represent a specialized field and brokers and 
dealers have found it too expensive to undertake occasional transactions therein. 

4. Diversification is not available to the average investor in municipal bond 
investment.—Largely because municipal bonds are available only in large de- 
nominations, the person of moderate means cannot invest therein and at the 
same time distribute his risk by intelligent diversification. Such diversification 
in the municipal-bond field would only be available to the individual or institu- 
tion of substantial means. 


ENACTMENT OF THE LEGISLATION PROPOSED IN H. R, 8810, H. R. 8811, AND H. R. 
8812 WILL BE IN THE PUBLIC INTEREST 


In his economic message to Congress in 1957, President Eisenhower reiterated 
his recommendation that subchapter M of the Internal Revenue Code be amended 
in order to encourage the use of the regulated investment company medium to 
broaden the market for State and local bonds: 

“The expenditures of State and local governments are now about half those of 
the Federal Government, and their recent rate of increase has been considerably 
higher. The principal objects of this increased spending are schools, highways, 
and the variety of community facilities required by population increase and 
the rapid growth of suburban areas. In view of the exceptionally high demands 
for the labor, materials, and equipment needed to carry out these projects, it 
is inevitable that not all of them can go forward as rapidy, or on as large a 
scale, as may be desired. Financial considerations also may require some re- 
scheduling of proposed projects, since State and local governments with large 
borrowing requirements have already encountered heavy competing demands in 
the capital markets. Some improvement in the ability of these governmental 
units to finance their projects would result from an amendment of the Internal 
Revenue Code to extend the ‘conduit principle’ to regulated investment com- 
panies that hold their assets in State and local securities. The amendment, which 
would involve no loss of revenue, would permit regulated investment companies 
of this type to pass through to their stockholders the tax-exempt status of the 
income received on State and local securities. The Congress is requested to en- 
act legislation to accomplish this result.’ [Italie supplied. ] 

H. R. 8810, H. R. 8811, and H. R. 8812 propose legislation which is responsive 
to the President’s recommendation. 

Enactment of the legislation proposed in H. R. 8810, H. R. 8811, and H. R. 8812 
will be in the public interest for two basic reasons: 

(a) it will encourage broad public participation in municipal financing 
by providing a channel for investment in municipal securities by persons 
of moderate means; 

(bd) and as a consequence it will help to broaden the market for muni- 
cipal securities and thus ease the problems of State and local instrumentali- 
ties in financing the construction of urgently needed facilities. 

The bills would help to broaden the market for municipal securities by making 
it possible for the person of moderate means to invest in such securities in- 
directly through the medium of the regulated investment company on the same 
basis as the person of wealth who invests directly. At the present time he can- 
not do so; whereas the interest from State and local debt securities is tax 
exempt to the person who invests directly, it would be taxable to the person 
investing in the same securities indirectly through the medium of a regulated 
investment company. 

The person of moderate means is, at the present time, unable to invest in 
State ahd municipal securities. He cannot invest directly because the unit 
costs of municipal bonds are too high; information essential to prudent invest- 
ment is not available; municipal bonds are not liquid enough for his purposes; 
and he cannot afford the diversification necessary for a sound invstment pro- 
gram. He does not invest indirectly since regulated investment companies gen- 
erally do not include municipal bonds in their portfolios because they cannot pass 
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the tax-exempt status of the income from such securities through to their share- 
holders. 

The proposed legislation will not affect existing regulated investment com- 
panies with portfolios which consist of equity securities or corporate bonds: 
it would apply only to regulated investment companies which have 90 percent 
or more of their assets in cash or a diversified portfolio of State and local debt 
securities, which derive more than 95 percent of their income from such securi- 
ties, and which distribute at least 90 percent of this income to their shareholders. 

Regulated investment companies have long provided an effective channel for 
investment in corporate stocks and bonds by persons of moderate means. The 
policy underlying subchapter M taxation has been to provide tax treatment for 
persons investing indirectly through the medium of a regulated investment com- 
pany which is similar to that provided for persons who invest directly in cor- 
porate securities. The proposed legislation would permit qualified investment 
companies to serve a similar function with respect to investment in municipal 
bonds. 

Municipal bond regulated investment companies would obviate the existing 
deterrents to municipal bond investment by persons of moderate means for the 
following reasons: 

1. The shares of a municipal bond fund would be modestly priced at perhaps 
$10 to $25 per share, as are other investment company shares. They could be 
purchased in any quantity at any time, depending upon the desires and purposes 
of the investor. 

2. The shares would be redeemable at any time at actual net asset value per 
investment company share, a characteristic feature of open-end investment com- 
panies. Hence they would be an extremely liquid investment. 

3. The current market value of a share in a municipal bond fund would be 
ascertainable by the shareholder of a municipal bond fund at all times, since 
the net asset value of investment company shares is determined daily, and quo- 
tations are reported in newspapers throughout the country. 

4. The portfolio securities underlying the shares of a municipal bond fund 
would be widely diversified as to type of security, grade, maturity, date, 
yield, ete. 

5. The portfolio would be selected and constantly supervised by the trained 
professional management of the investment company. 

6. The tax-exempt status of the income from the underlying securities would 
be passed through in its tax-exempt form to the shareholders of the municipal 
bond fund. 

Municipal bond regulated investment companies would provide a new market 
for municipal bonds. Shares in the investment companies would be sold to the 
public through brokers, dealers, and registered representatives throughout the 
country. Since they would combine the advantageous aspects of investment 
company shares today with those of municipal bonds they should find a ready 
and expanding market. 

They would also introduce a new type of investor to municipal bonds, one 
who invests a part of his income rather than his capital. The past history of 
investment company development indicates that such companies grow not only 
because they attract new investors but also because their shareholders develop 
habits of systematic periodic investment out of income. The growth of these 
companies would in time bring a continuous and substantial source of new money 
to the municipal bond field. 

The diversification requirements of the proposed law would insure that the 
relief brought to the municipal bond market by regulated investment companies 
formed under the new law could inure to the benefit of various issuers, and 
not of just one or a few issuers. Such companies, required by law to diversify 
and with professional staffs competent to assess economic conditions and in- 
vestment possibilities, would invest in the bonds of municipalities and school 
districts throughout the country, including those located at a distance from the 
centers of economic and financial concentration. Frequently in the past such 
local instrumentalities have been unsuccessful in making offerings because their 
very remoteness has made it difficult for even informed investors and dealers 
to ascertain the soundness of a proposed issue. 

Legislation providing that the exempt status of municipal bond interest will 
not change as it passes through a regulated investment company to its share- 
holders will therefore achieve two ends which are in the public interest: it will 
encourage investment in municipal bonds through the medium of the regulated 
investment company and thus place the person of moderate means on the same 
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basis as the investor of wealth with respect to municipal bond interest; and it 
will ease the problem of State and local finance officials in the marketing of 
their debt securities. 


CONCLUSION 


The proposed legislation constitutes a thoroughly developed and carefully 
delineated plan for providing relief to those States and local instrumentalities 
which finance capital projects by sale of bonds to the public. The bills not only 
authorize a method which makes possible a necessary expansion of the market 
for municipals, but they provide for broad public participation in the expansion 
of that market through the medium of the regulated investment company. The 
bills are limited; they do not create any exemption, nor do they depart from 
existing principles of law. 

We submit that the legislation embodied in H. R. 8810, H. R. 8811, and H. R. 
8812 is in the public interest and urge that this committee consider it favorably. 

Mr. Burr. I am here to present the views of our association with 
respect to three identical bills, H. R. 8810, introduced by Mr. Cooper, 
H. R. 8811 introduced by Mr. Reed, and H. R. 8812 introduced by 
Mr. Curtis. This legislation is in the public interest, we believe. It 
will help solve an urgent problem of State and local governments. 
It will extend to everyone benefits presently available as a practical 
matter only to those of substantial wealth 

It would seem to affect no one in any way except constructively. 
My written statement outlines an important national problem that 
makes this legislation desirable. The problem is a long-term one. It 
involves maladjustment between the enlarged demand for capital to 
finance community projects and the inability of traditional sources of 
funds for such investment to keep pace with the expanded demand. 

The bills before this committee could help correct this disparity by 
tapping a new source of investment capital, the funds of tens of 
thousands, possibly hundreds of thousands, of men, women, and 
institutions of moderate resources. 

The vehicle which may accomplish this is one which in other areas 
has already proved its capacity, the publicly owned regulated invest- 
ment companies. Such companies have brought together the modest 
investible funds of more than 114 million investors. 

Many of these would probably not otherwise own equity securities. 
Their holdings are modest—$3,700 is the median holding. Yet, in 
the aggregate they have brought more than $11 billion to the equity 
capital market. We believe the same principles which have led to 
the wide acceptance of the regulated publicly held diversified invest- 
ment company, holding corporate securities, can be extended to the 
area of investment in State and local government securities. 

First, however, a bill like House bills 8810, 8811, or 8812 must be 
enacted. Each of these bills is a counterpart of the others. The 
reason for this is simple: Regulated investment companies today 
rarely acquire municipal securities. The tax-exempt status of inter- 
est earned on such securities cannot pass through the company to the 
owner of itsshares. The interest earned on the investment companies’ 
holdings of municipals would be taxable to the investment companies’ 
shareholder, even though it would be tax exempt to him if he held the 
same securities directly. 

This contradicts the situation with respect to corporate securities. 
The 1954 Internal Revenue Code, like its predecessor, the 1939 code, 
puts the shareholder of the publicly held, regulated investment com- 
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pany in the same position he would occupy if he owned the corporate 
securities directly. 

The regulated investment company is regarded as a corporation. 
Income taxes are paid by the corporations, and the investment com- 
pany shareholder pays Federal taxes at his own rate. 

An extra layer re income taxation is thereby equitably avoided. 
Without this conduit principle, equity investment through the medium 
of the regulated investment company might be impracticable. These 
bills would extend this conduit principle to regulated investment 
companies investing largely in municipal securities. 

The person of moderate means would then, for the first time, be 
put in the same tax position as the person of wealth who can afford 
to own municipal securities directly. 

The bills would permit the tax-exempt status of interest from such 
securities to pass cass to the shareholder of the investment com- 
pany. Through the regulated investment company, the investor 
would receive the same sound investment services the wealthy investor 
seeks in his privately owned account, wide diversification, selection, 
and constant supervision of holdings by full-time professional invest- 
ment bankers. These are services investors of modest means cannot 
otherwise readily obtain. 

While these bills are suitable to both types of publicly held regu- 
lated investment companies, closed end and open end, up to this pomt, 
most of the interest has been shown by open-end companies or mutual 
funds. If this legislation is enacted, I am in position to state that 
at least four mutual-fund-type companies aol be started promptly 
as municipal bond funds, and their shares offered for sale to investors. 

My written statement outlines the important characeristics of open- 
end investment companies and describes their effective systems for 
distribution. 

Mutual funds have grown dramatically, from only 296,000 share- 
holder accounts at the end of 1940, to more than 3,100,000 at the close 
of 1957. This growth is partly attributable, I am sure, to the unique 
investment services such companies provide. But such growth would 
not have been possible in the absence of effective systems for distri- 
bution. 

Such companies generally are constantly offering and distributing 
new shares to the public. The combination of sound investment serv- 
ices, plus effective mechanisms of distribution, can help, we believe, to 
overcome many of the present obstacles to wider public ownership of 
municipal securities. 

What are some of these obstacles and how will the publicly held, 
regulated open-end investment company help overcome them ? 

First, municipal securities are available only in large denominations, 
usually $1,000. This keeps the investor of moderate means away. But 
the price of shares in municipal bond investment companies would be 
much lower, averaging perhaps $20 a share, 

Second, the market for municipal bonds is a wholesale market. It is 
hard to buy or sell such bonds in odd lots. The relative illiquidity of 
such issues, keeps small investors away. The regulated municipal 
bond investor, however, would not have to worry about liquidity. The 
municipal bond regulated investment company would be required to 

buy back his shares at any time at a redemption _ based on the 


actual net asset value of a share; such prices would be published daily. 
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Three, investors of modest means cannot diversify if they wish to 
acquire municipal securities. 

Too much capital is needed. But he can get diversification by buy- 
ing shares in a municipal bond regulating investment company. That 
company’s portfolio would be widely diversified, and each share would 
participate pro rata in such diversification. 

Through this, such securities would be made available to the many 
thousands of small investors who purchase regulated investment com- 
pany shares. Remember, there are today over 3,100,000 persons hold- 
ing regulated investment company shares. 

Four, the market for municipal bonds is a large and complex one. 
The investor of small resources encounters serious problems in getting 
the information he needs to select municipals. In the municipal bond 
regulated investment company, however, the process of selection and 
supervision would be performed by a staff of specialists in investment 
mangement. 

Five, the present system for marketing municipal securities, in 
effect is, a wholesale system. Issues are sold to institutions or indi- 
viduals of substantial wealth. The regulated municipal bond fund 
would supplement this wholesale distribution system with an effective 
already existing large national retail system. 

Passage of one of these identical House bills, H. R. 8810, H. R. 8811, 
and H. R. 8812, will have the effect, we believe, of creating a whole 
new source of capital to help finance the urgently needed expansion of 
State and local government facilities and services. 

To us it appears that this legislation works to the advantage of all 

arties concerned and to the disadvantage of no one. It benefits the 
investor of moderate circumstances. 

It will benefit the present dealer in municipal securities. It will aid 
local governments. ‘Taxpayers generally will be aided by the passage 
of such legislation. The influx of new money into the municipal mar- 
ket will certainly tend to lower the cost of municipal financing. 
Finally, passage of these bills will benefit the public generally by 
helping State and local governments to raise the capital they require 
to finance the new highways, new schools, and other improvements 
needed by a dynamic, growing population. 

Mr. Chairman, our staff in New York is working on some addi- 
tional data that we vould like to submit as part of this record if 
we might, to follow immediately my present statement. 

The Cuatrman. Without objection that may be submitted. You 
will, of course, do it as promptly as you can. This record will be 
closed some time shortly following February 7. 

Mr. Burr. Thank you. On behalf of the National Association of 
Investment Companies, may I urge that you take favorable action on 
the legisiation proposed in House bills H. R. 8810, H. R. 8811, and 
H. R. 8812. 

The Cuatmrman. Thank you, Mr. Burr, for your appearance and the 
information you have given the committee. 

Are there any questions of Mr. Burr ? 

Mr. Mason. I want to know why all three bills? Are they not all 
quite similar ? 

Mr. Burr. The three bills are identical, sir. 
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Mr. Mason. Then all we have to do is pass one of them. 

Mr. Burr. I am not familiar with your procedures, but I would 
suspect that that is so. 

Mr. Mason. Do I not understand, Mr. Chairman, that we have 
already passed one of those bills out of this committee ? 

The Cuatrman, If you will recall the last time it was considered 
in the full committee, it was referred to the subcommittee on taxation, 
and it has been referred to the full committee from that subcommittee. 

If there are no further questions, thank you, sir. 

(The above-mentioned supplementary statement is as follows:) 


SUPPLEMENTARY STATEMENT OF EDWARD B. Burr, EXEQUTIVE DIRECTOR, NATIONAL 
ASSOCIATON OF INVESTMENT COMPANIES, NEW YorK, N. Y., IN SUPPORT OF 
H. R. 8810, H. R. 8811, ano H. R. 8812 


(This supplementary statement is submitted to the Ways and Means Committee 
for inclusion in the record of hearings upon H. R. 8810 (Mr. Cooper), H. R. 
8811 (Mr. Reed), and H. R. 8812 (Mr. Curtis), in accordance with permission 
granted by the Chairman of the committee at the conclusion of my oral state- 
ment on January 31, 1958) 


I should like briefiy to comment upon the differences between H. R. 8810, H. R. 
8811, and H. R. 8812, which would extend the pass-through of the tax-exempt 
status of municipal bond interest to regulated investment companies specializing 
in municipal bonds, and 8702, which would extend the pass-through to a much 
larger group of companies. 

The provisions of subchapter M of the Internal Revenue Code of 1954 (and 
supplement Q of the 1939 code) extend special tax treatment, sometimes de- 
seribed as the conduit principle, to regulated investment companies which meet 
certain rigid standards designed to insure that the principal function of these 
companies is to provide a mechanism for the pooling of the resources of inves- 
tors of moderate means to give them the advantage of diversification of risk and 
expert investment management which might not otherwise be able to obtain. 
Thus the following requirements must be met: 

1. Such a company must be registered and regulated as an investment com- 
pany under the Investment Company Act of 1940 (I. R. C., sec. 851 (a) (1)). 
The shares of such a company must be publicly held (Investment Company Act, 
sec. 3 (ce) (1)). 

2. The company cannot be a personal holding company (I. R. C., sec. 851 (a) ). 

8. Ninety percent of the company’s gross income must be derived from divi- 
dends, interest and gains from the disposition of securities (I. R. C., sec. 851 
(b) (2)). 

4. Less than 30 percent of the company’s gross income may be derived from 
gains from the disposition of securities held less than 3 months (I. R. C., sec. 
851 (b) (8)). , 

5. At the close of each quarter of the company’s taxable year its portfolio must 
meet prescribed requirements as to diversification (I. R. C. sec. 851 (b) (4)). 

6. The company must distribute at least 90 percent of its taxable income, 
other than long-term capital gains, to its shareholders (I. R. C., sec. 852 (a) 
(1)). Most regulated investment companies in fact distribute all their income, 
including capital gains. 

Investment companies have been found by Congress to be “affected with a 
national public interest,” since, among other things, “such companies are media 
for the investment in the national economy of a substantial part of the national 
savings and may have a vital effect upon the flow of such savings into the capital 
markets” (Investment Company Act, sec. 1 (a)). 

H. R. 8810, 8811 and 8812 would conform the taxation of regulated municipal 
bond funds to the present pattern of regulated investment company taxation 
with respect to regulation, diversification. source of income and distribution of 
income. 

1. A regulated municipal bond fund would be registered and regulated as an 
investment company under the Investment Company Act of 1940 (I. R. C. sec. 
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851 (a) (1)), and its shares must be publicly held (Investment Company Act, 
sec. 3 (c) (1)). 

2. The municipal bond fund must not be a personal holding company (I. R. C., 
sec. 851 (a)). 

3. Ninety percent of the company’s gross income must be derived from divi- 
dends, interest and gains from the disposition of securities (I. R. C., sec. 851 
(b) (2)). 

4. Less than 30 percent of the company’s gross income may be derived from 
gains from the disposition of securities held less than 3 months (I. R. C., sec. 
851 (b) (3)). 

5. At the close of each quarter of the regulated municipal bond fund’s taxable 
year its portfolio will be required to meet prescribed requirements as to diversi- 
fication (proposed I. R. C., sec. 851 (f) ). 

6. The regulated municipal bond fund will be required to distribute at least 
90 percent of its income to its shareholders (proposed I. R. C., see. 852 (a) (1)). 

In addition, H. R. 8810, 8811, and 8812 contain specific provisions requiring 
regulated municipal bond funds to be substantially invested in municipal bonds 
and to derive a substantial part of their income from municipal bonds. 

1. The regulated municipal bond fund will be required, at the close of each 
quarter of the taxable year, to have at least 90 percent of the value of its assets 
represented by cash items and municipal bonds (proposed I. R. C., sec. 851 (f)). 

2. The regulated municipal bond fund will be required to derive at least 95 
percent of its income for the year from municipal bonds interest (proposed 
I. R. C., sec. 851 (f) ). 

Under H. R. 8810, 8811, and 8812, if the detailed requirements are met per- 
taining to regulated investment companies and the particularized requirements 
are met relating to regulated investment companies organized as municipal bond 
funds, the tax exempt status of the interest on municipal bonds would pass 
through to persons investing in them through the medium of the regulated 
municipal bond fund. 

H. R. 8702, as I understand it, would in general extend the pass through of 
municipal bond interest to any corporation the income of which is at least 90 
percent from dividends, interest, and gains from the sale of securities, and which 
derives less than 30 percent of its income from the sale of securities held less 
than 3 months. H. R. 8702 would prescribe no requirements with respect to 
diversification of portfolio, regulation of the company by the SEC, distribution 
of current income to shareholders, public ownership, and substantial investment 
in and income from municipal bonds. 

We are not certain what companies would be included in the eligible category 
under H. R. 8702. While it would necessarily include regulated investment 
companies, it would also apparently encompass personal holding companies as 
well as publicly held companies whose business operations are conducted through 
subsidiaries. 

The National Association of Investment Companies takes no position on 
H. R. 8702. Whether Congress should extend a pass through rule to such com- 
panies is a matter as to which we do not feel we should express an opinion. 

We do, however, feel that we should point out that the mere fact that a 
company derives 90 percent of its income from dividends, interest, and capital 
gains does not make it resemble a regulated investment company. Unlike the 
other companies to which H. R. 8702 could apply, regulated investment com- 
panies are required to distribute currently substantially all their ordinary 
income—they must, therefore, act as a conduit. Their investment portfolio must 
be diversified. Their stock cannot be held by a close group. They cannot be 
personal holding companies. They must be registered with and regulated by 
the Securities and Exchange Commission. The primary function is to provide 
a public means for investors of moderate circumstances to pool their investment 
resources. 

These factors we believe are not present with respect to the other types of 
companies to which H. R. 8702 would apply. 

In making this statement I merely wish to emphasize that the considerations 
bearing on H. R. 8702 are materially different from those pertaining to H. R. 
8810, H. R. 8811, and H. R. 8812 


The CHarrMan. Our next witness is Mr. Alfred Haight, who is 
substituting for Mr. Levitt. 
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STATEMENT OF ALFRED W. HAIGHT, COUNSEL TO THE STATE 
COMPTROLLER, NEW YORK STATE DEPARTMENT OF AUDIT AND 
CONTROL, ALBANY, N. Y. 


Mr. Haient. Mr. Chairman, my name is Alfred W. Haight, coun- 
sel to the comptroller of the State of New York. My office is in 
Albany, N. Y. I would like to apologize for Colonel Levitt who 
could not be here today, but I want to explain to the committee that 
he had a tragic death of his brother this week and could not attend. 

The CuarrmaAn. I am sorry to hear that. You are counsel to Mr. 
Levitt, are you? 

Mr. Haieur, I am, yes. 

The CHairman. Would you desire that his statement be included 
in the record, or do you intend to use his statement ? 

Mr. Haienr. I request that the copy be included in the record as 
his testimony, and I will make a brief summary. 

The CuairmMan. Without objection, it will be included. 

(The statement referred to follows :) 


STATEMENT OF ARTHUR LEVITT, COMPTROLLER OF THE STATE OF NEW YORK 


My name is Arthur Levitt. I am comptroller of the State of New York. I 
am responsible for the accounting of the receipt and disbursement of all State 
moneys, for the issuance of all State obligations and the investment of all State 
money and moneys, such as trust funds, which are under the jurisdiction of 
the State. The Constitution and laws of New York State also assign the 
comptroller a number of duties affecting municipal finance. The examination 
of the fiscal affairs of municipalities; enforcement of constitutional tax limita- 
tions; approval of exclusion from the constitutional debt limitation of the bonds 
issued for certain revenue-producing purposes; and approval, together with that 
of the board of regents, of certain school debt in excess of the constitutional 
limitation. A great deal of information about local finance and the problems 
of municipalities is gathered by the comptroller’s office as a result of these 
duties. 

This memorandum is submitted in support of legislation pending before the 
Ways and Means Committee of the House of Representatives which would 
permit and encourage regulated investment companies to buy State and local 
securities. I refer to bills sponsored by the late Honorable Jere Cooper, Rep- 
resentative from Tennessee, the Honorable Thomas B. Curtis, Representative 
from Missouri, and the Honorable Daniel A. Reed, Representative from New 
York (H. R. 8810, H. R. 8811, and H. R. 8812). 

I have been concerned since I first took office in January 1955, with the diffi- 
culties which States and municipalities face in the raising of funds for socially 
necessary and desirable capital programs. While the problem exists in all 
areas of municipal financing, it is particularly acute with respect to school 
districts. 

Money for school construction must be borrowed, and as the demands of school 
districts for capital funds have increased greatly in recent years, so has the 
cost of borrowing these funds. Where the total outstanding bonded school debt 
of school districts and cities in 1950 in New York State was some $510 million, 
it had more than tripled by 1957 to $1.6 billion. If it increases at the present 
rate—and all indications are that it will—New York’s outstanding local school 
bonded debt will be more than $2.2 billion by 1960. This startling increase in 
the outstanding bonded school debt among the local public bodies of one State 
is merely illustrative of the scope of the financing dilemma faced by local school 
districts throughout the country. 

The financing dilemma is not, of course, confined to school districts. It exists 
wherever State and local governments, or their subdivisions, must borrow money 
on a long-range basis for capital improvements. Our population has increased 
dramatically ; the State and municipal services and facilities needed to meet the 
needs of the growing population must be correspondingly expanded. Yet the 
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bond market which has in the past been the source of funds for municipal financ- 
ing no longer supplies sufficient funds without repeated stresses and strains. 
The results have been disastrous for municipal financing: the cost of borrowing 
such funds has sharply risen, and hence the long-term cost of capital construc- 
tion has become, in many cases, almost prohibitive. Certain it is that tight-money 
conditions have, in the past few years, been the principal factor in the high cost 
of State and municipal funds, but I submit that another basic reason for the 
high cost of municipal borrowing today, and a reason why some municipal issues 
have failed to find purchasers or have had to be withdrawn from the market, has 
been that State and municipal bonds have historically been offered in a relatively 
narrow and revolving market, which, today, is no longer adequate to satisfy 
the expanded issues which are reaching it. A few statistics may illustrate this 
point. 

Until 1947, new issues of State and local securities, on the national aggregate, 
never exceeded $1.5 billion. The aggrégate of new issues were, generally 
balanced by older issues in a similar volume which were maturing. The discharge 
of the principal obligation on the maturing issues released funds for investment 
in the new issues. Thus the moneys which were invested in municipal bond 
funds came by and large, from a relatively small group of investors. 

In the past decade, the numbers of issues of State and municipal bonds have 
increased markedly. Assetwise, new issues on a national basis have increased 
from a total of $2.35 billion in 1947 to a peak of $6.97 billion in 1954. In 1955, 
new issues totaled $5.98 billion; in 1956, $5.45 billion; and the total for 1957 
was about $7 billion. 

And, whereas the total outstanding municipal debt had remained relatively 
static during the period from 1931 through 1948, it has risen from that time 
until the present; from $18.4 billion in 1948 to $23.7 billion in 1950; to $32.2 
billion in 1958; to $42.6 billion in 1955 and $47.4 billion in 1956. The trend 
upward seems fixed for the foreseeable future. 

This clearly charted upward path of total municipal debt outstanding under- 
lines, it seems to me, the gravity of the financing problem facing State and 
municipal finance officers. More clearly than any other index, it demonstrates 
that the problem is national in scope. 

It is to be noted that the amount of new issues offered in the past year is 
by no means a precise index of the scope of the problem, because a countless 
number of new issues have either been offered and then withdrawn because 
available financing was too expensive, or they have been withheld from the 
market pending a more favorable marketing climate. 

As a result of the plethora of new municipal issues and the relative scarcity 
of investors in the municipal bond market, interest rates have sharply risen, 
municipal issues have been deferred, and construction of various essential 
facilities has proceeded at heavy expense to the local taxpayers. 

In 1955, the Honorable Averell Harriman, Governor of the State of New York, 
appointed a committee on the marketing of school bonds to study the problem 
of municipal financing in New York in its particular application to the field of 
education. This committee consisted of Elliott V. Bell, former New York State 
superintendent of banks and presently editor of Business Week; Alvin C. Eurich, 
vice president of the Ford Fund for the Advancement of Education; Donald W. 
Kramer, former mayor of Binghamton; Alicia Patterson, publisher of Newsday; 
and Beardsley Ruml; and the committee is under my chairmanship. 

The committee was assisted by distinguished advisory subcommittees from 
the legal, financial, and educational fields. 

Our committee was greatly concerned with the impact upon New York State 
school districts of the increase in total bonded indebtedness and the rise in 
municipal bond interest rates, resulting in sharply rising total annual debt 
service. 

The Governor’s committee on the marketing of school bonds rendered a report 
to the Governor in February 1957. It recognized that the higher interest rates 
on school bonds were greatly affected by Federal policies which influenced 
interest rates generally, but it urged that specific action be taken to ease the 
situation with respect to municipal bonds, 

The committee, in effect, recognized that if new groups of persons were 
encouraged, in great numbers, to invest, directly or indirectly, in municipal 
bonds, the funds they invested would serve to ease the present pressures toward 
higher and higher interest rates. 

To this end, the committee endorsed a recommendation contained in the Presi- 
dent’s Economic Report to Congress of January 23, 1957, which urged that the 
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Internal Revenue Code be enacted to permit regulated investment companies 
with investments in State and local securities to pass through to their share- 
holders the tax-exempt status of the income received on these securities, The 
pertinent portion of the President’s report states: 

“The expenditures of State and local governments are now about half those 
of the Federal Government, and their recent rate of increase has been consid- 
erably higher. The principal objects of this increased spending are schools, 
highways, and the variety of community facilities required by population in- 
crease and the rapid growth of suburban areas. In view of the exceptionally high 
demands for the labor, materials, and equipment needed to earry out these 
projects, it is inevitable that not all of them can go forward as rapidly, or on as 
large a scale, as may be desired. Financial considerations, also, may require 
some rescheduling of proposed projects, since State and local governments with 
large borrowing requirements have already encountered heavy competing demands 
in the capital markets. Some improvement in the ability of these governmental 
units to finance their projects would result from an amendment of the Internal 
Revenue Code to extend the conduit principle to regulated investment companies 
that hold their assets in State and local securities. The amendment, which would 
involve no loss of revenue, would permit regulated investment companies of this 
type to pass through to their stockholders the tax-exempt status of the income 
received on State and local securities. The Congress is requested to enact 
legislation to accomplish this result.” 

Three similar bills are presently pending before the Ways and Means Commit- 
tee which would implement the President’s recommendation, H. R. 8810, H. R. 
8811, and H. R. 8812, and I urge the adoption of the plan incorporated in these 
bills. Regulated investment companies with assets consisting of State and local 
securities would, in my judgment, be of great service in the marketing of mu- 
nicipal bonds. The companies themselves would serve as new sources of mu- 
nicipal-bond investment by marketing their own shares among persons with 
relatively high income but low capital—a group which has not hitherto invested 
to any substantial degree in municipals. These persons would be informed con- 
cerning this type of investment through the nationwide distribution system of 
dealers in mutual fund shares. 

Investment company investors would invest indirectly rather than directly in 
municipal bonds. They would purchase shares of the investment company, and 
the investment company would pool the assets of thousands of such investors and 
invest them in municipal bonds. The investment company would provide 
services which would make such indirect investment attractive to persons who 
would be unwilling to invest directly. 

There are undoubtedly thousands of investors who would invest indirectly in 
municipal bonds, but who do not have the knowledge, or the capital, to invest 
directly. 

I, frankly, find it difficult to predict the extent which the municipal bond 
fund concept embodied in H. R. 8810, 8811, and 8512 will, if adopted, ease the 
problem in the municipal-bond financing field. Results will not be known until 
investment companies have developed their operations in this field, and until 
investors have commenced to buy such shares on a systematic basis. 

I would suggest two further considerations. 

No tax loss is involved. Investment companies are not presently encouraged 
by the law to invest in municipal bonds, and I am informed that, as a practical 
matter, they do not so invest to any appreciable extent. Moreover, under these 
pending bills, the conduit principle with respect to investment companies would 
be confined to those companies which have most of their moneys invested in 
municipal bonds, and hence the taxation of present investment company share- 
holders would not be affected. 

As a concluding thought, I would suggest that it is particularly appropriate 
that broad elements of the public, living in States and municipalities and 
school districts throughout the land, should be encouraged to invest in the 
bonds which make it possible for those States, municipalities, and school dis- 
tricts to serve them more effectively. 


Mr. Haicnr. The comptroller of the State of New York is respon- 
sible for the accounting of all State moneys, the issuance of all State 
obligations, the investment of all State moneys, including the funds 
held in trust by the State of New York. He is also obligated by the 
State constitution to supervise the fiscal affairs of all of our munici- 
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palities in the State of New York. I might say, Mr. Chairman, in 
New York, including our school districts, there are well over 1,000 
separate municipalities. 

His control does not include the three largest cities in the State 
of New York, but he does gather a great deal of information about 
= finance and the problems of municipalities as a result of his 

uties. 

Today I should like to emphasize my concern over the difficulties 
which States and municipalities face in the raising of funds for 
socially necessary and desirable capital programs. 

The tight-money market which we have experienced during the past 
2 years has served to make credit for municipalities both scarce and 
costly. Coupled with this has been an unprecedented demand on the 
part of municipalities for capital to construct schools, highways, sew- 
age plants, water systems, and other necessary facilities to serve our 
rapidly growing population. 

Until 1947, the aggregate of new issues was relatively balanced by 
older issues in a similar volume which were being matured. Thus, 
the moneys which were invested in municipal bond funds came, by 
and large, from a comparatively small group of investors. 

In the past decade, however, the number of issues of State and 
municipal bonds in the State and Nation has increased markedly, 
from $2.3 billion in 1937 to about $7 billion in 1957, and, as a result, 
outstanding municipal debt has about tripled since the year 1947. 

As the result of municipal issues, tight-mioney, and relative scarcity 
of investors, interest rates have sharply risen. Construction of var- 
ious essential facilities has proceeded at heavy expense to local tax- 
payers. In 1956, the Honorable Averill Harriman, Governor of the 
State of New York, appointed a committee to study municipal financ- 
ing in New York State, and its particular application to school dis- 
tricts. This committee, of which the comptroller is chairman, recog- 
nized that if new groups of persons were encouraged in great numbers 
to invest directly or indirectly in municipal bonds, the funds they 
invested would facilitate the marketing of municipal bonds, and 
would make it possible tg sell them at lower interest rates. 

To this end the committee has indorsed a recommendation contained 
in the President’s Economic Report to Congress of January 23, 1957, 
which has urged that the Internal Revenue Code be amended to permit 
regulated investment companies with their assets in States and local 
securities to pass through to their shareholders the tax-exempt status 
of the income received on those securities. 

Three similar bills are presently pending before your committee, as 
stated by Mr. Burr. These are H. R. 8810, H. R. 8811, and H. R. 
8812. I urge adoption of the plan incorporated in those bills. Regu- 
lated investment companies, with assets consisting of State and local 
securities would, in my judgment, be a great service in the marketing 
of municipal bonds. The companies themselves would serve as new 
sources of municipal bond investments, by marketing their own shares 
among persons with high income but low capital, a group which has 
not invested to a substantial degree in municipals. 

I cannot predict the extent to which enactment of this concept would 
ease the problem in municipal bond financing. Results will not be 
known until regulated investment companies have developed their 
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operations in this field, and until investors have begun to buy such 
shares on a systematic basis. 

But I do feel that the investment companies should be encouraged 
in this endeavor. No tax loss is involved. Regulated investment 
companies are not presently encouraged by law to invest in municipal 
Bead. I am informed that as a practical matter they do not so invest 
in any appreciable amount. 

Moreover, under these pending bills, the conduit principle with 
respect to investment companies would be confined to those companies 
which have most of their moneys invested in municipal bonds, and, 
hence, the taxation of present investment-company shareholders would 
not be affected. 

As a concluding thought, I would suggest that it is particularly 
appropriate that broad elements of the public, living in States and 
municipalities, and in school districts throughout the land, should be 
encouraged to invest in the bonds which make it possible for those 
States and those municipalities and those school districts to serve them- 
selves more effectively. 

Mr. Chairman, I thank you. 

The Cuarrman. Are there any questions of Mr. Haight ? 

If not, Mr. Haight, we thank you, sir, for coming to the committee 
and giving us the benefit of your views. We are sorry that Mr. Levitt 
could not be here, but he has been very ably represented by you. 

Mr. Hateut. Thank you. 

The Cuatrman. The next witness is Senator Lance. 

Will you, for the benefit of the record, identify yourself by giving 
your name, address, and the capacity in which you appear? 


STATEMENT OF WESLEY L. LANCE, MAJORITY LEADER, NEW 
JERSEY SENATE, LEGISLATIVE JOINT COMMITTEE 


Mr. Lance. Mr. Chairman, and members of the Ways and Means 
Committee, my name is Wesley L. Lance. I am majority leader of the 
State Senate of the State of New Jersey. 

I desire permission to file formal remarks with the committee. A1- 
though allotted 10 minutes, I can do the job in 5 minutes. 

The Crarrman. In view of that, we will let you extend your re- 
marks in the record, I am sure. 

Mr. Lance. I am speaking on behalf of the New Jersey Legislature 
in support of the three bills which would permit regulated investment 
companies with assets consisting of municipal bonds to pass through 
the tax-exempt interest on those bonds to their shareholders. These 
bills are H. R. 8810, H. R. 8811, and H. R. 8812. 

We urge enactment of this legislation because we believe it will con- 
tribute substantially to easing the financing problems currently facing 
our schools. 

Last year the New Jersey Legislature memorialized Congress to 
pass this legislation. This is Concurrent Resolution No. 27, 

A copy of the resolution is attached as an annex to my statement 
which has been filed with this committee. 

It has been our experience that, in recent years, the cost of school 
financing has risen drastically. 
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Last year a bipartisan legislative commission, which I headed, 
studied the school bond interest-rate problem. Very frankly, we 
didn’t get too far. I found that some $130 million in bonds for school 
construction had been approved but not sold. The problem of financ- 
ing school construction is national in scope, we realize, and we also 
realize that the State of New Jersey ranks among the highest so far as 
municipal bond credit is concerned. 

But even so our school bonds are going at interest rates which we 
consider very high. The cost of borrowing has risen largely, as we 
see it, because the municipal market has not expanded to absorb the 
increased volume of bonds being offered. 

Enrollments in New Jersey are increasing at the rate of 40,000 
pupils a year in the public schools. In June of 1950, the enrollments 
were 629,000, and by 1960 we expect 1 million pupils in the public 
schools. The growth in school-bond authorizations in New Jersey in 
the past 10 years is significant. 

In the school year 1946-47, only $3 million in school bonds were 
issued. In the 1955-56 school year, $100 million of school bonds were 
authorized. 

We believe that in the next 5 years school bonds will be authorized 
at the rate of about $120 million per year, up. 

We in New Jersey have increased our State aid to local school dis- 
tricts for operating expenses threefold in the last 4 years. 

But still this problem of high interest rates is with us, and we think 
the basic problem is the lack of marketability of these bonds. The 
difficulty is that the market today is too small to absorb them. New 
Jersey school bonds share markets with school bonds of other States 
and communities issued by thousands of local entities throughout the 
country. 

Where in 1946 the municipal bond market was called upon to absorb 
only $1,200 million of new issues, in 1957 it handled almost $5,500 
million of new issues. 

In 1957 and thereafter, the figure will probably be $7 billion of new 
school issues on a national level. The preblem is to introduce new 
buyers in substantial numbers to the municipal bond market. 

The market of purchasers has been relatively static. The school 
bond interest rate study commission of the New Jersey Legislature, 
which I headed, felt that the amendment of the Internal Revenue 
Code to encourage regulated investment companies to invest in munici- 
pal securities, represented such an essential step in that it would open 
a whole new market for school bonds. 

Under the normal laws of supply and demand, this would tend to 
reduce the interest rate. I would stress that in advocating adoption 
of this legislation, which was suggested by President Eisenhower, the 
rate study commission for the New Jersey Legislature had any parti- 
san purpose. ; 

In our judgment, the proposal will bring a substantial amount of 
new investment money to the municipal bond market. I urge per- 
sonally, and with reference to Concurrent Resolution No. 27 of the 
New Jersey Legislature, filed with both Houses of Congress, that the 
Congress of the United States amend the Internal Revenue Code along 
the lines recommended in one of the bills designated H. R. 8810, H. R. 
8811, or H. R. 8812. 

I want to thank you very much. 
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(The statement referred to follows :) 


STATEMENT OF WESLEY L. LANCE, MAJoriITy LEADER OF THE NEW JERSEY SENATE 


Memorandum to advocate the enactment by Congress of legislation which will 
amend the Internal Revenue Code so as to extend the “conduit theory” to 
regulated investment companies that hold their assets in State and local 
securities 


I am the majority leader of the senate of the State of New Jersey, and am 
the senator from Hunterdon County. In 1957 I was chairman of a bipartisan 
legislative commission entitled “The School Bond Interest Rate Study Com- 
mission.” This commission was established to determine what, if anything, 
could be done to assist New Jersey school districts in obtaining lower interest 
rates on their new issues of school construction bonds. 

While the problem of financing school construction is, of course, only part 
of the larger problem of State and local financing, it is a matter of intense 
moment in New Jersey. It has been our experience, in recent years, that the 
cost of financing school construction has risen to such an extent that many 
school districts have been forced to defer necessary construction or rehabilita- 
tion indefinitely. Other school districts which have offered their bonds have 
been forced to withdraw them for lack of bids or because the bids have required 
too high a carrying charge. Our commission held public hearings last year 
at which it was estimated that some $130 million to $140 million in bonds for 
approved school construction in New Jersey had not been sold. In my judgment 
the situation has not bettered materially since that time. 

I cannot emphasize too strongly that the problem of the financing of school 
construction is national in scope. The State of New Jersey ranks among the 
highest so far as municipal bond credit is concerned: many of its school districts 
have extremely high credit ratings. Yet the cost of borrowing money for school 
construction or rehabilitation has risen in New Jersey in recent years to crisis 
proportions. The same situation obtains throughout the land. 

The cost of school district borrowing has risen largely because, while there is 
more school building and rehabilitation today than ever before, the municipals 
market has not expanded to absorb the increased volume. In some New Jersey 
school districts, with fast-growing suburban populations, school costs are fast 
outstripping all other costs. Enrollments in New Jersey public schools are in- 
creasing at the rate of approximately 40,000 pupils per year, and this rate of 
growth is expected to continue for at least another decade. In June 1950, New 
Jersey public school enrollment was 629,000; by June 1956, it had increased to 
831,000. It is expected to exceed 1 million by 1960. Although there has been a 
considerable high school expansion in recent years, the effect of our increasing 
population has not yet been felt in full force on the secondary school level. It 
has been estimated that in 10 years the secondary schools will enroll 5 pupils 
for every 3 now enrolled. 

The growth in school bond authorizations in New Jersey in the past 10 years 
is significant. In 1946-47 some $8 million in school bonds were issued; in the 
1950-51 fiscal year a total of $31 million were issued; in 1953-54 the aggregate 
was $56 million, and in 1955-56, $100 million. We anticipate that school bonds 
will be authorized for the next 5 years at a rate of $120 million to $125 million 
per year. 

We in New Jersey have not been idle. We have been active in studying the 
problem, and State aid to school districts has been materially increased. The 
State has, among other things, enacted into law a State aid program for current 
expense operation, based upon the ability of local school districts to pay their 
own way, measured by the true value of their ratables and their pupil enroll- 
ments. : 

But such aid, while invaluable with respect to current operation, does not help 
in the capital construction and rehabilitation programs facing our schools today ; 
those must be financed by bond issues. The basic problem is the marketability of 
the school bonds. And school bonds are either not marketable or difficult to 
market or too expensive to market today because the market for those bonds is 
too small to absorb them. 

I should remind the committee that State and local bonds are not necessarily— 
or even usually—marketed within the boundaries of the State which issues them. 
Our bonds are marketed through bond dealers and investment bankers not only 
in New Jersey, but also in New York, Pennsylvania, and elsewhere to investors 
from all over the country. These bond dealers and investment bankers render a 
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great service to the school districts and taxpayers of New Jersey in providing a 
market for their school bonds. Interest rates are not created by them—their bids 
reflect rather than create current market conditions. 

New Jersey school bonds share a market with school bonds and other State 
and local securities issued by thousands of other local entities throughout the 
country. Where in 1946 the municipal bond market was called upon to absorb 
only $1,200 million of new issues, in 1956 it handled almost $5,500 million. For 
1957 and years thereafter it may be called upon to process in excess of $7 billion— 
some estimates have put the figures for years to come much higher. 

It seems clear to us in New Jersey that steps must be taken, and very soon, 
to introduce new buyers, in substantial numbers, to the municipal bond market. 
At the present time greater and greater asset volumes of municipal securities are 
being offered to a relatively static municipal bond market, which is incapable 
of absorbing them. Only by far-reaching and imaginative steps can the impasse 
be broken. 

The school bond study rate commission of the New Jersey Legislature, which 
I headed, felt that the proposal of President Eisenhower that regulated invest- 
ment companies be encouraged by amendment of the Internal Revenue Code to 
invest in municipal securities represented such an essential step. We analyzed 
the President’s recommendation with care. In our opinion the amendment of the 
Internal Revenue Code along the lines suggested by the President would open up 
a whole new market for school bonds and thus, under the normal laws of supply 
and demand, would tend to reduce the interest rate. 

The President, in his economic message, explained the problem in these words: 

“The expenditures of State and local governments are now about half those of 
the Federal Government, and their recent rate of increase has been considerably 
higher. * * * Financial considerations * * * may require some rescheduling 
of proposed projects, since State and local governments with large borrowing 
requirements have already encountered heavy competing demands in the capital 
markets. Some improvement in the ability of these governmenta) units to finance 
their projects would result from an amendment of the Internal Revenue Code to 
extend the ‘conduit principle’ to regulated investment companies that hold their 
assets in State and local securities. The amendment, which would involve no 
loss of revenue, would permit regulated investment companies of this type to 
pass through to their stockholders the tax-exempt status of the income received 
on State and local securities. The Congress is requested to enact legislation to 
accomplish this result.” 

As a result of our consideration of the matter, Senator John A. Lynch of 
Middlesex County and myself on behalf of the study commission cosponsored 
Senate Concurrent Resolution No. 27 in the New Jersey Legislature on a bi- 
partisan basis. This resolution, a copy of which is attached to this memorandum, 
memorializes Congress “to amend the Internal Revenue Code so as to permit regu- 
lated investment companies to pass through to their stockholders the tax-exempt 
status of the income received on State and local securities.” 

The concurrent resolution was passed by the New Jersey Senate on April-1, 
1957, and by the New Jersey Assembly on April 29, 1957. Authenticated copies 
were sent to the presiding officers of the United States Senate and the House of 
Representatives. 

The bond interest rate study commission sponsored this resolution and it was 
adopted by the New Jersey Legislature not for any partisan purpose, but because 
we believed then, and stil! believe, that the President’s proposal, which is em- 
bodied in three identical bills introduced in this Congress will bring a substantial 
amount of new investment money to the municipal bond market. These bills are: 
H. R. 8810, introduced by your late chairman, Mr. Cooper, of Tennessee; H. R. 
8811, introduced by Mr. Reed, of New York; and H. R. 8812, introduced by Mr. 
Curtis of Missouri. The effect of this can only be to relieve the present pressure 
toward higher and higher school bond interest rates. 

I am also interested, as I think this committee should be, in the fact that, 
when regulated investment companies are formed under the amendment with 
assets which consist substantially of State and local bonds, the purchases and 
sales for the portfolios of the investment companies will be made by trained 
professional investors. I consider this significant because I would expect such 
investors to investigate carefully and invest in the most appropriate available 
securities, notwithstanding what formal “ratings” such securities would have. 
In my opinion the careful professional investor would look for sound investments 
which would not appeal to the individual investor, such as the school bonds of 
a@ small and hence unrated school district with a good performance record. 
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I have no way of estimating to what extent the regulated investment com- 
panies will infuse new investment moneys into the municipal bond market. Any 
substantial increase in investment moneys available must necessarily help. The 
growth of investment companies in the past 15 years, in total assets and in num- 
bers of shareholders, indicates that the increase in funds made available from 
this source could well be substantial. 

I urge, personally and with reference to the Concurrent Resolution No. 27 of 
the New Jersey Legislature, that the Congress of the United States amend the In- 
ternal Revenue Code along the lines recommended in the President’s economic 
message and detailed in H. R. 8810, H. R. 8811, H. R. 8812. The crisis in school- 
district financing is a pressing one; the solution is eminently sensible. 





SENATE CONCURRENT RESOLUTION No. 27—StTATE or New JERSEY—INTRODUCED 
Apri 1, 1957, By SENATORS LANCE AND LYNCH (WITHOUT REFERENCE) 


A CONCURRENT RESOLUTION memorializing the Congress of the United States to amend 
the Internal Revenue Code so as to extend the “‘conduit theory” to regulate investment 
companies that hold their assets in State and local securities 


Whereas the New Jersey Legislature created, pursuant to Senate Concurrent 
Resolution No. 2, a 6-member bipartisan legislative commission, known as the 
School Bond Interest Rate Study Commission for the purpose of making recom- 
mendations as to what, if anything, can be done to assist New Jersey school 
districts in obtaining lower interest rates on their new issues of school-construction 
tion bonds; and 

Whereas President Eisenhower in his Economic Report of January 23, 1957, to 
the Congress stated : 

“The expenditures of State and local governments are now about half those 
of the Federal Government, and their recent rate of increase has been consider- 
ably higher * * * Financial considerations * * * may require some rescheduling 
of proposed projects, since State and local governments with large borrowing 
requirements have already encountered heavy competing demands in the capital 
markets. Some improvement in the ability of these governmental units to finance 
their projects would result from an amendment of the Internal Revenue Code to 
extend the ‘conduit principle’ to regulated investment companies that hold their 
assets in State and local securities. .The amendment, which would involve no 
loss of revenue, would permit regulated investment companies of this type to pass 
through to their stockholders the tax-exempt status of the income received on 
State and local securities. The Congress is requested to enact legislation to 
accomplish this result.” ; and 

Whereas the aforementioned New Jersey School Bond Interest Rate Study 
Commission has concluded that an amendment to the Internal Revenue Code in 
the manner recommended by the President would increase the demands for 
bonds of New Jersey school districts and then tend to reduce interest rates; and 

Whereas Congressional action in this regard is already being, or is about to be, 
sponsored by members of Congress ; now, therefore, be it 

Resolved by the Senate of the State of New Jersey (the General Assembly 
concurring ) : 

1. The Congress of the United States is hereby memorialized to amend the 
Internal Revenue Code so as to permit regulated investment companies to pass 
through to their stockholders the tax-exempt status of the income received on 
State and local securities. 

2. The President of the Senate is hereby directed to transmit immediately fol- 
lowing the passage of this concurrent resolution a copy thereof, properly authen- 
ticated, to the respective presiding officers of the United States Senate and the 
House of Representatives and to each of the Senators and to all of the Repre- 
sentatives of the State of New Jersey in the Congress. 


The CHatrmMan, Senator, we thank you very much for coming to 
the committee and giving us the benefit of your views with respect to 
these items. 

Are there any questions? If not, thank you. 

Our next witness is Mr. George J. Gruner. 

Mr. Gruner, please identify yourself for the record by giving your 
name, address, and the capacity in which you appear. 
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STATEMENT OF GEORGE J. GRUNER, VICE PRESIDENT, JOHN 
NUVEEN & CO., NEW YORK CITY 


Mr. Gruner. My name is George Gruner. I am vice president 
and director of John Nuveen & Co., which we believe is the oldest 
and largest investment banking corporation in the country, dealing 
exclusively in the underwriting and distribution of municipal bonds. 

The Cuatrman. Without objection, your statement will appear in 
the record. 

Mr. Gruner. Our principal offices are in Chicago and New York, 
and I am in charge of the New York office at 25 Broad Street. 

The scope of our operation is large. This is witnessed by the fact 
that last year we participated in bids for almost half of all of the 
municipal bonds issued, and participated in the purchase and distribu- 
tion of almost 25 percent of all of the bonds issued. 

I speak in support of House bills H. R. 8810, introduced by Mr. 
Cooper; H. R. 8811, introduced by Mr. Reed; and H. R. 8812, intro- 
duced by Mr. Curtis; which would encourage the establishment of 
regulated investment companies which would function as municipal 
bond funds. 

Their assets would consist of obligations of State and local instru- 
mentalities. These bills have been called the municipal bond fund 
bills, and would, briefly, permit regulated investment companies whose 
assets are primarily thus invested, to distribute the interest received 
on those bonds to their shareholders in its tax-exempt status. The 
bills would encourage the formation of these regulated investment 
companies which would invest in municipal bonds. 

They would make the municipal bond as an investment, with its 
factors of safety and tax-exempt interest, available to the small in- 
vestor through the medium of the regulated investment company. 

It would encourage the development of new and broader markets 
for municipal bonds. It would effect the foregoing without upsetting 
the orderly market in which municipal bonds are presently issued and 
distributed. 

We all know that municipal bonds are those issued by State and 
local instrumentalities throughout the United States. There are 
countless thousands of these issues of various classifications outstand- 
ing at any one time. 

A single issuer, such as by the city of New York, may have close 
to a thousand different issues outstanding, with varying terms, condi- 
tions, maturity dates, and so forth. 

Bonds are generally issued in high denominations of $1,000 or more. 
They are normally traded in blocks of $5,000 or $10,000, par value, 
or more. 

During the 20-year period ending in 1948, the municipal market 
was relatively stable in the sense that the capital required for new 
issues was largely made available by the maturing of the older issues. 
There was a large degree of turnover, and the demands of the market 
for new capital were relatively modest. Within the last 10 years, 
though, there has been a constant expansion in the number and the 
dollar amount of these issues that vallkis the efforts of local govern- 
ments to supply facilities demanded by the growing economy and, 
to some extent, the geographical shifting of population and; also, 


the construction by local governments of facilities which were not only 
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delayed by World War II, but which have also been necessitated by a 
growing technology. 

Today, the yearly volume of these issues is no longer balanced by 
the maturity of the issues, and new capital is needed from other sources 
to insure an orderly market. The municipal bond is a very safe in- 
vestment. It is second in that quality only to the obligation of the 
Federal Government. Wide diversification is possible in the munici- 
pal bond market. That makes it possible for the investor to augment 
the factor of safety by intelligent diversification of risk. 

But for a number of reasons investment in municipal bonds is avail- 
able primarily to institutions or individuals with substantial capital. 

I mentioned the fact that they are generally issued in $1,000 de- 
nominations and so are, in a practical sense, available only to those 
with relatively substantial available capital. Diversification of risk 
is obviously beyond the reach of a small investor. 

Furthermore, there is no established auction market for municipal 
bonds, such as provided by the national exchanges. 

In the development of such a market, the burden falls on the dealer, 
and dealers for practical reasons, do not encourage extensive small 
investor activity. 

From the standpoint of both the issuer and the underwriter, the 
dealer, the issuance of low demonination municipal bonds is im- 
prictical. 

If the bonds were issued in small denominations, the number of 
transactions required to place the bonds in the hands of the small 
investor and to effect the transfers at the behest of the public holders 
would be multiplied. 

There ooaae be a corresponding increase in marketing costs be- 
cause municipal bond dealers do operate on a very modest profit 
margin. Part of the increased cost would be borne by a municipality 
and a part would be passed along to the investor, all of which might 
conceivably detract from the desirability of such investments to the 
small investor. 

Municipal bond investment, because of the variety of issues and the 
differences between the issuers and issues, requires an informed in- 
vestor. 

The large buyer tends to be such an investor. His capital commit- 
ments are large and he takes pains to inform himself. 

He tends to remain active in the market, making new purchases as 
current commitments mature and as new funds become available. Thus 
the investment is practical for the large investor. 

He can also get diversification of risk through the selective portfolio 
anda large degree of liquidity. 

But diversification and planned material liquidity in broad invest- 
ment makes it rather impractical for the small investor to participate 
in it. 

The municipal bond fund would make it possible for such small 
investor to invest in the municipal bonds market without sacrificing 
diversification and liquidity which intelligent investment requires. 

But municipal bond funds would broaden the base of municipal 
bond investment and bring new sources of capital to the market. 

It would perform these functions without disturbing the present 
orderly system of finance and distribution which has evolved over the 
years. 
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The actual new investors in the municipal bond market would be 
the regulated investment companies themselves. They would be the 
large investors, 

he municipal market is geared to service regulated investment com- 
panies. These companies would bring substantial new funds to the 
field which would be invested in these diverse municipal bonds and in 
a way which would be entirely consistent with the orderly functioning 
of the market. 

This capital would certainly help broaden the market and, therefore, 
should have a salutary effect on the price structure. Insofar as the 
small investor is concerned, the regulated investment company will 
make readily available to him for the first time and in a practical 
sense a real opportunity to invest in such bonds. 

Considerations of simple fairness would indicate that the proposed 
legislation is in the public interest. The existing situation suggests 
the possibility of discrimination against the average person as to 
tax-exempt interest. Currently, investment in municipal securities 
is only available, fundamentally, to the investor with a latin amount 
of capital. Again, there are certainly hundreds of thousands of 
investors with little capital and perhaps modest income to whom 
municipal bond investment with a high degree of safety and tax- 
exempt interest would appeal. The most practical opportunity for 
the small investor would be to buy shares of municipal bond regulated 
investment companies. We ask that he be given this opportunity. 

Through the municipal bond regulated investment company, the 
small investor could participate over a period of time on a systematic 
basis, and the price of each such investment company share would be 
modest. 

The investor’s shares would be redeemable at any time at net asset 
value, and the investment company portfolio would be professionally 
managed and diversified. 

The small investor would therefore enjoy the qualities and oppor- 
tunities of investments that are presently available primarily to per- 
sons and institutions of more substantial means. 

The present pending bills, H. R. 8810, H. R. 8811, and H. R. 8812 
will be beneficial to the issuing instrumentalities, to the market and to 
the small investor. 

They are in the public interest, and we recommend that one of the 
bills at least be enacted. I thank you. 

(The statement referred to follows :) 


STATEMENT OF GEORGE J. GRUNER, VICE PRESIDENT, JOHN NUVEEN & Co. 


I am George J. Gruner, vice president of John Nuveen & Co. Its principal 
offices are in Chicago, Ill., and New York City. I am in charge of John Nuveen 
& Co.’s New York office at No. 25 Broad Street. 

This statement is submitted in support of three identical bills which were 
introduced in the 1957 session of this Congress and which have been referred 
to this committee. These bills, H. R. 8810, H. R. 8811, and H. R. 8812, would 
by amendment of the Internal Revenue Code, encourage the establishment of 
regulated investment companies which would function as municipal bond funds, 
with assets consisting of the obligations of State and local instrumentalities. 

Under the bills, the shareholders of such municipal bond regulated invest- 
ment companies would be essentially regarded, for tax purposes, as if they 
owned directly the municipal bonds contained in the investment company port- 
folio. A person owning municipal bonds directly is not presently taxed on the 
interest thereon. Under the proposed bills the shareholder in the municipal 
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bond investment company would not be taxed on the interest as he received it 
through the investment company. 

My company is the oldest and largest investment banker in the country which 
is exclusively engaged in underwriting and distributing municipal bonds. We 
have underwritten bonds issued by instrumentalities in every State of the Union; 
we have distributed such bonds, directly and through local securities dealers, to 
customers in every State in the Union. 


THE PENDING BILLS 


The three proposed bills—they have been called the municipal bond fund 
bills—would, briefly, do the following: 

(1) They would permit regulated investment companies whose assets consist 
substantially of municipal bonds to distribute the interest received on those 
bonds to their shareholders in its tax exempt status; 

(2) They would thus encourage formation of regulated investment companies 
which would invest in municipal bonds ; 

(3) They would make municipal bond investment, with its factors of safety 
and of tax exempt interest, available to the small investor through the medium 
of the regulated investment company municipal bond fund; 

(4) They would thus encourage the development of new and broader markets 
for municipal bonds, thereby aiding in the marketing and distribution of new and 
expanded municipal issues ; 

(5) They would effect the foregoing without upsetting the orderly market in 
which municipal bonds are issued and distributed. 


NATURE OF THE MUNICIPALS MARKET 


A brief glance at the municipals market and how it functions will help to 
put the proposed bills in perspective. 

Municipal bonds are issued by State and local instrumentalities throughout 
the United States. Each such bond issue is payable either from ad valorem 
property taxes of the issuing municipality or from earnings derived from the 
operations of a revenue-producing facility which has been improved, constructed, 
or acquired with the proceeds of such bonds. The bond issues are prepared by 
the issuing instrumentality, often with the assistance of one or more investment 
bankers. Syndicates of investment bankers then underwrite the issue and dis- 
tribute the bonds. 

Municipal bonds fall into various classifications. In addition to classifications 
based upon source of payments (i. e., tax-secured bonds, revenue-secured bonds 
and combinations) they may be classified as to category of issuer, maturity date, 
purpose, geography, etc. There are countless thousands of municipal bond issues 
outstanding at any given time: a single municipal issuer such as the city of 
New York may have close to 1,000 different issues outstanding, with varying 
bond terms and conditions and different maturity dates for the various issues. 

Municipal bonds are generally issued in high denominations—$1,000 or more— 
and are normally traded in blocks of at least 5 or 10. 

In the past—i. e., during a 20-year period ending in 1948, the municipals 
market was relatively stable in that there was a degree of balance between the 
capital released by maturing issues and that required by new issues in any 
given year. There was, during this period, a large degree of capital turnover, 
and the demands of the market for new capital were relatively modest. 

Within the past 10 years, however, there has been a consistent expansion in 
the number and the dollar amount of new municipal issues, reflecting— 

(a) The efforts of State and local governments to supply the facilities 
demanded by a growing economy and, to some extent, a geographically 
shifting population; and 

(b) Construction by State and local governments of facilities which were 
delayed by World War II. 

Today the yearly volume of new issues is no longer balanced by old issues 
which mature, and new capital is needed from other sources to insure an orderly 
market. 


THE NATURE OF MUNICIPAL BONDS AS A FIELD OF INVESTMENT 


The municipal bonds represents a safe investment: Only Government bonds 
backed by the full faith and credit of the Federal Government have greater 
builtin safety factors. The full tax-paying potential of the property owners in 
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the instrumentality issuing a tax-secured bond stands behind that bond, and a 
revenue bond normally has first claim upon revenues produced by the installation 
constructed with the proceeds of a revenue-secured bond issue. 

Wide diversification is possible in municipal bond investment: The differences 
between various issues, not only as to geographical location of the issuer but 
also as to economic activity in the various issuing instrumentalities; types of 
bond; terms; maturity dates; purpose; etc., make it possible for the municipal 
bond investor to augment the safety factor in municipal bonds by intelligent di- 
versification of risk. 

For several reasons, however, investment in municipal bonds is available pri- 
marily to individuals or institutions with substantial capital. 

1. Since such bonds are generally issued in $1,000 denominations they are 
available as an investment, even in broken lots, only to those who have relatively 
substantial capital available. Moreover, single bonds or broken lots do not 
generally enjoy the price acceptance or ready marketability accorded the normal 
units of trade. Thus the diversification of risk which is available to the person 
or institution with substantial capital is obviously beyond the reach of the small 
investor. 

2. There is no established auction market for most municipal bonds such as 
that provided by the various national exchanges. An investor in such bonds 
must depend upon his dealer to develop a market for outstanding municipal bonds 
which the investor wishes to sell. The development of such a market is an 
expensive operation, and hence dealers do pot encourage extensive small investor 
activity. 

3. From the standpoint of both the issuing instrumentality and underwriter 
and dealer, issuance of low denomination municipal bonds is impracticable. 

So far as the issuer is concerned, issuance of bonds in $1,000 denominations 
keeps the cost of issuance and expenses of administration to a relatively modest 
level. If, for example, bonds with serial maturities were issued in smaller 
denominations, printing costs would be multiplied several times, and the costs 
of processing coupons would be greatly increased throughout the life of each 
issue. 

So far as the underwriter and dealer are concerned, if municipal bonds were 
issued in small denominations, the numbers of transactions required (a) to 
place the bonds in the hands of small investors, and (b) to effect transfers at the 
behest of public holders, would be multiplied. This would bring about a corre- 
sponding increase in municipal bond marketing costs. Since municipal bond 
dealers operate on a modest profit margin and underwriting spread, the multipli- 
eation of transactions would necessitate an increase in underwriting and dealer 
commissions to compensate for the increased staff and activity necessary to 
handle such transactions. A part of the increased cost would be borne by the 
issuing municipalities; a part would be passed along to investors; and the 
increased cost would lessen the desirability of municipal bonds as an investment. 

4. Municipal bond investment, because of the variety of issues and the differ- 
ences between issuers and issues, requires an informed investor. The large 
buyer tends to be such an investor. Since his capital commitment is large, he 
takes pains to inform himself; he tends to remain active in the municipals 
market, making new purchases as current commitments mature. Municipal 
dealers have developed costly informational services for their clients, which as a 
matter of economics they could not afford to make available to a much broader 
group of small investors. 

5. While municipal bond investment is practical for the large investor since he 
ean achieve diversification of risk through a selected portfolio and a large degree 
of liquidity through maturing term issues and serial maturity, such diversifica- 
tion and liquidity depend upon a breadth of investment. The size of the com- 
mitments required in municipal bond investment effectively deny, to the small 
investor, both the diversification and the liquidity by maturity which he should 
have. 

FUNCTION OF THE MUNICIPAL BOND FUND 


The municipal bond fund permitted by the bills pending before this committee 
would make it possible for the small investor for the first time to invest in the 
municipal bond market, without sacrificing the diversification and the liquidity 
of maturity which intelligent investment requires. It would broaden the base 
of municipal bond investment, bringing new sources of capital to the market for 
municipal bonds. It would perform both these functions without disturbing the 
orderly system of municipal bond financing which has evolved over the years. 
Enactment of this legislation would, therefore, be in the public interest. 
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(a) Effect of the municipal bond fund upon issuer and underwriter 


With respect to State and local instrumentalities and underwriters of municipal 
bonds, the proposed legislation would permit the creation of regulated investment 
companies which would pool the funds of thousands of persons and invest them 
in municipal bonds. The actual new investors in the municipal bond market 
will be the regulated investment companies themselves. They will be large 
investors, which the municipals market is geared to service. They will bring 
new funds to the municipals field which will be invested in diverse municipal 
bonds. There is no question but that the influx of this new capital into the 
municipals field will help to broaden the market for municipal bonds, thereby 
having a salutary effect on the price structure. The extent of this effect will 
depend, of course, on the extent to which such municipal bond funds grow, which, 
in turn, will depend upon the acceptance of the municipal bond fund concept by 
the small investor. 

Such investment companies should attract new capital to the municipals 
market. Present investors in the municipals market are capable of providing 
for themselves that service which investment companies will make available to 
small investors, i. e., professional management, liquidity and diversification of 
risk. 

Thus regulated investment companies Operating as municipal bond funds will 
have a beneficial impact on the present municipals market. This will be to 
bring new money to that market in a way which will be entirely consistent with 
the orderly functioning of that market. 

(bo) Effect of the municipal bond fund upon the small investor 

The regulated investment company which invests in municipal bonds will make 
readily available to the small investor, for the first time, a real opportunity to 
invest in municipal bonds. 

Considerations of simple fairness would indicate that the proposed legisla- 
tion is in the public interest. The municipal bond as an investment ranks im- 
mediately below that of the Federal Government as to safety. Yet the average 
person cannot afford to participate in municipal bond investment, and hence is 
unable to include such quality bonds in his own investment program. These 
same investments are readily available to persons with ample capital. Simi- 
larly, the present situation also discriminates against the average person as to 
tax-exempt interest: it is available to the investor with ample capital but not 
to the small investor. 

There are certainly hundreds of thousands of investors with little capital, and 
perhaps with modest income, to whom municipal bonds—investments with a 
high degree of relative safety and with interest which is tax exempt—will 
appeal as an investment. 

Municipal bond funds would make it possible for the small investor to invest 
modest amounts out of income, on a periodic basis, and at the same time to 
enjoy this quality investment. There is no logical reason why the person with 
a $5,000 income should not be entitled to, and should not need, the same quality 
of investment as that which is available to wealthier investors. Through in- 
vestment in a municipal bond fund, he could invest over a period of time on a 
systematic basis. The cost of investment company shares would be modest, his 
shares would be redeemable at any time at net asset value, and the investment 
company portfolio would be professionally managed and diversified. The small 
investor would therefore enjoy, through the medium of the regulated invest- 
ment company, qualities of investment and investment services presently avail- 
able primarily to persons and institutions of substantial means. 


SUMMARY 


While the municipal bond market is not geared to render completely satis- 
factory service directly to the average individual, it can serve him effectively 
and well indirectly through the medium of the municipal bond fund. It can 
also make available to him, through the municipal bond fund, attributes of the 
municipal bond such as safety and tax-exempt interest which are presently 
available to persons and institutions of wealth. I submit that such attributes 
may be just as important to the average individual as to those with substantial 
capital. 

In its turn the municipal bond fund, by pooling the investment funds of thou- 
sands of small investors, can tap new sources of capital for the municipals mar- 
ket in a form adaptable to the practices of that market. 
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The effect of municipal bond fund activity will be to broaden the base of 
municipal investment. It will draw together the funds of many thousands of 
persons who have not heretofore invested in municipals, and will channel those 
funds into the municipals field. The result should inevitably be a healthier 
municipals market. 

Thus, the proposed bills will be beneficial to the issuing instrumentality, to 
the market, and to the small investor. They are in the public interest and 
should be enacted. 

‘The Cuarrman. We thank you for coming to the committee and 
giving us the benefit of your views. 

Our next witness is Mr. S. L. Sholley. 

Please come forward and identify yourself for the record by giving 
your name, address, and the capacity in which you appear. 


STATEMENT OF S. L. SHOLLEY,, PRESIDENT, KEYSTONE CUSTODIAN 
FUNDS, BOSTON, MASS. 


Mr. Suottey. My name is Sidney L. Sholley. I am president of 
Keystone Custodian Funds, Inc., with offices at 50 Congress Street, 
Boston, Mass. 

The Cuarmman. Do you want your statement to be filed with the 
record ¢ 

Mr. Suottey. I have filed a full statement with your clerk. 

The Cuarrman. Without objection the statement will appear in the 
record. You are recognized sir, for 10 minutes. 

Mr. Suotitey. You have been kind enough to allow me 10 minutes 
forasummary. I will try todo it in less than 5. 

The Cuatrman. Thank you. 

Mr. Suoiiry. Keystone operates 10 domestic regulated investment 
companies. Four of these are bond funds. Four are stock funds. 
Two are special-purpose funds. ‘These several funds enable the in- 
vestor to select the particular type and class of securities best suited to 
his individual purpose. 

My specific role today is to explain how a typical investment com- 
pany is prepared to help the Nation’s municipalities solve one of their 
greatest problems and at the same time to provide the small and 
medium-sized investor the advantages hitherto restricted to institu- 
tional investors and very wealthy investors. 

If Congress enacts legislation such as H. R. 8810, H. R. 8811, or H. R. 
8812, Keystone is prepared to promptly organize and operate a munici- 
pal bond regulated investment company the shares of which will be 
available to all investors. 

To our knowledge, three other companies are ready to organize im- 
mediately municipal bond regulated investment companies. 

Several more are considering the matter but have not reached a final 
decision. The existing machinery for distributing regulated invest- 
ment company shares would be able to handle the new municipal bond 
funds, with some 3,000 brokers and dealers and more han 50,000 regis- 
tered representatives ready to offer shares across the country. 

In the past, the vast majority of these dealers have not handled mu- 
nicipal bonds because they could not afford to carry an inventory of 
such issues, nor have municipal bonds been offered in a form suitable 
for the medium or small investor. 

Each issue is available for only a limited time. 
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Each issue normally is sold in large denominations and blocks re- 
quiring larger aon outlays than the average investor can afford, 
and as there is a very limited secondary market these issues must be 
held to maturity. 

With the passage of the legislation now under consideration, both 
the dealer and investor would be in quite different situations. 

Each of the 3,000 dealers and their many salesmen will be in a posi- 
tion to supply to any investor shares in a municipal bond regulated in- 
vestment company, regardless of the size of his individual investment, 
and each investor will enjoy five major advantages. 

First, professional investment portfolio management. Trained and 
experienced municipal bond specialists will analyze the offerings of all 
municipalities, selecting the bonds that appear to have the soundest 
current values, and maintaining constant supervision over the port- 
folios. 

Second, diversification. 

These regulated investment companies will offer all shareholders the 
benefits of multiple diversification, many issues instead of one, thus 
spreading the rok and diversification in type of bonds, geographical 
distribution, and maturity dates. 

Third, there will be a continuing supply of important information. 
The prices at which shares of the funds may be bought or sold will be 
computed every business day under SEC rules; the same prices will be 
available at the same time to investors across the country. 

Most major newspapers will publish these prices every day, and in- 
vestors will receive complete semiannual financial reports as required 
by the Investment Company Act of 1940. 

Fourth, modest share prices. The price of shares in municipal bond 
regulated investment companies will range from $10 to $25 a share. 

Fifth. Marketability as to the investor’s shares. Most importantly, 
shares in such a company can be redeemed for cash at net asset value 
on any business day. 

Through the medium of our existing regulated investment com- 
panies, we have sold hundreds of millions of dollars’ worth of cor- 
porate bonds to investors over the years, through the sale of shares in 
these companies. 

With the five new advantages we propose to bring to the municipal 
bond market, I believe we will be able to generate a larger market as 
hundreds of thousands of investors become familiar with municipal 
securities. 

It is logical to assume that this educational effort will have a cumu- 
lative effect. While it is impossible to estimate how much new money 
regulated investment companies will bring to the municipal bond 
market in the 12 months following the passage of this legislation, I 
feel confident that within 5 years regulated investment companies 
may well be supplying a substantial part of the new money needed 
by our municipalities to finance necessary improvements. 

To recapitulate, we urge that the Ways and Means Committee act 
favorably on the three identical bills, H. R. 8810, H. R. 8811, and 
H. R. 8812 presently pending before the committee. 

These bills have been drawn in exact conformance with the recom- 
mendations of the President in his Economie Report and the drafts 
have been cleared by the Treasury Department. 








2644 GENERAL REVENUE REVISION 


It is our understanding that there are no administrative problems 
at the national level, and that municipal bond funds can and will 
omer successfully in accordance with the requirements of these 

ills. 

I believe that the investment companies so authorized to exist will 
greatly alleviate the problems facing State officers in the marketing 
of their bonds. 

It is respectfully submitted that the passage of these bills is in the 
public interest. 

(The document referred to follows :) 


STATEMENT or S. L. SHOLLEY, PRESIDENT, KEYSTONE CUSTODIAN FuNps, INC. 
Boston, Mass. 


My name is §. L. Sholley. I am president, Keystone Custodian Funds, Inc., 
50 Congress Street, Boston, Mass. 

Keystone is a regulated investment company organization of the diversified 
open-end type. It is one of the oldest and largest organizations of its kind in 
the United States—having assets in excess of $300 million and some 77,000 share- 
holders. This memorandum is submitted in support of proposed legislation 
presently pending before the Ways and Means Committee which would permit 
regulated investment companies with the bulk of their assets invested in State 
and local securities to pass through to their shareholders the tax-exempt status 
of the interest on those securities. 

The pending legislation is contained in three identical bills—H. R. 8810, intro- 
duced by your late chairman, Mr. Cooper; H. R. 8811, introduced by Mr. Reed, 
and H. R. 8812, introduced by Mr. Curtis. 

While we at Keystone have long been interested in the concept of a municipal 
bond fund, our interest was intensified in 1955 when President Eisenhower in 
his economic message to Congress proposed legislation which would, for the first 
time, make the operation of such a fund feasible. This legislation would permit 
a regulated investment company whose assets are substantially invested in 
municipal bonds to pass through to its shareholders the interest received from the 
State and local obligations in its portfolio without losing the tax-exempt status 
of such income. 

Regulated investment companies, generally, have not purchased the obligations 
of State and local governments for two basic reasons: (1) Municipal bonds have 
a relatively lower yield than comparable corporate obligations and, (2) income 
from all bonds (both taxable and tax exempt) is, under present law, taxable to 
the shareholders when distributed. Thus in our fiduciary capacity as profes- 
sional investment managers we have generally not felt it justifiable to expose 
our shareholders to this penalty. 

A regulated investment company is a medium through which thousands of 
persons, generally of moderate means, in effect pool their funds, which are 
then invested in a diversified group of securities. The investment company 
provides experienced professional management, and diversification in its port- 
folio which reduces the investment risk. The investment company manage- 
ment, in the exercise of its informed investment discretion, buys and sells port- 
folio securities, receives dividends and interest thereon, and distributes such 
dividends and interest to its own investment company shareholders, after deduc- 
tion of expenses and a moderate management fee, in the form of dividends 
on its own shares of stock. It also distributes to its shareholders its net capi- 
tal gains in the form of capital-gain dividends. 

A regulated investment company, in essence, provides a method for the in- 
vestor of moderate means to invest his funds in a large number of different 
securities. If this same investor were to invest his funds directly the diversifi- 
eation of his holdings could not be as extensive. The regulated investment 
company, serving as a conduit between the securities in its portfolio and its 
shareholders, enables individuals of moderate means to obtain investment ad- 
vantages which traditionally have been available only to those of great wealth. 

In recognition of these factors, the Federal tax laws have for more than 20 
years endeavored to place the shareholders of regulated investment companies 
in the same position they would occupy had they invested directly in the securi- 
ties held in the investment company portfolio. Thus, for example, regulated 
investment companies which distribute substantially all their income are not 
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taxed on the income distributed, but their shareholders are taxed on amounts 
so distributed. Similarly the shareholder rather than the regulated investment 
company bears the tax on realized capital gains distributed to him by the 
company. 

Under present law a regulated investment company in distributing municipal 
bond income to its shareholders is unable to preserve the tax-exempt quality of 
such income. The legislation you are now considering would allow regulated 
investment companies to form municipal bond funds which would be permitted 
to distribute to its shareholders as nontaxable income the interest it receives 
from the tax-exempt bonds in its portfolio. The proposed bills will enable 
regulated investment companies to make available to the investor of moderate 
means the opportunity to invest in municipal bonds. 

In recent years the expenditures of State and local governments have been 
rapidly increasing. At the same time, however, the capital markets from which 
these instrumentalities borrow funds have not expanded. The President in his 
economic messages to Congress in 1955, 1956, and 1957 pointed out the financial 
plight of the State and local governments and recommended that the Internal 
Revenue Code be amended to permit regulated investment companies holding 
substantially all their assets in municipal bonds to “pass through to their 
stockholders the tax-exempt status of the income received on State and local 
securities.” 

When the President first made his recommendation in 1955 with respect to 
the formation of regulated investment companies which would be municipal 
bond funds, my organization, along with several other regulated investment 
companies and the National Association of Investment Companies, undertook 
studies of the matter, to determine (a) the scope of the problem, (0) the 
feasibility of the solution proposed by the President, (c) to what extent the 
formation of municipal bond funds by Keystone and by other companies in the 
investment company business would help to meet the problems of municipal 
financing which concerned the President when he made his recommendation, 
and (d) as a practical matter, whether we, as a business organization, would 
be warranted in forming a municipal bond fund. 


THE SCOPE OF THE PROBLEM 


The problem which has given rise to the proposed legislation is a national 
one: In a time when State and local governments must greatly expand their 
services and offer them to a much larger population, calling for a tremendously 
broadened plant construction, of schools, highways, etc., there has been no 
corresponding expansion in the market for the bonds these governments must 
offer to finance their expanded programs. 

It is a growing problem: It has been estimated that the population of this 
Nation will increase 35 percent in the next 20 years, and the demands upon 
State and local governments to provide schools, utilities, roads, police and fire 
protection for the expanding population will match this growth. 

From 1928 until 1948 the amount of State and local obligations outstanding 
remained relatively static; it ranged from $16.5 billion in 1928 to a high of 
$19.9 billion in 1941, sank to $15.3 billion in 1946, and rose again to $18.4 billion 
in 1948. From that time until the present it has steadily risen: to $29.1 billion 
in 1952; to $37.3 billion in 1954; up to $47.4 billion in 1956. Every indication is 
that the amount of municipal obligations will continue to rise in the foreseeable 
future. 

This means, of course, that the new issues of municipal obligations which are 
offered each year have greatly increased and will continue to rise. From 1937 
through 1946 the new issues each year never exceeded $1.5 billion. Since older 
issues in a balancing amount were generally maturing each year, the traditional 
municipals market couJd absorb the new issues without dislocation. Since 1947 
the volume of new municipal issues increased each year, reaching a high of $6.9 
billion in 1954. In 1955 the new issues totaled $5.98 billion, in 1956, $5.45 
billion, and in 1957 approximately $7 billion. Many proposed new issues never 
reached the market in 1956 and 1957 because of the high level of interest rates 
then prevailing. Financing of many scheduled projects was deferred and other 
scheduled offerings were withdrawn. 

The high interest rate for municipals is attributable in part to the general 
rise in interest rates in recent years, but it is clear that interest rates on mu- 
nicipal obligations, traditionally lower because of the tax-exempt nature of such 
interest, have risen on new Offerings relatively more than the interest rate 
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generally. In brief, the supply of obligations generated by the ever growing 
needs of States and municipalities is rapidly exceeding the capacity of the exist- 
ing municipals market to absorb these securities. The result has been higher 
interest rates which have increased the costs of needed municipal improvements. 

The ultimate solution is to broaden the market—not to increase interest rates. 
If the market is broadened it is entirely possible that even an increasing supply 
of these obligations could be continuously absorbed at reasonable interest rates. 

Let me turn, for a moment, to the nature of the market for municipal securi- 
ties. Traditionally, the vast bulk of municipal securities has been purchased by 
institutions and a relatively small group of wealthy individuals. The market for 
municipals has not significantly expanded in recent years and it is clear that 
some way must be found to introduce new people, new investors, to the munici- 
pals market if the necessary construction of State and local facilities is to be 
financed. Yet expansion of the market for municipals is difficult because it has 
the following characteristics : 

First, transactions in these securities tend to be in large blocks and to involve 
iarger sums of money than ordinary investors have available. It is unusual for 
even the very smallest transaction to involve less than $5,000 and most trans- 
actions involve sums much larger than this. 

Second, the relative lack of liquidity of these securities makes it advisable 
under most circumstances to “hold to maturity.” This tends to deter investors 
from investing relatively high proportions of their investable capital in these 
issues. 

Third, because of the specialized nature of municipal securities, the number of 
active municipal bond dealers is relatively small. 


THE FEASIBILITY OF MUNICIPAL BOND FUNDS AS A SOLUTION TO THE PROBLEM 


The investment company industry has grown rapidly in the 17 years since the 
enactment of the Investment Company Act of 1940: from total industry assets 
of $1 billion and 762,000 shareholder accounts in 1940, it has expanded to a 
point where it had total assets of $10.5 billion and 3,300,300 shareholder ac- 
counts at the close of 1957. The growth of the industry has surpassed that of 
the national economy and is attributable to the following factors: 

(1) a public confidence in the integrity and ability of investment com- 
pany management ; 

(2) a desire on the part of a considerable segment of the investing 
public for diversification of investment and professional management and 
liquidity, all of which are provided by investment companies ; 

(3) the relatively low cost per share of investment company shares, with 
the possibility of building a substantial estate by periodic investment of rela- 
tively small sums in investment company shares ; and 

(4) the nationwide distribution system of the investment company indus- 
try, which has actively informed persons and institutions throughout the 
Nation of the desirability of investing in diversified and professionally 
managed portfolios. 

There are some 3,000 dealers throughout the United States, with some 50,000 
salesmen, who are active today in distributing investment company shares. 
These dealers have played a vital role in increasing the participation of people 
of moderate means in the American economy. 

Our study has convinced us that there are many millions of people in this 
country who should, for sound investment purposes, own municipal bonds, but 
who have not done so for a number of reasons: 

1. Information about municipal issues is not readily available—Some 170,000 
State and local government units issue municipal securities, but the average in- 
vestor seldoms hears about them. They are normally not listed on any exchange; 
financial papers publish price quotations for only a few. Municipal securities 
vary widely in yield, quality, and maturity date. The frequent use of serial 
maturities complicates the pricing of such securities. Hence the individual who 
desires to invest in municipal securites on a sound basis requires expert invest- 
ment advice to which he may not have access. 

2. Municipal securities are not available in a form suitable for the average 
investor.—State and local securities are generally issued in $1,000 denomina- 
tions and are sold in the primary market in round lots of 10 or 25 bonds, 
requiring an individual investor to make a substantial total investment in order 
to achieve proper diversification. 

8. The municipals market, in the event the investor must liquidate, is re- 
stricted.—Investors with limited capital require relative liquidity of investment, 
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and they would hestitate to undertake individual investment in municipal 
securities because there is no firmly established immediate market for the resale 
of such securities. 

To summarize, the manner in wihch municipal bonds are traditionally offered 
has restricted markets to wealthy individual and institutional investors. 
Municipal bonds have never been available in a form to fit the investment re- 
quirements of the average individual possessing only moderate means. 

Our study has also convinced us that a regulated investment company with a 
portfolio consisting of municipal bonds would attract to municipal bond invest- 
ment a new group of investors. It would attract those individuals for whom 
municipals are an advantageous investment, but who lack information about 
municipal bonds, or who have neither the means nor the inclination to select 
their own municipal investments, or who are reluctant to make the total capital 
investment in municipals which prudent diversification requires. 

To these investors a regulated investment company invested in municipal bonds 
would offer the following advantages: 

1. Professional management: The research and supervisory staffs which have 
been operating for many years in the investment company field will analyze the 
offerings of all municipalities, select the bonds that appear to have the soundest 
current values, and maintain constant supervision over the portfolio. 

2. Diversification. The regulated investment company bond fund will offer 
all shareholders the benefits of multiple diversification: many different issues, 
instead of one, thus spreading the risks; and diversification in type of bond, 
geographical distribution, and maturity dates. 

3. Continuing information about his investment. The prices at which shares 
of the investment company can be bought or sold will be computed under SEC 
rules. The same prices will be available at the same time to investors all across 
the country. Most major newspapers will publish the prices every day, and 
investors will get complete semiannual financial reports from the investment 
company. 

4. Modest share prices. Shares of municipal bond funds will be offered to the 
public at prices in the area of $10 to $25 per share. The investor of moderate 
means will be able to enter the municipal bond market, to which he is presently 
denied access because of the prohibitive cash outlays (ranging into many thou- 
sands of dollars) necessary in order to make investments. 

5. Liquidity of shares. Shares of regulated open-end investment companies 
may be redeemed for cash at their liquidation value on any business day. The 
investor in municipal bond fund shares will hold a liquid investment and will 
therefore be able to avoid two serious problems which confront any investor in 
municipals today, the lack of a ready market for the bonds and the difficulty in 
selecting flexible maturity dates. 

Some 2% million persons in this country receive taxable income of $10,000 or 
more. Relatively few of this number have ever invested in municipal bonds. 
Each of them, however, forms part of a great potential market for municipals. If 
the opportunity to invest in municipals is made available to them through the 
medium of municipal bond funds having the five aforementioned advantages, the 
market should expand very rapidly. 


THE EXTENT TO WHICH MUNICIPAL BOND FUNDS WOULD HELP TO MEET THE PRESENT 
PROBLEMS IN MUNICIPAL FINANCING 


State and local finance officials face a problem today in marketing their bonds 
because the supply of such bonds, directly geared to the expansion of State and 
local services, has greatly outstripped the capacity of the traditional municipals 
market to attract funds to invest in those bonds. Hence interest rates have 
risen drastically and the cost of borrowing money has, in many cases, been so 
prohibitive as to require indefinite postponement of needed construction. 

Legislation which enables a regulated investment company to pass through 
the tax-exempt status of interest from municipal bonds to its shareholders will 
introduce thousands of new investors to the municipal-bond market within a 
short period of time. It is certain that the number of potential investors will 
be greatly increased. Few of the 13,000 dealers in regulated investment com- 
pany shares throughout the country at the present time inventory municipal 
bonds, and rarely do they undertake transactions involving municipal bonds, 
since this is a highly specialized field. Through the medium of regulated invest- 
ment-company municipal-bond funds, these same dealers would be in a position 
to supply to investors any amount of municipal securities on any business day. 
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They would actively offer such shares, and they would inform potential investors 
of the advantages of investing in the shares of municipal-bond funds. 

Through the medium of our existing bond funds, we have sold hundreds of 
millions of dollars’ worth of corporate bonds to investors over the years. With 
the five new advantages we propose to bring to the municipal-bond market, I 
believe we will be able to generate an even larger volume of municipals invest- 
ment. When our thousands of dealers and their salesmen are able to offer the 
shares of municipal-bond funds to the public, it is assumed that their educational 
efforts in this field will have a cumulative effect. While it is impossible to guess 
how much new money regulated investment companies will bring to the munici- 
pal-bond market in the 12 months following the passage of legislation, I feel 
confident in stating that within 5 years regulated investment companies may 
well be supplying a substantial part of the new money needed by our State and 
local governments to finance necessary civic enterprises. 

Regulated investment companies investing in municipal bonds, which con- 
stantly offer new shares to the public, will grow rapidly. Their growth will be 
an important factor in the long-range relief which such companies can bring to 
the municipal-bond market. By developing a growing market for their own 
shares, they will provide a growing market for municipal bonds, since the funds 
they receive from the sale of their shares will be invested in State and local obli- 
gations. And, since such companies will seek diversification of investment, 
geographically as well as in type of investment and maturity date, the develop- 
ment of this new market will inure to the benefit of all State and local govern- 
ments issuing securities. With respect to this, it is to be noted that H. R. 8810, 
H. R. 8811, and H. R. 8812 require 90-percent investment by a menicipal bond 
fund company to be in cash or municipal securities, with no more than 25 percent 
of its assets invested in the securities of any 1 issuer and, as to 50 percent of the 
company’s assets, no more than 5 percent of its total assets are to be invested in 
any 1 issue. 


BUSINESS ASPECTS OF SPONSORING A MUNICIPAL-BOND FUND 


In the professional approach to investment management, it is well established 
that many individuals should have a part of their investable capital in the 
obligations of States and municipalities. As I have indicated above, we believe 
the only way in which the great mass of investors can make such an investment 
is through the medium of a regulated investment company. Accordingly, we 
believe such investment companies will provide, and at a very low cost, a much- 
needed service to the American public. Ail necessary mechanics to bring this 
service to the investor are in full operation today through regulated investment 
company distributing organizations and their dealers and salesmen. Our studies 
have convinced us that the operation of a municipal-bond fund is economically 
feasible. We believe that many such companies. will be formed when the tre- 
mendous potential of this service becomes fully understood. 


SUMMARY 


We urge that the Ways and Means Committee act favorably on H. R. 8810, 
H. R. 8811, and H. R. 8812, presently pending before this committee. We sub- 
mit that the regulated investment companies which these bills would authorize 
will materially assist in alleviating the problems facing State and local officials 
in the marketing of their bonds. 

These bills would provide the same tax treatment for the shareholder who 
invests in municipal bonds through the medium of a regulated investment com- 
pany as is presently provided for the individual or institution investing directly 
in municipal obligations. These bills are consistent with the theory underlying 
Federal taxation of regulated investment companies and their shareholders. 
It is submitted that passage of this legislation is in the public interest. 


The CuHarrman. We thank you, Mr. Sholley, for coming to the 
committee and giving us the benefit of your thinking on this point. 
Mr. Curtis has a question. 

Mr. Curtis. J simply wanted to point up the statement that you 
made on page 7, where you say that you made a study and that study 
convinced you that there are many millions of people who should, 
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for sound investment purposes, own municipal bonds, but have not 
done so for these reasons that you named. The reason I point that 
up is some people said to me that the only real market for municipals 
would be people in higher income brackets, and I could not believe 
that. I am happy to hear that a company of your experience in mar- 
keting securities would come up with this conclusion. You do affirm 
that, do you not ¢ 

Mr. Suouiiey. Yes, sir; modest investors, medium investors across 
the country, but only if given an opportunity like that provided in 
such bills as H. R. 8810, H. R. 8811, and H. R. 8812. 

Mr. Curtis. I thought that was so, but I am inexperienced in that 
field and I am happy to have you confirm it. 

The Cuatrman. Thank you again, Mr. Sholley. 

Our next witness is Mr. Albert Monacelli. Would you please iden- 
tify yourself for the record by giving your name, address, and the 
capacity in which you appear ? 


STATEMENT OF ALBERT H. MONACELLI, CHAIRMAN, NATIONAL 
COMMITTEE FOR MUNICIPAL BONDS, INC., NEW YORK CITY 


Mr. Monacetut. Mr. Chairman, my name is Albert H. Monacelli. 
I am a partner in the New York law firm of Dunnington, Bartholow 
& Miller. I am here as a representative of the National Committee 
for Municipal Bonds. This committee is made up of 24 members, 
most of whom are officials of States, cities, counties, schools, and other 
local governments. 

The CuatrrMan. Are you the chairman of that committee ? 

Mr. Monacetit. Yes, sir; Iam. 

The CuarrMan. Can you complete your statement in the time we 
have allotted to you, 5 minutes? 

Mr. Monacetur. Mr. Chairman, I was to have taken 10, because 1 
of our witnesses had to leave a minute ago, but I can cut it down to 6. 

The Cuatrman. All right, sir. You want your entire statement in- 
cluded in the record ? 

Mr. Monacettt. I do, sir. 

The Cuatrman. It will be, without objection. 

(Mr. Monacelli’s prepared statement follows :) 


STATEMENT OF THE NATIONAL COMMITTEE FOR MUNICIPAL Bonps, INC. 


Memorandum in support of H. R. 8702, which is designed to broaden the market 
for State and local bonds by amending section 103 of the Internal Revenue Code 
to permit investment companies to pass through tax-exempt interest to their 
shareholders 


This statement is submitted by the National Committee for Municipal Bonds, 
which is made up mostly of State, city, county, and other local government offi- 
cials and representatives of schools. 

The committee was formed to support a broad and effective pass-through bill 
(H. R. 8702) which will give real and substantial assistance to schools and to 
State and local governments, in the form of lower interest costs on their bonds. 
If a material loss to the Federal Treasury were involved, we might be less dedi- 
cated in our support of the legislation at this time, for our country is engaged in 
a war of survival, and we must willingly and gladly bear the ever-increasing costs 
of defense. 
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To the contrary, however, the proposed legislation is quite timely and appro- 
priate. It will benefit the Federal Treasury in that the indirect aid extended to 
State and local governments in the form of reduced financing costs will pro tanto 
diminish the increasing demands upon the Federal Government for grants-in-aid, 

Still another favorable aspect from the Federal point of view is the fact that 
lower interest costs to State and local governments will tend to reduce local taxes 
which are deductible for income-tax purposes. 

When the pass through was first recommended by the President, he did not 
specify that the investment company had to be fully or 90 percent invested in 
municipal bonds as do H. R. 8810, 8111, and 8112. The broad Presidential recom- 
mendation promised a modest hope of effective help to local government. How- 
ever, the Treasury has apparently since insisted upon the 90-percent retirement. 
It is our understanding that the Treasury insistence was based upon its concern 
over the possibility that costs and expenses allocable to tax-exempt bonds might 
be offset against taxable income. In H. R. 8702 this possibility is expressly ex- 
cluded by the provision that all amounts attributable to tax-free interest shall 
be nondeductible. 

Our committee has two convictions. The first is that the principle of the pass 
through of tax-free interest constitutes a unique and salutary device whereby 
financial aid can be furnished to all levels of local government without cost, or 
at most with nominal cost, to the Federal Government. Second and equally im- 
portant is the conviction that such a principle should be given broader applica- 
tion than in the narrow bills in order to make it a really effective aid to schools 
and other issuers of tax-exempt bonds. With the narrow bills, our committee 
has no quarrel other than that they make inefficient and ineffective use of an in- 
spired device. Against the background of the $7 billion of State and local bonds 
offered in 1957, a few regulated bond companies formed under the narrow bills 
will absorb relatively few bonds. 

H. R. 8702 will effect real benefits for local government and that is why it is 
so generally and enthusiastically supported by all levels of local government. 

H. R. 8702 simply provides that any investment company, regulated or unreg- 
ulated, may distribute tax-exempt interest to its shareholders without the loss 
of the tax exemption. It is our conviction that this will attract annually 
subsantial additional commitments to the municipal bond market, without 
materially disturbing the other sectors of the capital market. 


INTRODUCTION 


Interest is a substantial item of cost to States, counties, cities, schools, and 
other issuers of State and local bonds. Not only has the total debt of these 
governments increased greatly in recent years, but the rate of interest on the 
new offerings is high compared to the standards of a few years ago. Further- 
more, competent projections indicate that the new bond offerings of State and 
local governments will increase in volume at an average of $1 billion a year 
over the next 10 years. This increase is an inescapable consequence of the 
growing population and expanding economy. 

The Federal Government is already making substantial annual grants to these 
local units of government. As their financial needs grow in the years imme- 
diately ahead, it may be expected that there will be a comparable increase in the 
necessity for Federal aid, except, of course, as local governments find it possible 
to help themselves. 

It follows that anything Congress can do to reduce the expenses of local gov- 
ernments will necessarily diminish the pressure upon the Federal Government 
for grants. 

If Congress can do this at little, if any, cost, the wisdom of doing so is self- 
evident. And that is precisely what the broad pass-through principle of H. R. 
8702 is designed to accomplish. 

This statement will discuss the following points: 

The importance of broadening the market for State and local bonds. 

The pass-through or conduit principle is historically appropriate to invest- 
ment companies and only to investment companies. 

The resources of investment companies should be made available to State and 
local governments. - 
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The effect upon the Federal Treasury. 

Technical objections to H. R. 8702 which should not defeat the paramount 
purpose of aiding local governments. 

Increased municipal financing is no serious threat to the capital market 
including Federal bonds. 

The support for the broad pass-through of H. R. 8702. 

Conclusion. 


THE IMPORTANCE OF BROADENING THE MARKET FOR STATE AND LOCAL BONDS 


State and local governments, like other sectors of the economy, are feeling 
the effects of the accelerated tempo of the times. New responsibilities are being 
forced upon them not only by the overall expansion of the volume of business, 
but also by the increase in the rate of urbanization. 

Urban living makes extensive utilization of the services provided by local gov- 
ernments. The continuing demands for more and better capital improvements 
are the most dramatic, although not necessarily the most urgent, of the demands 
which these governments are called upon to meet. Public improvements are 
being installed at the fastest rate on record. Highways are being built every- 
where, it seems, and most communities, particularly in suburbia, require addi- 
tional school buildings. Health considerations are making necessary large exten- 
sions to the water and sewer facilities, and the needs for other types of public 
works are now receiving more consideration. Extensive studies are being made 
of the costs for adequate systems of mass transportation in the larger 
metropolitan areas. 

A number of factors help to explain the large expansion in construction ex- 
penditures and bond offerings over and above the backlogs resulting from the 
depression and World War II. One is the surprise element in the current wave 
of growth. An increase in the birthrate during the war was taken as a matter 
of course, but the continuation of this high level since then was entirely unex- 
pected. Furthermore, few people anticipated such a long period of business 
prosperity with rolling readjustments at high levels. Likewise, a moderate 
expansion in the suburbs was anticipated in the immediate postwar period but 
not the explosive type of growth which took place on the periphery of so many 
urban areas. This spectacular growth around the great cities should not be 
allowed to obseure the rapid growth which is taking place in many of the 
smaller communities. Many rural areas also face difficult problems in providing 
the new school buildings required to meet the larger number of pupils and 
expanded curriculum, 


Construction expenditures to erpand sharply in years ahead 

There is a growing recognition on the part of the voters that the failure to 
make improvements in the public sector of the economy often holds up economic 
progress in the private sectors. This has contributed to the rapid increase in 
construction expenditures of State and local governments since the close of 
World War II. From the extremely low level of $1.5 billion in 1946 construe- 
tion expenditures of these governments have steadily increased to approxi- 
mately $11 billion in 1957. Inflation has held down the rate of increase of 
capital improvements, and striking as are these increases when expressed in 
terms of dollars little more is being accomplished than keeping up with the 
growth of the Nation. Only modest reductions are being made in the backlogs 
which accumulated during the depression and war years. 

Competent studies by eminent authorities are in agreement that the next 10 
years will witness a steadily growing volume of construction expenditures of 
State and local governments. The widely cireulated projections of Mr. Harry 
L. Severson, a prominent economist, indicates that the roadbuilding program, 
the new schools, improved water and sewer facilities, and expanding programs 
in other fields including improvements in mass transportation facilities will 
earry construction expenditures to approximately $18 billion by 1962 and to $25 
billion by 1968. A table and chart showing construction expenditures as com- 
piled by the Department of Commerce from 1946 through 1957 and the Severson 
projections from 1958 through 1968 follow : 
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Construction expenditures of State and local governments,’ 1946-68 
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| Including Federal aid. 
2 Preliminary. 


Source: 1946-53: Construction Volume and Costs, 1916-54, a Statistical Supplement to Construction 
Review, U.S. Department of Labor and U.S. Department of Commerce. 1954: Ibid., June 1956. 1955-56f 
Ibid., December 1957. 1958-68 projected by Harry L. Severson. An increase of 3 percent in the cost o: 
construction has been assumed. 


New bond offerings will also increase sharply 


This large volume of new public works will require a great deal of long-term 
financing, but only in a general way is the annual volume of new bond offerings 
related to construction expenditures. There are factors tending to require the 
sale of bonds in a volume greater than the cost of construction. A site must be 
acquired, and there are engineering, financial, and legal costs to meet. New 
buildings must also be equipped. On the other hand, all forms of pay-as-you-go 
have the effect of reducing the amount which must be financed by a bond issue. 
Furthermore, the timing of a new bond offering has no necessary relationship 
to the actual work on the project. Some types of projects, such as toll roads, are 
typically financed in advance of construction, while others, such as public hous- 
ing, are financed only after the project is ready for occupancy. 

As would be expected, the upward trend of new bond offerings since World 
War II has been irregular. From a low of $1.2 billion in 1946, the total moved 
upward in a saw-tooth manner to a high of $7 billion in 1954, when new offerings 
of toll-road bonds were so popular. In 1955 the total volume of new offerings 
declined to $6 billion and in 1956 it receded further to $5.4 billion, but in 1957 
there was a dramatic turnaround and the former high of $7 billion was almost 
reached. Currently (January 1958) the volume of new offerings is high. There 
is every reason to expect that new issues will continue to come to the market 
irregularly. However, since there is no basis for forecasting these ups and 
downs, a more or less smooth upward trend is shown in the Severson projections 
of new bond offerings. By 1962 the annual volume is expected to be in excess of 
$10 billion with a further increase to $15 billion in 1967. 

Finding investors to absorb this volume of new offerings appears as a real 
task when we remember that the market has choked up periodically on an annual 
volume of $6 billion to $7 billion. New bond offerings are compiled by the Bond 
Buyer for 1946 through 1957, and the Severson projections for 1958 through 1968 
are shown in the table and chart which follow: 
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STATE AND LOCAL GOVERNMENTS 
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New bond offerings of State and local governments, 1946-68 
{In billions] 
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1 Including bridges and tunnels. 
2 1946-57: Includes some unclassifled school, highway, and water and sewer bonds. 
3 Preliminary. 


Source: 1946-57, The Bond Buyer. For 1956 and 1957, Statistical Bulletin of IBA was also used; 1958-68 
projected by Harry L. Severson. 


Importance of interest cost 


The growth in total debt of State and local governments resulting from the 
large volume of new issues has made interest an important item of costs for 
these governments. Throughout most of 1957 a great deal of publicity was given 
to the rates of interest required to sell new offerings of State and local bonds. 
These rates, even after the improvement which has occurred in the past few 
weeks, seem high, at least in comparison with those which prevailed during the 
latter thirties and the war years. With all costs of Government rising (as well 
as the other costs of living taxpayers are tending to become more cost conscious, 
and increases in the tax rate are likely to be even less popular than usual. There 
is a growing realization that an extra half or even a quarter of 1 percent added 
to the interest cost on a long-term bond issue is a matter of considerable im- 
portance. 

The price-determining mechanism for State and local bonds is extremely com- 
plex and the price at which a given issue will sell is influenced by many factors. 
The major factors can be classified broadly in three groups: (1) the pure interest 
rate, (2) the value of tax exemption, and (3) investor acceptance of the particular 
issue. 

(1) The pure interest rate—The factors determining the interest rate are 
themselves complex. Two observations, however, are in order: (a) Generally 
speaking, the rate of interest depends upon the balance between investment and 
savings. Interest rates are likely to remain high, at least when judged by stand- 
ards of the 1930’s and 1940’s, as long as the Nation continues to forge ahead. A 
severe recession might, of course, result in a different picture. (b) With the great 
increase in the volume of outstanding State and local bonds, the investors have 
become more selective and the tax-exempt bond market has become more respon- 
sive to changes in the other sectors of the capital and money markets. 

(2) The value of taw exemption.—During World War II and in the period 
immediately following, issuers of tax-exempt securities were in an extremely ad- 
vantageous position. The supply of these bonds was declining at the very time 
that both tax rates and incomes were increasing. Consequently, the bidding was 
active for all types of State and local bonds. 

But all of this has changed. From such a highly favored position the issuers 
of State and local governments have been steadily losing ground, until the in- 
vestors are now in the favored position. Tax exemption is no longer a scarce 
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commodity. Since the close of World War II the total volume of outstanding 
bonds enjoying the tax-exempt privilege has increased from about $16 billion 
to over $50 billion in the middle of 1957. Furthermore, it seems probable that 
the volume of outstanding bonds will double in the next 10 years. Another factor 
making the situation difficult for the issuers is the fact that the great bulk of 
savings of the Nation is accumulating in financial institutions which benefit rela- 
tively little (many not at all) from tax exemption. 

Except as new outlets for State and local bonds are found, the tax exemption 
will provide diminishing benefits to the issuers. It is in recognition of this that 
a movement has developed to broaden the market for these securities by allowing 
investment companies to pass through the tax exemption to their stockholders. 

(3) Investor acceptance of particular issues.—Credit quality, or more precisely, 
the consensus of the market on this point, is an important factor in determining 
the price at which a particular issue will sell. With the great increase in the 
volume of available tax-exempt securities from which to choose, investors have 
become more selective. For this reason municipalities are finding it advisable 
to guard their credit standing and to tailor their new issues to the wishes of the 
market. 

The volume of bonds coming to the market is so large that all levels of govern- 
ment must cooperate if satisfactory sales are to be made: (1) the Federal 
Government by broadening the market through a change in the tax laws, (2) 
State governments by a review of the basic laws under which bonds are issued 
so that they are attuned to modern conditions, and (3) the issuing units by 
tailoring their bonds to meet the needs of the particular market and by keeping 
their financial house in order so that there will be no question about credit 
quality. 

Broadening the market 

The law of supply and demand assures us that if we increase the competition 
for State and local bonds by broadening their market, the result will be a bet- 
ter price for the issuers. 

If the investment companies were treated as conduits through which the tax- 
exempt interest might pass unchanged, we would have an incentive which 
obviously would attract a substantial portion of the investment company’s funds 
into the so-called municipal bond market. As the New York Times pointed out 
on January 15, 1958, on page 42, “As a consequence [of the loss of the exemption 
of interest when distributed to the shareholders of investment companies], in- 
vestment companies have little incentive to buy the securities [tax-exempt 
bonds].” 

In this connection it is interesting to note what a leading publisher of re- 
ports on business had to say about H. R. 8702. It advised its readers not to 
delay investment in tax-exempt bonds in view of the pending bill, H. R. 8702, 
and stated that “Such a measure would vastly broaden the market for tax- 
exempts—with a corresponding decline in their yields and rise in their price” 
(Prentice Hall, Information on Business, Washington, Taxes, Labor Relations, 
November 2, 1957). 


THE PASS-THROUGH OR CONDUIT PRINCIPLE IS HISTORICALLY APPLICABLE TO INVEST- 
MENT COMPANIES AND ONLY TO INVESTMENT COMPANIES 


The eligible investment company under H. R. 8702 is one which meets the 
gross income test of section 851 (b) (2) and (3) of the Internal Revenue Code 
(relating to regulated investment companies) in that it derives at least 90 per- 
cent of its gross income from dividends, interest, and profits on the sale or 
other distribution of stocks and other securities, provided that less than 30 
percent of its gross income is from profits on stock and securities held for less 
than 3 months. The bill expressly excludes banks and insurance companies. 

This restriction of the conduit or pass-through concept to investment com- 
panies is based upon the historical and rational distinction between invest- 
ment corporations and all other corporations. It is upon this basic difference 
between investment companies and actively operating companies that Congress 
can validly and reasonably base a decision to give the pass-through treatment 
to one and not to the other. 

An investment company is wholly engaged in investing the funds of its 
stockholders in stocks and bonds. Both in the United States and other coun- 
tries the peculiar status of the investment company is recognized and favor- 
able tax treatment is accorded on the theory that the company is doing what 











gs 


it 
r 


l- 


Weectr 


‘ew Se ty fF Ue wo 


eee NT OEE lee 


GENERAL REVENUE REVISION 2657 


the stockholders might have done directly and therefore the corporate tax is 
waived if certain precautions are taken to protect the Government. 

Thus under our Internal Revenue Code, a regulated investment company which 
meet certain investment standards does not pay the corporate tax if it dis- 
tributes its income to the stockholders. 

In Canada the investment company may accomplish the same result. Canada 
goes one step further and accords the same result to a “non-resident-owned in- 
vestment company,” which is an investment company owned 95 percent by non- 
residents of Canada. This latter company is given the privilege of paying a 
15 percent tax on its income and then capitalizing the balance of its income 
instead of distributing it to its stockholders. The theory is that if the company 
paid dividends to its nonresident stockholders, the withholding tax on the 
dividends would be 15 percent and therefore Canada is made whole if the com- 
pany pays a 15 percent tax. 

These instances are all based upon the fact that an investment company is 
merely engaged in placing the funds of its stockholders, and is not actively en- 
gaged in income-producing business operations. Obviously, this is not the case 
with a manufacturer, a bank or an insurance company. Corporations which 
carry on business operations cannot realistically be regarded as mere conduits 
for income flowing to their stockholders. An investment company adds little 
or nothing to the capacity of its shareholders to realize the income which flows 
through it. 

This is a basic distinction. It is a sound and unassailable one which con- 
stitutes a special classification for tax purpose. 


THE RESOURCES OF INVESTMENT COMPANIES SHOULD BE MADE AVAILABLE TO STATE 
AND LOCAL GOVERNMENTS 


Regulated investment companies 

Regulated investment companies consist of the closed-end variety, which on 
November 30, 1957, had assets valued at $1,280 million and the open-end com- 
panies (mutuals) with assets of $9,001 million. It is difficult to estimate the 
extent to which these regulated investment companies would invest in State 
and local bonds. It is reasonable, however, to predict that in making new com- 
mitments the possibilities in the municipal market would be carefully surveyed. 
The bill certainly furnishes them with a very real and attractive incentive to 
purchase municipal bonds and pass the interest on to their stockholders in its 
tax-free status. Furthermore, the enactment of this bill would probably cause 
them to grow more rapidly. 


Unregulated investment companies 

This group is made up of companies which are more closely held and, therefore, 
statistics in regard to them are not available. Two categories are included in this 
group. The first embraces investment companies which derive more than 20 per- 
cent of their gross income from the operation of a business, from rentals of real 
estate, from investment in oil and gas, etc. Thus, by so arranging the nature 
of a part of their income, these companies avoid the classification of personal 
holding company and are not required to distribute income. Although it is 
impossible to estimate either the number or size of these companies, it is reason- 
able to assume that they hold a sizable volume of assets, for it is common 
knowledge that, where possible, investment companies strive to avoid the tax 
penalties placed upon personal holding companies. 

The other category, which constitutes a potentially substantial source for 
State and local governments and which this bill also seeks to interest in such 
investments, is the personal holding company. This company today is a meticu- 
lously regulated and disciplined taxpayer and constitutes perhaps the most 
taxed member of the community. It pays the same corporate tax as any other 
business corporation, namely 52 percent, and then it is required to distribute 
its personal holding company income, as defined in the code, to its stockholders 
where it is again promptly taxed. If the income is not so distributed, the com- 
pany is required to pay an additional surtax of 75 percent on the first $2,000 and 
85 percent on the balance. At the present time this type of unregulated invest- 
ment company may receive interest on municipal bonds tax free and need not 
distribute it; in fact, it does not distribute such interest for the simple reason 
that in the hands of its stockholders it would be fully taxed as an ordinary 
dividend. 
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H. R. 8702 preserves the existing restrictions upon personal holding companies. 
Thus they must continue to distribute all “personal holding company income” 
under the compulsion of the high penalty surtaxes. In a sense the pass-through 
in question carries out the existing statutory attitude toward personal holding 
companies which is to require income to flow uninterruptedly through the cor- 
portation to the shareholders. (See subch. G. pt. II, IRC.) 

In the last published report of the Commissioner of Internal Revenue on per- 
sonal holding companies, which was for the taxable year 1952, it was indicated 
that returns were filed by 4,956 companies. The total chapter 1 net income, as 
defined in the 1939 code, reported by these companies aggregated $279,125,000. 
If we assume a return of 3 percent, it would mean that these companies held 
assets having a market value of approximately $9 billion at the end of 1952. 
Applying the 80 percent rise in the value of equities from 1952 to July 1957, 
when H. R. 8702 was introduced, the personal holding companies had assets 
estimated to be worth in excess of $16 billion, or, if allowance is made for the 
decline in the stock market in the last half of 1957, the value of these companies 
would be about $13.5 billion. 


EFFECT UPON THE FEDERAL TREASURY 


It is impossible to measure exactly the effect that H. R. 8702 would have upon 
the Federal Treasury, but it is demonstrable that it would not be substantial. 
The bonds will be issued out of necessity in any event. The interest will be 
tax free under existing law, no matter who the purchaser may be. While it can 
be said that under existing law interest distributed by investment companies 
would be taxed to its shareholders, it is in fact not distributed, and therefore 
it is not taxes under existing law. Personal holding companies, for example, 
are not required to distribute such interest, and it is doubtful if a tax could be 
imposed on account of nondistribution since it would constitute a tax upon 
State and local bonds. At any rate, therefore, the distribution of interest under 
H. R. 8702 would not result in a loss with respect to municipal bonds. If an in- 
vestment company acquires a tax-exempt bond instead of a dividend-paying 
security, while it is true that the investment company would not be taxed on 
the dividend it does not receive, on the other hand the dividends would be taxes 
to whoever holds the stocks not purchased by the investment company. 

Personal holding companies have been primarily interested in capital gains. 
Capital gains are not required to be distributed by them under law. The reason 
for this is that the capital gains tax payable by a corporation is at least as high 
and sometimes higher than if the gain were realized by the shareholders. At the 
present time personal holding companies are not intentionally formed, since it 
would be much more advantageous taxwise for individuals to invest their funds 
directly. New personal holding companies come into existence today generally 
when an operating company disposes of its assets for cash and the shareholders 
choose to leave the funds in the corporation rather than to liquidate it. 

Under section 337 a corporate tax upon the sale of such assets by a corporation 
may be avoided if the selling corporation is liquidated simultaneously. It may 
be that H. R. 8702 will on occasion lead the shareholders not to liquidate, in 
which case a capital gains tax will not be paid upon liquidation of their corpo- 
ration. On the other hand, on such an occasion the corporation will be required 
to pay an unnecessary capital gains tax on the sale of its assets, and the net 
proceeds will still be separated from the shareholders and can be acquired by 
the shareholders only upon the payment of a capital gains tax on liquidation of 
the corporation. In short, such a course would require the payment of an un- 
necessary capital gains tax in the corporation with a mere postponement of a 
capital gains tax on liquidation of the corporation. It would seem, therefore, 
that this possibility is not one of much concern to the Treasury. 

In summary, therefore, it can be fairly said that the loss to the Federal Treas- 
ury under H. R. 8702 will be little, if any. If there is any loss, it cannot be cal- 
culated and will very probably be more than offset by the lessened need for 
Federal aid to the local levels of government. 


TECHNICAL OBJECTIONS TO H. R. 8702 WHICH SHOULD NOT DEFEAT THE PARAMOUNT 
PURPOSE OF AIDING STATE AND LOCAL GOVERN MENTS 


Here we are concerned not so much with matters of substance as with those of 
form and technical consistence. The objections are not based on considerations 
of right or wrong, nor of justice or feasibility. 
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These objections deal with the novelty of passing income through a corpora- 
tion without loss of its identity. A corollary question is that, if tax-exempt 
interest may be passed through, why not permit deductions such as percentage 
depletion and intangible drilling costs to be passed through. In short, the gist 
of the technical objections would be that we are being inconsistent with existing 
concepts and practices. 

In the first place, there is no disputing the power of Congress to enact such a 
special provision. The Internal Revenue Code contains a number of exceptions 
and, if you will, inconsistencies. Secondly, as we have seen, there is the funda- 
mental distinction between investment companies and the operating corporations. 

Basically the answer is that the matter is one of pure policy for Congress. 
The tax law does not, and need not, treat all corporations and all items of 
income and deduction with complete uniformity. The question here is simply 
whether Congress wishes to make a change which will give fuller recognition to 
the exempt character of State bond interest and neutralize the effect of the tax 
law on investors’ choice as to the medium and mechanics of investing in such 
bonds. 

As for passing corporate deductions to the shareholders, the inherent absurdity 
of a second application of a corporate deduction to dividends paid out of the 
income remaining after the first application of the deduction is apparent. No 
such absurdity applies to the passthrough of an exemption which is derived 
from the character of the net income which is distriubted. Whether the exemp- 
tion is to be carried through to the stockholders is a question as to the scope 
and effectiveness which Congress wishes to attach to the exemption, and not a 
question which can be settled by arguments for uniformity or by analogy to 
the treatment of deductions and credits generally. Moreover, the passthrough 
is intended primarily for the benefit and relief of the lower levels of govern- 
ment for which the Federal Government has, or has assumed, certain responsi- 
bilities. In the other cases mentioned above, the primary and exclusive bene- 
ficiaries would be the private investors. 


INCREASED MUNICIPAL FINANCING IS NO SERIOUS THREAT TO THE CAPITAL MARKET 
INCLUDING FEDERAL BONDS 


As has already been noted, the additional bonds are going to be issued whether 
H. R. 8702 is enacted or not. Nevertheless, it will be instructive to observe what 
effect these bonds will have upon the rest of the capital market: Mortgages, 
corporate debt, equities, and Federal debt. 

In absolute amounts the total volume of State and local bonds outstanding 
of $50 billion on July 1, 1957, is substantial, and it has been growing rather 
rapidly in recent years. In the 12 months ending June 30, 1957, for example, 
the increase was $4.5 billion.” The large public improvement programs going 
on all around us have contributed to the imbalance between savings and invest- 
ment which in turn have contributed to the inflationary pressures that have 
plagued our economy since the close of World War II. With a change in the 
outlook the situation may be quite different. This large backlog of demand for 
eapital goods may become an important stabilizing influence if the demand for 
other types of goods should fall off sharply. The importance of the municipal 
bond market, however, should not be overemphasized. The tax-exempt sector 
comprises only a small proportion of the total capital market. Each of the 
main sectors—mortgages, corporate bonds, stocks, and Federal Government 
bonds—are several times as large as the State and local sector. 

On June 30, 1957, the total mortgage debt of the Nation totaled $150.2 billion 
and had increased approximately $12.7 billion in the preceding 12 months. Thus 
the mortgage market is about three times the size of the tax-exempt debt and 
is growing at about the same rate.’ 

Gross corporate long-term debt at the close of 1956 was reported by the 
Government at $117 billion. This represented a rise of about $9.7 billion in the 
preceding 12 months. Thus corporate debt is about twice the State and local 
debt and is also increasing at about the same rate.* 

The value of all stocks outstanding is many times as great as the total amount 
of tax-exempt bonds outstanding. On June 30, 1957, listed stocks on the New 
York Stock Exchange were valued at $227 billion,‘ more than 4 times the total 





1 Census of Government, U. 8S. Department of Commerce, advanced release, December 1, 
1957, entitled “State and Local Government Indebtedness.” 

2 Federal Reserve Bulletin, table on mortgage debt outstanding, December bre tel ye. 

*U. S. Department of Commerce, Survey of Current Business, May 1957, 

4 Statistics released by the New York Stock Exchange. 
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debt of State and local governments. Many stocks are, of course, listed elsewhere 
and others are unlisted. Some estimates put the value of these stocks at about 
half the value of those listed on the New York Stock Exchange. On this basis 
listed and unlisted stocks are about six times the debt of State and local 
governments. 

On June 30, 1957, the gross debt of the United States Government totaled 
$270.6 billion, over 5 times the total debt of State and local governments.’ A 
considerable portion of the Federal debt is in forms which are not competitive 
with State and local bonds. As everyone will remember the debt of the United 
States Government has been fairly constant recently. 

To conclude, some shifting between sectors of the capital market is inevitable 
and desirable. The shift of a few billions to the tax-exempt sector will ease 
credit in this sector relatively far more than it would tighten credit elsewhere. 
Even if all of the funds were transferred from one of the other sectors, an ex- 
treme and unrealistic assumption, the sector from which the funds were with- 
drawn would not be pinched nearly as much as the municipal sector would be 
eased. In the event that there were a gradual and orderly transfer from each 
of the other sectors, the effect on the market would be very small. The purpose 
of H. R. 8702 is to facilitate such an orderly shift. It would make State and 
local bonds attractive to investment companies, a type of financial institution 
where funds are accumulating. Established relationships would be changed very 
little. For the most part the shift in the portfolios would be accomplished by 
changes in the investment patterns as funds became available for reinvestment. 


THE SUPPORT FOR THE BROAD PASSTHROUGH OF H. R. 8702 


Organizations which have announced formal support for the principle of H. R. 
8702 include the American Municipal Association, representing some 12,500 
mayors, including those of all cities of a population in excess of 100,000; the 
National Association of County Officials: the National Education Association; 
the Council of State Chambers of Commerce; and the American Farm Bureau 
Federation. 

The National Committee for Municipal Bonds was formed to support the 
principle of H. R. 8702. It is made up mostly of State. city, county, and school 
officials from various parts of the country. The membership consists of Dr. 
James E. Allen, Jr., New York State commissioner of education; Dr. Thomas D. 
Bailey, Florida State superintendent of public education; Dr. Edgar Fuller, 
executive secretary of the Council of Chief State School Officers; Dr. Sam M. 
Lambert, director of research, National Education Association; Jeff B. Bates, 
State treasurer of South Carolina; Mayor John B. Hynes, of Boston; Mayor 
Raymond R. Tucker, of St. Louis; Carl H. Chatters, comptroller of the city of 
Chicago; Lawrence E. Gerosa, comptroller of the city of New York; Harry D. 
Ross, controller of the city and county of San Francisco and director, League of 
California Cities; Homer B. Clarke, Tennessee superintendent of banks; Robert 
E. Develle, director of finance of the city of New Orleans; Thomas Graham, 
president of the commissioners of the sinking fund of the city of Louisville; 
Bernard F. Hillenbrand, executive director, National Association of County 
Officials: J. W. Latham, former State comptroller of Mississippi; Mayor Joseph 
F. Morelli, of New Britain, Conn.; Tommie Penry, commissioner of Rusk County, 
Tex., and director, National Association of County Officials; E. Simenson, mayor 
of Wenatchee, Wash., and president, Association of Washington Cities; Cecil R. 
Cummings, vice president, First Michigan Corporation ; G. G. Tegnell, director of 
research, chamber of commerce, New York: Charles R. Hayes, former chief 
judge, Supeme Court of South Dakota; Frank W. Allcorn, Jr., chairman, Meri- 
wether County (Georgia) Board of Roads and Revenues; and Albert H. Mona- 
celli, a member of the New York City bar, who is serving as chairman and 
counsel. 

These officials and organizations are supporting the proposed legislation be- 
cause they are convinced that it will give substantial and sorely needed help for 
State and local governments. Organizations such as the chambers of commerce 
and the Farm Bureau, which are not directly connected with local governments, 
base their support upon the wisdom of strengthening the financial independence 
of State and local governments, particularly when it involves little, if any, 
Federal cost. 


5U. S. Treasury, reprinted in the Federal Reserve Bulletin, December 1957, p. 1392. 
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CONCLUSION 


Your committee is respectfully urged to consider this broad passthrough Dill 
in its true perspective as desirable and inexpensive assistance to the schools 
and to State and local governments. There will be benefits to some investors 
whose funds are sought for the municipal bond market, but they are incidental 
and they spring from the existing exemption on the bonds. The net effect of the 
proposed legislation will be to shift the advantage of the existing exemption to the 
sellers of the bonds and away from the purchasers, to maximize the benefits of ex- 
emption to schools and the other issuers. It is respectfully submitted that the 
paramount municipal purpose should be accepted as the prevailing consideration. 

Mr. Monacetui. We are not here in opposition to the bills advo- 
cated by the preceding witness. We think they are fine bills. We 
are here to urge upon your committee two broader and more effec- 
tive passthrough bills, H. R. 8706, introduced by Representative Cur- 
tis of Missouri, and H. R. 9058, introduced by Representative Horan, 
of Washington. The two are identical. 

These go two steps beyond the narrow bills. First they eliminate 
the requirement that the portfolio of the investment company must 
be 90 percent in tax exempts. Secondly, they do not limit the pass- 
through to investment companies which are regulated by the SEC. 
Instead they extend the incentive to buy State and local bonds to all 
investment companies which meet the gross-income test now contained 
in section 851 (b) (2) and (3) of the Internal Revenue Code (relat- 
ing to regulated investment companies). That is to say, all domestic 
corporations, other than banks and insurance companies, which de- 
rive at least 90 percent of their gross income from dividends, inter- 
est, and capital gains from the sale of stocks and other securities, 
provided that less than 30 percent is from short-term capital gain. 

These two changes will add substantially to the breadth of the 
municipal bond markets. By removing the 90 percent investment 
requirement, the broad bills make eligible the regulated companies 
now in existence with their portfolios of some $10 billion. The exten- 
sion to the unregulated companies will make available volumes of 
funds larger than in the regulated field. Included among the unreg- 
ulated investment companies are personal holding companies esti- 
mated to be worth in excess of $13 billion. In this connection we 
wish to say that the broad bills do not change any of the existing 
provisions of subchapter G, part IT, dealing with personal holding 
companies. In a sense this pass-through or conduit theory conforms 
to the statutory attitude toward personal holding companies, which 
is to cause the income to pass through—uninterruptedly—the company 
to the shareholders. 

It is impossible to predict the extent to which new avenues of invest- 
ment will be utilized, particularly at the outset. We have little 
doubt, however, as to the substantiality of the funds that the broad 
bills will attract from personal holding companies. For example, 
my own law firm numbers among its clients a personal holding com- 
pany which will consider purchasing as much as $100 million of State 
and local bonds. 

With reference to the “narrow bills,” as we call them for lack of a 
better word, we wish to explain that each of the benefits enumerated 
by their advocates this morning will be achieved, better achieved, 
under the broad bills. In addition, the bills we support will create 
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a much broader market, which, of course, is what State and local 
governments need and want. 

Mr. Chairman, the principle of the pass-through of tax-free interest 
constitutes a unique and salutary device, even an inspired device, 
whereby financial aid can be furnished to all levels of then govern- 
ment without cost, or at nominal cost, to the Federal Government. 
We believe that such a principle should be given a broad application 
in order to make it a really effective aid to schools and the other 
issuers. 

In the minute left to me, I can do no more than state the points 
which are developed in our written statement. 

First, we describe the present and projected conditions of the 
municipal bond market ind the importance of broadening it. 

Second, we discuss the historical propriety of applying the con- 
duit or pass-through principle to pure investment companies both in 
this country and in other countries. 

Third, that the resources of these investment companies should be 
made available to State and local governments. 

Fourth, that the broad pass-through will have little, if any, effect 
upon the Federal Treasury. 

Fifth, that there are some technical objections which are not based 
upon considerations of substance and which completely ignore the 
paramount municipal purpose of the broad bills. 

Sixth, that increased municipal financing, which will be inevitable 
in any event, will not seriously disturb any other sector of the capital 
market including that represented by Federal obligations. 

There is very wide support for these broad bills. Outside of some 
technical objections raised by the Treasury, practically the only oppo- 
sition we have encountered has centered around the staff of the Port 
of New York Authority. Their concern is that in seeking this aid 
for State and local governments we may lead the Congress to remove 
the existing exemption from the code. ‘This view was very thoroughly 
considered at the convention of the American Municipal Association 
last month and overwhelmingly rejected. 

It is quite generally accepted that such a movement would be vig- 
orously opposed by just about every State, county, city, and school 
district in the Nation and in general by the taxpayers who support 
them. 

The reason concerned, in our opinion, Mr. Chairman, is that if the 
market is not broadened enough to restore the real benefits of the ex- 
emption to the issuers where it belongs, Congress will be greatly dis- 
turbed by any further diminution of these benefits to State and local 
governments. 

In conclusion, Mr. Chairman, the broad bills seek to maximize the 
benefits for the schools and all of the other issuers. Obviously, if 
you wish to attract additional funds, the legislation must contain an 
attraction for such funds. This attraction lies in removing the bar- 
rier which now keeps them substantially out of the market. The 
advantages to the suppliers of these additional funds are secondary 
in importance and they flow from the existing exemption. The im- 
portant and paramount objective is to aid State and local governments, 
and that we respectfully submit should be the prevailing consideration. 

My statement is concluded, Mr. Chairman. 
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The Cuamman. We thank you, sir, for coming to the committee 
and giving us your views with respect to this matter. 

Mr. Curtis has a question. 

Mr. Curtis. Mr. Chairman, I would like to just ask one question. 

One of the points you were making was there would be no tax loss 
involved if the broad bills were passed. In other words, presently 
the unregulated investment companies are not investing in this area; 
is that right? 

Mr. Monace.ui. To the extent that they do invest, and we don’t 
believe it is on a very grand scale, they never distribute the interest. 

Mr. Curtis. I see. 

Mr. Monacetut. Therefore, it is not taxed. 

Mr. Curtis. Therefore, that is the basis on which there would be no 
tax loss. 

Mr. Monace.ui. Yes, sir. 

Mr. Curtis. You feel if this were extended they would go into this 
market ¢ 

Mr. Monacetut. On a very large scale. 

Mr. Curtis. Thank you. 

(The following statement was recieved by the committee :) 


STATEMENT OF F, CLEVELAND HeEprICK, JR., WASHINGTON, D. C., IN SUPPORT OF 
LEGISLATION To MAKE AVAILABLE STATE AND LOCAL GOVERNMENT BOND INTER- 
EST ON A TAx-FREE Basis TO HOLDERS OF SHARES IN INVESTMENT FUNDS 


The committee has received some very strong testimony in support of proposed 
legislation to give municipal bond investment fund shareholders the benefit of the 
tax-free treatment of interest on such bonds. I would also like to support this 
proposed legislation. 

The constantly mounting pressure on the Federal Government to provide local- 
type improvements and school construction would be materially lessened if local 
governmental units could more readily finance their long-term construction 
needs. This could be accomplished by making available to these governmental 
units a broader market for the bonds they sell to procure the necessary funds 
for construction of such facilities. 

At the present time, State and local governments issue bonds as the means of 
getting long-term capital funds to meet their construction needs. Presently, 
these bonds are issued in denominations of $1,000 and are sold to underwriters 
who in turn sell the bonds in groups of 5, 10, or more to well-to-do individuals or 
to investment holding groups. After the original sale, there is very little market 
for these securities and generally, the original purchaser seems to hold them to 
maturity. This lack of a ready market particularly after the original issue has 
been accomplished, results in a higher interest rate being charged the local gov- 
ernment thereby increasing the cost of the particular project involved. 

One of the best ways to solve this problem would be to make available to 
certain investment funds created for this purpose, the right to pass-through to 
the fund’s shareholders the tax-free interest the fund would receive from its 
holdings of these securities. This investment fund technique has worked well 
in the distribution of other types of securities and makes available to the general 
public and particularly to the small investor, a means whereby he can gain 
greater diversity in his investments. Applying that approach to this problem 
would make available to the small investor the power to invest in these local 
government bonds, a power he does not now have since it is difficult for such an 
investor to accumulate sufficient money to purchase a security of such a large 
denomination. Under the investment-fund approach, a small investor could buy 
a share in the investment fund for possibly as little as $20 or $25 and the fund 
in turn could gather the funds of a number of these small investors and purchase 
the State and local bonds. These shares would be easily convertible as are pres- 
ent investment fund shares and this in itself would remove one of the most 
difficult existing obstacles in the present system. 











2664 GENERAL REVENUE REVISION 


The use of the investment fund passthrough device permits the tapping of 
an entirely new source of capital for the issuers of State and local government 
bonds and would make for a readier market for the sale of the bonds. In turn, 
this would make it much easier for the State and local governments to issue their 
securities and meet their financial needs. This would tend to remove a great 
part of the pressure upon the National Government for grants-in-aid and other 
type assistance to State and local governments to accomplish what in many 
cases the State and local government should do for itself, but is unable to be- 
cause of its difficulty in raising funds. The great emphasis today is for the 
Federal Government to increase defense expenditures, with a hoped for diminui- 
tion in nondefense expenditures. The adoption of the passthrough technique 
would help on the nondefense side by making more readliy available funds for 
these local needs without having the money come from the Federal Government. 
Possibly a rdeuction in nondefense Federal expenditures could then be made 
which did not prevent the development of needed local facilities. 

Advocates of the broader application of the conduit principle to all investment 
companies regardless of the amount of municipal bonds held have suggested that 
the broader market cannot be obtained unless the principle is so extended. From 
the inquiries we have received from persons who would be interested in or- 
ganizing municipal bond funds if legislation such as H. R. 8810, H. R. 8811, and 
H. R. 8812 is enacted, we believe that enough such funds will come into existence 
to provide the needed market. We feel the job can be done without the com- 
plications of extending the principle beyond the municipal bond type fund. 

It is our analysis that provision for the passthrough of the tax-free interest 
in the investment fund situation would not disrupt in any way, the present 
market for State and local government securities. Instead, there would be 
an additional purchaser in the market—the investment fund—a purchaser 
created by the tax-free passthrough. The present purchasers, the wealthy indi- 
viduals and holding companies, could continue to purchase the securities as 
they have in the past, although a desirable change which might occur would be 
a reduction in the interest rate paid by the governmental unit due to the greater 
marketability—a saving to the bond issuer. 

In considering a change in the tax law, the revenue effect is, of course, of 
great importance. Presently, there is no tax on these interest payments and 
the change in the law would not vary this approach but only make this tax-free 
interest available to the smaller investor. The President in his 1957 economic 
message to Congress pointed out that the legislation would involve no loss of 
revenue. In addition, it should be pointed out that, with the creation of the 
municipal bond investment fund, the purchase of the investment shares would 
be subject to the present Federal transfer taxes and would give rise to additional 
revenue which is not now realized by the Federal Government. 

The adoption of legislation to accomplish the passthrough of the tax-free in- 
terest would certainly make available to the issuers of these securities a new 
market now denied them. The availability of this new source of funds would 
operate to reduce the cost of borrowing money to State and local governmental 
units and make them more willing to embark upon needed long-range projects. 
This in turn would relieve the Federal Government from the substantial pressure 
to finance these projects since the funds would be more readily available to the 
local government from its own sources rather than through the Federal Gov- 
ernment grants-in-aid or other assistance programs. In the interest of better 
local government and particularly in the interest of reduction of the nondefense 
Federal budget, the adoption of legislation to accomplish this passthrough is 
strongly recommended to the committee. 


The Cuarrman. The next witness is Dr. Edgar Fuller. 


STATEMENT OF EDGAR FULLER, EXECUTIVE SECRETARY, COUNCIL 
OF CHIEF STATE SCHOOL OFFICERS 


Mr. Fourier. Mr. Chairman and members of the committee, my 
name is Edgar Fuller. I am executive secretary of the Council of 
Chief State School Officers, which has a three-person office here in 
Washington. The council is entirely independent of all other organi- 
zations. The members are the State superintendents or commissioners 








GENERAL REVENUE REVISION 2665 


of education of the 48 States and of Alaska, Hawaii, Puerto Rico, 
Guam, and the Canal Zone. 

Two of the prominent members of the council are members of the 
National Committee for Municipal Bonds, Inc., which is presenting 
the case for the legislation incorporated in H. R. 8702. ese chief 
State school officers are Commissioner James E. Allen, Jr., of New 
York, and Superintendent Thomas D. Bailey, of Florida. Bath have 
had much experience in school finance. They speak on behalf of the 
State educational systems and for local school districts generally. 

I have checked with a considerable number of the State superinten- 
dents and State commissioners on this issue. Although there are 2 or 
3 who believe that the legislation would be of minor assistance in con- 
nection with the marketing of school bonds, most of the replies I 
have received have expressed the opinion that broadening of the mar- 
ket for school bonds by the exemption of the interest from such bonds 
paid by investment companies in the hands of their shareholders would 
substantially improve the market for school-district bonds. This 
would be a ae result from the point of view of State and local 
governments and would help school districts and States which support 
school construction through bond issues. 

It seems clear to me that this legislation would be beneficial for 
the marketing of tax-exempt State and local bonds under any set 
of conditions in the market. That is to say, there would be benefits 
even when interest rates for the time being were lower than usual, 
just as there would probably be greater benefits when the interest 
rates of school district and other tax-exempt State and local bonds 
were higher than usual. We do not anticipate any circumstances in 
which the schools, the cities, and the States would not benefit to some 
extent. 

State and local public debt, as you know, is rising rapidly. A large 
proportion of it goes for schools. We are concerned that in a country 
which has a $440 billion gross national product, but a total assessed 
value of real property of only $280 billion, that the tax base for capital 
outlay for schools may grow more and more inadequate. More 
children were born in 1957 than in any other year, 4,318,000 of them. 
Our largest class of schoolchildren is yet less than 1 year old. All 
the preschool classes are larger than those which went before. There 
is no sign of decline in the birthrate. We hope you will consider 
H. R. 8702 favorably, because we believe it would be of assistance in 
financing school facilities for our rapidly increasing population. 

; I would like to file a brief statement to be printed in the record if 
may. 

The Cuarrman. Without objection, it is so ordered. Are there any 
questions ? 

The Cnarman. Mr. Harold M. Tollefson is the next witness listed 
but the Chair understands that Mr. Tollefson desires to be last. Is 
that right? 

Mr. Touierson. That is right. 

The CuHarrman. The next witness is Mr. Carl H. Chatters. 

Mr. Chatters, please come forward and, for the benefit of the record, 
please give your name, address, and capacity in which you appear. 
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STATEMENT OF CARL H. CHATTERS, COMPTROLLER, CITY OF 
CHICAGO, CHICAGO, ILL. 


Mr. Cuatrers. My name is Carl H. Chatters. I appear as comp- 
troller of the city of Chicago. 

The Cuamman. Mr. Chatters, you have very, very fine representa- 
tion on this committee from the State of Illinois both in Mr. O’Brien 
and Mr. Mason. You can feel right at home with us. 

Mr. Cuatrers. I do. I have appeared before the committee many 
times and I know both the gentlemen in question. 

The CHarMan. We are glad to have you with us. Do you have 
a statement that you want to appear in the record ? 

Mr. Cuatrers. Yes, sir; I will file the statement and I will take 
maybe 3 minutes. 

The Cuarrman. Without objection, the statement will appear in 
the record. 

(Mr. Chatters’ prepared statement follows :) 


STATEMENT oF CarRL H. CHatrers, Crry COMPTROLLER OF THE CITY OF CHICAGO 


Eight or nine years ago when I was director of the American Municipal Asso- 
ciation, the proposal was made to permit regulated investment companies to pass 
on to their shareholders as tax-exempt dividends the income derived from 
municipal bonds. Now, as comptroller of the city of Chicago the proposal, as 
somewhat extended by H. R. 8702, seems even more necessary and desirable than 
it did then. 

Competent estimates forecast the issuance of $11.4 billion of new State and 
local bonds in 1963 compared with $6.9 billion in 1957 and $3 billion in 1948. 
The increase will be due to skyrocketing construction prices, to new types of 
public facilities, and to the tiresome process of catching up on the public-con- 
struction lag which blanketed this country from 1929 to 1948. As a footnote, 
please record that the city of Chicago reduced its general obligation bonded debt 
from a peak of $140 million in 1932 to only $34 million in 1945. Construction 
just stopped. 

But higher interest rates on municipal borrowing have multiplied the effects 
of higher construction costs and increasing volume of work to overcome the lag 
of two decades. For our interest-cost figures we will cite the index of the Bond 
Buyer, the index most widely accepted. This shows the yield on the bonds of 
20 large cities. The low point in borrowing costs, according to this index, was 
1.29 percent on February 14, 1946. The recent high point was 3.56 percent on 
September 5, 1957. Let me illustrate graphically the cost in interest rates to a 
city like Chicago. On November 13, 1957, we sold $20 million of water revenue 
bonds at an interest-cost basis of 3.96 percent. Total interest cost on these 
20-year bonds—assuming they matured in equal amounts each year—would be 
just a little less than $8,400,000. A reduction in interest rates of 1 percent 
would have saved $2,100,000—contrariwise, an increase of 1 percent would have 
added $2,100,000 in interest costs. The situation is even more dramatic when 
you realize that 1 week after our sale and the change in Federal Reserve redis- 
count rates, we could and would have sold the bonds at an interest cost of about 
3.26 percent—a cash saving of $1,500,000. 

When you apply figures like these to the $200 million general obligation bonds, 
the $150 million water bonds, and the $80 million airport bonds which the city 
will issue in the next 5 years, the saving is multiplied. For on the assumption 
that the bonds would average only 10 years outstanding (actually it would be 
much longer) 1 percent difference in the interest rate would mean $43 million in 
interest costs. The Chicago commissioner of planning, Mr. Ira J. Bach, estimates 
that Chicago alone will spend $688 million on public construction from 1958-62, 
most of it from bonds. Do not misunderstand me and think I am saying that 
we will save 1 percent interest by H. R. 8702. But I am saying most emphati- 
cally that Chicago is doing things in a big way and that the volume of new bonds 
to be sold requires the broadest possible market for these new issues. The 
figures I have cited for new bond issues by the city of Chicago do not include 
the issues of the board of education, the Chicago Park District, the Chicago 
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Sanitary District, nor Cook County. These latter will at least double the 
amount for the city of Chicago alone. Lest you think these figures are high, 
the city of Chicago alone in 1957 sold $100,095,000 of water bonds, general tax 
bonds, and parking revenue bonds. ° 

The construction needs for cities, counties, and schools throughout the Nation 
parallel Chicago’s needs. Nearly every State, every county, every city, every 
school district was at a standstill in public construction for 20 years while the 
public plant was falling apart, maintenance was almost negligible, and popu- 
lation grew by leaps and bounds. Now our needs for credit are great, credit 
is understandably being restricted and new pools of investment funds must be 
located. My firm belief is that H. R. 8702 is a long step toward this pool of 
available funds. 

Finally, may I urge you to pass this bill because it will help to keep the 
fianancing of local improvements at the local and State level. Some projects do 
require some Federal assistance and are so entitled because of their nature. 
State and local debts are not inflationary to the extent that Federal debt is be- 
cause they do not increase the money supply. Pressure on the Federal debt and 
Federal finances are kept down by the ability of States and cities to finance 
their own projects through their own bonds. 

Since 1933 or 1984 I have appeared before your committee on many occasions 
in the interest of local governments which I represented. All that I said in those 
earlier appearances is consistent with my suggestion to you today. With little 
or no cost to itself, the Federal Government can help keep local borrowing costs 
down. The necessity for such savings at the local government level grows more 
urgent as the volume of debt, the volume of construction, and the level of interest 
rates all increase. By the same token the broader bills such as H. R. 8702 will 
give greater help than the more limited bills. The niceties of the situation and 
the contrary arguments, if any, are left to others. I just know the necessity for 
a broader market exists and sincerely hope you will help make it possible. 


The Cuarrman. You may proceed. 

Mr. Cuarrers. This proposal as embodied in H. R. 8702 was first 
made 7 or 8 years ago when I was director of the American Municipal 
Association. I think it was made, as I recall it, by Beardsley Ruml, 
who has appeared before you on many other questions. 

This proposal of course to permit regulated investment companies 
to pass on to their shareholders as tax-exempt dividends the income 
from municipal bonds has been somewhat extended by H. R. 8702, 
although it appears also in H. R. 8811, and 8812, I would certainly 
like to endorse H. R. 8810, 8811, 8812, as well as H. R. 8702. 

I think the legislation is desirable because of the tremendously in- 
creased volume of State and municipal debt. 

In 1948 new State and local issues amounted to about $3 billion. In 
1957 they were about $7 billion, and competent estimates with which 
I agree would place them in 1963 at $11.4 billion. 

I think those figures are reliable. The difficulties that cities and 
States have now comes in part from the fact that they are having to 
do a tremendous amount of work that was delayed during the long 
period from 1930 on through 1948 at least, when practically no con- 
struction work was done. None was done in our own city and during 
that time the debt of the city of Chicago was reduced from $140 mil- 
lion from 1932 to only $34 million in 1945. 

Construction simply stopped. Now we are trying to catch up at a 
time when costs have skyrocketed, when the volume of work is great, 
and when interest rates have tremendously increased from their low 
point. The low point, according to the index we usually rely on, was 
reached right after the war, that is, in 1946, when it stood at 1.29 
percent. That compares with its alltime peak of about 514 percent, 
and a recent peak in the index of about 3.56, last September just before 
the Federal Reserve loosened up on credit a little. 
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To show how this affects us, we sold water bonds 2 days before the 
interest rates started to go down. We paid 3.96 percent on $20 mil- 
lion of water bonds. Our interest cosé over the period was $8.4 mil- 
lion. A week later we could have sold the bonds for about 3.26 per- 
cent compared with 3.96 on the day we sold them. One percent dif- 
ference of interest on this issue alone would have made $2.1 million 
difference to us. One percent lower would have saved us $2,100,000. 
One percent higher cost us $0.1 million. 

This is on one issue. We wish we would have sold 2 days later, but 
we did not have a crystal ball. When you apply these figures to the 
total that we have to do in the next 5 years, any savings in interest is 
substantial. Ata minimum we will probably sell for the city of Chi- 
cago alone, not including the other public bodies, not including Cook 
County, not including the sanitary district, not including the board 
of education, or any of the other public bodies in the city, at least 
$500 million in bonds. This may seem high to you, but actually 
last year, in 1957, we sold $1,193,000 in bonds, partly general obli- 
gation bonds, partly water bonds, and partly revenue bonds for park- 
ing purposes. 

Ve are building a water plant for which we will need $150 million 
in the next 5 years. Construction needs for cities, counties, and 
schools, I think, throughout the country parallel our own. I have fol- 
lowed this carefully as a means of making a living in various ways for 
the last 30 years, and I am thoroughly convinced that other people 
have the same needs we do. 

Our needs for credit are great. Our credit is understandably re- 
stricted, and new pools of investment must be located. 

My belief is that H. R. 8702 as well as the other bills along these lines 
will help to get available some of the money we need. I think it will 
help to some extent in avoiding Federal aid. If we have a choice 
any time between issuing Federal bonds and issuing State and local 
bonds I would hope that we could issue State and local bonds be- 
cause it seems to me that they are not inflationary to the extent that 
the use of Federal debt instruments are. Since 1933 or 1934 I ap- 
peared before this committee many times, mostly with Mr. Tobin, who 
is my former boss and who will follow me in our opposition to the 
taxation of the income from State and municipal bonds. 

Everything that I believe today and say today is consistent with all 
those appearances. It seems to me that the Federal Government with 
little or no cost to itself can oat the localities save money, and the 
necessity for such savings at the local government grows greater 
as construction costs, the volume of construction, and the volume of 
debt and the level of interest rates goes up, so I would hope that we 
could have this legislation, which seems to me desirable. 

The niceties of the situation and the contrary arguments, if any, 
I would leave to others. All I know is that I feel the legislation is 
necessary and is desirable and I would hope it would pass. 

Thank you very much, sir. 

The Cuatrman. Mr. Chatters, we thank you, sir, for coming to the 
committee and giving us the benefit of your views, 

Mr. Cuatrers. Thank you, sir. 
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(The following letters were received by the committee :) 


City o¥ BURBANK, CALIF., 
January 31, 1958. 
Hon. WILzBuR D. MILLs, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D.C. 

Dear Sir: The Curtis bill (H. R. 8702) now being considered by the Ways and 
Means Committee is in the best interests of the city of Burbank and all cities 
which find it necessary to borrow money and issue bonds. 

A favorable market for municipal bonds results in lower interest rates to be 
paid by the public. H. R. 8702 will help accomplish and maintain a favorable 
market for municipal bonds, by permitting investment companies to distribute 
the interest on municipal bonds to their shareholders without loss of the tax 
exemption. 

The city of Burbank is engaged in an extensive capital improvements pro- 
gram and will soon be offering bonds for public sale. 

In my opinion, the bill is reasonable and is needed to maintain a firm market 
for municipal bonds. I urge a favorable vote by the committee for approval 
of the bill. 

Very truly yours, 
EpwWarp C. OLson, Mayor. 


City or Haywarpb, Carir., January 31, 1958. 
Hon. WILBuR D. MILLs, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D.C. 

Dear Sir: The City Council of the City of Hayward, Calif., wishes to go on 
record with the House Ways and Means Committee in favor of H. R. 8702. 
Because of this city’s intent to present a bond issue to its voters this year, in 
order to effect a capital improvements program totaling approximately $13,000,- 
500, we are naturally interested in broadening the market for municipal bonds. 

Respectfully yours, 
JOHN J. Purcuio, Mayor. 


Crry or San Dreco, Cauir., January 14, 1958. 
Hon. Wriipur D. MILs, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 

Dear Mr. Miixs: It has been brought to my attention that H. R. 8702 can, if 
enacted, aid greatly in broadening the market for State and local government 
bonds. 

I know that you are aware of the steadily increasing volume of new bond 
offerings. This trend is going to continue at an accelerated rate. 

It appears to me that H. R. 8702 will effectively fulfill its intended purpose. 

Therefore, as mayor of the city of San Diego, I urge you to do everything 
within the authority of your chairmanship of the Ways and Means Committee 
to expedite the enactment of this legislation. 


Sincerely, 
CHARLES C. Dati, Mayor. 


City AND COUNTY OF DENVER, COLO., 
February 4, 1958. 
Hon. Witsvur D. MI1s, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D.C. 

Dear Mr. Mitts: As the mayor of the city and county of Denver I should like 
to go on record before you and your committee as being in favor of H. R. 8702. 

The major provisions of this bill are definitely in the best interest of local 
governments, especially municipalities. The adoption of this bill would make 
municipal bonds more attractive on the bond market. 
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Most municipalitiese are experiencing rapid population growth which results 
in tremendous increases in expenditures. This bill would definitely assist 
municipalities in the financing of essertial capital improvements. 

I sincerely urge your favorable action on H. R. 8702. 
Sincerely, 





















































W. F. Nrcuorson, Mayor. 


JANUARY 15, 1958. 
Hon. Witzvr D. M1118, 

Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 
: Dear Str: As mayor or the city of Rockford, I am very interested in favorable 
' action on H. R. 8702. 
During 1957 and 1958 our city has passed, or will probably pass, bond issues 
totaling $18 million. Despite our enviable credit rating, we notice increasing 
: difficulty not in marketing our bonds, but in obtaining a satisfactory rate of 
} interest. Anything which can be done to improve the municipal bond market 
would certainly be appreciated and would be reflected in increased municipal 
\ improvements. 
' Yours very truly, 
i Ben T. SCHLEICHER, 
i Mayor, City of Rockford. 


City or GREAT BEND, KANS., 
February 4, 1958. 
Hon. Wiisur D. MILLs, 
Chairman, House Ways and Means Committee, 
: House Office Building, Washington, D.C. 

Dear Mr. Mitts: The city of Great Bend wishes to go on record as approving 
the policy of the American Municipal Association urging the Congress to enact 
legislation which will broaden the market for municipal bonds by permitting regu- 
lated and unregulated investment companies to distribute the interest on such 
bonds to their shareholders without loss of the tax exemption. 

Very truly yours, 
R. E. Morrison, Mayor. 





Ciry oF NEw ORLEANs, 
January 29, 1958. 
Hon. WiLsur D. MILLs, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


DreaR Mr. Mirris: The Ways and Means Committee will hear testimony on 
January 31 in respect to H. R. 8702, the pass-through bill designed to broaden 
the market for State and local bonds. 

I cannot emphasize too strongly what the passage of this bill would mean to 
the State and local governments, because a short market for our bonds neces- 
sarily results in increased interest costs. 

Here in New Orleans, the revenue from our general obligation bonds makes up 
the lion’s share of our capital budget each year. Our tax structure provides for 
a 7-mill levy dedicated for the specific purpose of liquidating the principal and 
interest on the city’s outstanding bonds. Therefore, it is imperative, if we 
are to get the maximum mileage out of this tax levy, that our bond interest 
be held to a bare minimum. 

As chief administrative officer for the city of New Orleans, on behalf of Mayor 
Morrison as well as myself, I urgently seek a favorable report from your commit- 
tee for H. R. 8702 and subsequent enactment into law by the Congress. 

Thanking you for your influential help in this matter, I am 

Yours very truly, 

Davin R. McGuire, Jr., 

Chief Administrative Officer. 
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Crry or NEw ORLEANS, 
DEPARTMENT OF FINANCE, 
January 23, 1958. 
Hon. Wriisvur D. MILLs, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


Dear Mr. Mitts: The Ways and Means Committee will hear testimony on 
January 31, 1958, relative to H. R. 8702 which is a bill to amend the Internal 
Revenue Code with respect to the income-tax treatment of dividends paid by 
certain corporations which hold obligations of State and local governments. 

The passage of this bill would be of inestimable value to the State and local 
governments in that it would broaden the market for our bonds and make them 
more attractive resulting in lower interest costs. 

As you no doubt know, State and local governments are finding it more and 
more difficult to finance their operations particularly with regard to capital 
outlays. More demands are constantly being made by the public for expanding 
services and any additional sources of revenue to finance these services are 
preempted by other levels of government. 

The rise in interest rates for borrowed money has hit municipalities a very 
hard blow and it follows the costs of servicing new issues has increased tremen- 
dously in the past few years. This condition would be alleviated somewhat, with 
negligible cost to the Federal Government by the adoption by Congress of this 
measure. 

As director of finance for the city of New Orleans, I wish to heartily endorse 
H. R. 8702 and urge a favorable report by the committee, and the ultimate 
adoption of this legislation. 

Thanking you, I am 

Yours very truly, 
Rosert BH. DEVELLE, Director. 


Crry or Sacrnaw, MIc#H., 
January 15, 1958. 
Hon. Wiisur D. MIILs, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 

Dear Mr. Mitts: This letter is to indicate our support of H. R. 8702 and to 
urge its adoption. 

For the past few years the city of Saginaw has noted, with considerable 
apprehension, the progressively higher interest rates we have been required to 
pay for capital funds. Not only does this trend impede our ability to proceed 
with various construction projects which are contemplated. We believe it will 
lead inevitably to pressures for larger Federal grants and loans, 

After careful study of H. R. 8702, we are convinced that its passage would 
broaden the market for municipal bonds, and thus reduce interest rates or retard 
their further rise by attracting additional investors. 

Your favorable consideration of this bill will be appreciated. 

Very truly yours, 
R. JAMes Harvey, Mayor. 


Crry or St. Lovuts, Mo., 
January 14, 1958. 
Hon. WiLsur D. MILLs, 
Chairman, House Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

Dear CONGRESSMAN Mitts: I am writing this letter to urge the favorable 
consideration of the Committee on Ways and Means on H. R. 8702. 

H. R. 8702 would, I believe, have the effect of improving the market for muni- 
cipal bonds by attracting new funds to the municipal bond market. Under this 
bill all investment companies could purchase municipal bonds and pass the 
interest tax-free to their shareholders. I think this pass-through privilege would 
materially increase the interest of investment companies in municipal bonds. 

If Congress would see fit to adopt this measure widening the market for 
municipal bonds, it would make a contribution toward the alleviation of the 
fiscal problems of our cities. 

Cordially yours, 
RAYMOND R. TucKer, Mayor. 


20675—58—pt. 8-16 
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City oF Las VecaAs, NEv., 
January 29, 1958. 
Hon. Witzevur D. MI1s, 
Chairman, House Ways and Means Committee, 
House Offiice Building, Washington, D. C. 

DEAR CONGRESSMAN MILs: It has come to our attention that the Curtis bill, 
H. R. 8702, will be considered by your committee within the next several days. 
Since this bill will greatly benefit the issuers of State and local securities, we 
strongly urge you to support this legislation. 

Sincerely yours, 
C. D. BAKeEr, Mayor. 


Ciry OF BUFFALO, 
January 16, 1958. 
Hon. Wiisur D. MILLs, 
Chairman, Ways and Means Committee, 
House of Representatives, House Office Building, 
Washington, D. C. 


DEAR CONGRESSMAN: One of the most urgent concerns facing my administra- 
tion is the increasing necessity for capital expenditures in the next and follow- 
ing years and the consequent need for extensive municipal borrowing. This, of 
course, will be reflected in growing debt service payments. 

Together with most other cities in the same plight, we will need all of the 
assistance from the State and Federal Governments which may properly be given. 
I believe that H. R. 8702 will provide substantial relief in this area by widening 
the market for municipal bonds, thus reducing interest rates. I therefore join 
with the American Municipal Association in urgently requesting that the Ways 
and Means Committee act favorably on H. R. 8702. 

Very truly yours, 
FRANK A. SEpITA, 
Mayor of Buffalo. 


City or SCHENECTADY, N. Y., 
January 29, 1958. 
Hon. Wiisur D. Mrs, 
Chairman, House Ways and Means Commitice, 
House Office Building, Washington, D. C. 


DEAR CONGRESSMAN MIs: I desire to place myself strongly on record in favor 
of the Curtis bill, H. R. 8702, which extends the provisions of tax exemptions on 
municipal securities to shareholders of regulated and unregulated investment 
companies investing in municipal issues. 

As the American Municipal Association, of which Schenectady is a member, 
has pointed out, this legislation will greatly assist the marketing of municipal 
bonds and therefore will play a great part in making it easier for cities like 
Schenectady to meet the urgent needs of revenue in the future. 

I hope the committee will give the matter favorable attention. 

Sincerely yours, 
SAMUEL 8. STRATTON. 


City or CoLUMBUs, OHIO, 
, January 29, 1958. 
Hon. WILBur D. MILLs, 
Chairman Ways and Means Committee 
House of Representatives, Washington, D. C. 


Dear Mr. Mitts: This is to notify you of my hearty endorsement of legisla- 
tion (H. R. 8702) designed to broaden the market for State and local bonds. 

If approved, this legislation would reduce the interest rates on municipal 
bonds by broadening the market for such bonds. 

The city of Columbus is currently engaged in a recordbreaking capital-im- 
provement program, the cost of which over the next 5 years is expected to total 
slightly under $200 million. The bulk of this cost must be financed with bonds. 
It is, therefore, to our distinct advantage that this legislation be approved. I 
cannot emphasize too strongly the importance of broadening the bond market 
so that our capital improvements program may be expedited. As cities continue 
to grow and private employment and business problems increase, the success of 
our municipality financed projects must be assured. 

Yours very truly, 
M. E. SENSENBRENNER, Mayor. 
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Tue Crry or Erg, PA. 
January 30, 1958. 
Hon. WILBUR D. MILLs, 
Chairman Ways and Means Committee 
House Office Building, Washington, D. C. 

Dear Mr. Mitts: I have learned that the Curtis Bill, H. R. 8702, which will 
broaden the market for municipal bonds by permitting regulated and unregu- 
lated investment companies to distribute the interest on such bonds to their 
shareholders, without loss of tax exemption, is up for hearings before the House 
Ways and Means Committee. 

My commentary on the bill is good legislation, and should have support. We 
should encourage passage of this bill. 

Your serious consideration and comment is important, and can be of con-_ 
trolling effect on this legislation. I trust that you will support favorable ac- 
tion on this bill, and may I extend, in advance, my thanks for your interest and 
cooperation. 

With kindest personal regards, I remain 

Yours, sincerely, 
ARTHUR J. GARDNER, Mayor of Prie. 


City OF PHILADELPHIA, 
January 17, 1958. 
Hon. WILzvuRk D. MIL13s, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


DEAR CONGRESSMAN MILts: I understand that your committee will soon con- 
sider H. R. 8702, designed to broaden the market for State and local bonds. 

The American Municipal Association at its recent convention unanimously 
passed a resolution in favor of this legislation. 

The city of Philadelphia strongly supports this bill on the grounds that any 
broadening of the market for municipal bonds will tend to improve the interest 
rate on our borrowings. 

We urge your favorable consideration of this legislation. 

Sincerely, 
RICHARDSON DitwortTH, Mayor. 


Crry or READING, Pa., 
January 18, 1958. 
Re H. R. 8702. 
Hon. WIxLsvr D. MILtxs, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D.C. 
DEAR Mr. MILLs: The enactment of H. R. 8702 would be a constructive boon 
to all municipalities in the country. 
May I urge, with all the emphasis at my command, prompt and favorable action 
on this bill by your committee. 
Respectfully and sincerely, 
DANIEL F. McDevitt, Mayor. 


STaTE oF SoutH CAROLINA, 
Columbia, January 18, 1958. 
Hon. Witsur D. MILs, 
Chairman, Ways and Means Committee, 
House Office Building, Washington, D. C. 

Deak Mr. Miris: As State treasurer and a member of the National Com- 
mittee for Municipal Bonds, Inc., I am greatly interested in H. R. 8702. 
I had hoped to appear in person before your committee, but it will be impossible 
for me to do so on January 31, when the hearing is scheduled. 

It is believed that H. R. 8702 will provide real and substantial help to States 
and their political subdivisions without cost to the Federal Government and 
will relieve some of the pressure on Washington for Federal aid. Broadening 
of our market will lower borrowing costs considerably and make available addi- 
tional funds to the States and subdivisions which are badly needed for im- 
provements. 
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On behalf of the State of South Carolina, I strongly urge that your commit 
tee act favorably on this bill at this session. 
Sincerely yours, 
Jerr B. Bates, State Treasurer. 


Ciry oF NASHVILLE, TENN., 
January 30, 1958. 
Hon. Wiitsvur D. MILs, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


DeaR Mr. CHAIRMAN: As mayor of one of the principal cities in the United 
States, and as immediate past president of the American Municipal Association, 
and as an urban citizen having a keen interest in all things affecting the wel- 
fare of our local governinents, and particularly the governments of our muni- 
palities, I hereby sincerely urge your committee to give favorable consideration 
to bill H. R. 8702, which proposed to amend the Internal Revenue Code of 1954 
with respect to the income-tax treatment of dividends paid by certain corpora- 
tions which hold the obligations of States and local governments. There is 
overwhelming evidence to the effect that the cost of interest on the bonds of 
municipalities and local governments can be considerably reduced when this bill 
becomes law. 

Our municipalities, other local governments, and State governments, are being 
ealled upon to carry out various public improvement and welfare programs on 
their own financial resources. It seems clear to me that if we are expected to 
make any appreciable progress in this direction, any effort such as this H. R. 
8702, which is designed to bring about a broader market for the obligations of 
municipalities and local governments, should be given every possible considera- 
tion by you honorable gentlemen of the Congress of the United States. 

I, therefore, as a representative of my own city, and in the sincere belief that 
I speak for the great majority of those charged with governmental responsibili- 
ties on the local and municipal level, sincerely urge that the bill, H. R. 8702, 
be given favorable consideration by your committee. I am sure that the passage 
of this measure will make possible great savings to the taxpayer of the local 
governments of the United States, whose burdens are already exceedingly 
heavy. 

Sincerely yours, 
BEN WEstT, Mayor. 


Ciry oF Mapison, WIS., 
January 15, 1958. 
Hon. WILsuR D. MILLs, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


DeaR CONGRESSMAN MILts: I wish to urge most strongly that you and the 
members of the Ways and Means Committee of the House of Representatives 
report out favorably H. R. 8702, which is designated to broaden the market for 
State and local bond issues, 

I am confident that adoption of this bill will aid considerably in making a 
better market for the issuance of municipal bonds. We need this assistance from 
Congress, and therefore I am petitioning your support for the measure. 

Sincerely yours, 
IvAN A. NESTINGEN, Mayor. 


COLORADO MUNICIPAL LEAGUE, 
Boulder, Colo., February 4, 1958. 
Hon. WiLzvr D. MILLs, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D. C. 


Dear CONGRESSMAN MILLS: We understand that the House Ways and Means 
Committee is now holding hearings on the Curtis bill, H. R. 8702. We wish to 
express the interest of municipal officials in the State of Colorado in the favor- 
able consideration of this proposal. 

The executive board of the Colorado Municipal League, representing officials 
in the 190 Colorado cities and towns, formally endorsed the principles of H. R. 
8702 last fall. 
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We wish to advise of the interest of municipal officials of our State in any 
legislation designed to broaden the investment market for municipal bonds. 
Favorable action by Congress on H. R. 8702 or similar proposals would assist 
greatly in the financing of many vitally needed local improvements. 

Such consideration as you and members of your committee may be able to give 
to legislation which will broaden the market for municipal bonds will be greatly 
appreciated. 

Respectfully yours, 


Jay T. Bei, Evecutive Director. 


NATIONAL ASSOCIATION OF COUNTY OFFICIALS, 
Washington, D. C., January 31, 1958. 
Hon. Wireurk D. MILLs, 
Chairman, House Ways and Means Committee, 
Washington, D. C. 

Deak CHAIRMAN Mitts: The National Association of County Officials which 
represents nearly 6,000 elected and appointed county officials in 47 States has 
officially endorsed the principles of tax passthrough as outlined in H. R. 8702. 

As you know, counties have had a very difficult time in the past year finding 
a market for their bond issues at fair rates interest. In many cases, needed 
school and other projects have been postponed or delayed because of the un- 
favorable investment market. In other cases the urgency of the project has 
forced counties to proceed with the issue with the result that the cost of their 
facilities have been greatly increased. This is an added burden placed upon 
the taxpayers. 

It has also been pointed out that while the recent relaxations of the tight- 
money policy may lower the interest rates, these measures by themselves will 
not solve the long-range financing needs of counties and other State and local 
units. All estimates point to greatly increased volumes of local issues in the 
coming years to meet the ever increasing population with its demands for more 
and better schools and other facilities. 

We believe that H. R. 8702 will increase the market for county issues and that 
the resultant competition will decrease the cost of financing these projects. 
This is the more remarkable since most of the financial experts indicate that 
this can be accomplished with little or no loss of revenue to the Treasury since 
interest from these issues would have been exempt from Federal taxation in any 
event. 

We respectfully request that this letter, together with our policy statement 
1-9, be included in the record of the committee hearings. 
Sincerely yours, 
BERNARD F’. HILLENBRAND, 
Executive Director. 
1-9 POLICY STATEMENT 


In order to vastly broaden the market for county and other State and local 
government bonds, we favor the passage of Federal legislation which would 
allow investment funds which invest their money in State and local government 
tax-exempt bonds to pass this Federal tax exemption on to their shareholders. 


Deposit GUARANTY BANK & Trust Co., 


Jackson, Miss., January 14, 1958. 
Hon. Wiisur D. MILLs, 


Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


DEAR Mr. CHAIRMAN: I am writing of my strong support for H. R. 8702, which 
in my opinion, as a former comptroller of the State of Mississippi, will bring 
much-needed help to the growing South. Areas, such as ours, which are becom- 
ing increasingly urbanized have a relatively large volume of bonds to sell. As- 
sistance in selling these new offerings is badly needed. 

This bill will broaden the market for our bonds by attracting the funds of the 
investment companies. The incentive is the preservation of the tax exemption 
when the interest is distributed to the stockholders. This is a broad bill and 
only a broad bill will give us the help we need. 
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H. R. 8702 will cost the United States Government nothing, or at least very 
little, since the bonds are tax-free anyway. Moreover, anything that will help 
the States to better support themselves should be sanctioned by Congress, if 
only on the ground that it will relieve the Federal budget. Finances are grow- 
ing worse all the time for the lower levels of Government and this type of legis- 
lation is not only cheap aid but very commendable in that it will stiffen local 
independence of Washington. 
I urge the approval of this bill by your committee. 
Respectfully yours, 
J. W. LATHAM, Vice President. 





The Cuamman. Our next witness is Mr. Austin J. Tobin. 
Mr. Tobin, will you please come forward and identify yourself for 
the record by giving your name, address, and capacity in which you 
appear. 


STATEMENT OF AUSTIN J. TOBIN, EXECUTIVE DIRECTOR, PORT 
OF NEW YORK AUTHORITY, NEW YORK CITY 


Mr. Tosrn. Mr. Chairman, my name is Austin J. Tobin. I am 
executive director of the Port of New York Authority. I have a 
statement which, if the committee will grant me the privilege, I would 
like to submit and I will attempt to shorten it down as much as 
possible. 

The Cuarrman. Without objection the statement will be included 
in the record and you are recognized for 10 minutes, Mr. Tobin. 

(Mr. Tobin’s prepared statement follows :) 


PEA 8 SARTRE yA TL TT: 
a eres 


PR es 


STATEMENT OF AusTIN J. TosIn, ExEcUTIVE DIRECTOR OF THE PorT or NEw YORK 
AUTHORITY, IN OPPOSITION TO H. R. 8702 


I am the executive director of the Port of New York Authority, the joint in- 
strumentality of the States of New York and New Jersey which is responsible 
for the financing, construction, and operation of public transportation and ter- 
minal facilities in the port district of New York and northern New Jersey. Our 
projects must be self-supporting and are financed by the public sale of revenue 
bonds which are based upon the pledge of the revenues we receive from the 
operation of our terminal and transportation facilities. We have no power to 
tax nor to pledge the credit of the two States. Over the past 30 years we have 
sold over a billion dollars worth of revenue bonds. Last year we sold 125 mil- 
lion; and this year we will have to market some 150 million, of which the first 
40 million were sold just the day before yesterday. 

I appear here in opposition to H. R. 8702. In expressing that opposition I wish 
to make a sharp distinction between H. R. 8702, which I oppose, and H. R. 
8810, 8811, and 8812 to which I have no opposition. 

My objection to H. R. 8702 is that it singles out personal holding corporations 
for special and beneficial treatment for which they have no equitable claim 
and which will nevertheless result in a heavy loss of Federal revenue. No such 
loss of Federal revenue is involved in H. R. 8810, 8811, or 8812. 

Over the past 20 years I have had the privilege of appearing before this 
committee in support of the continued exemption of the interest on State and 
municipal bonds. This is unqualifiedly my position here today. In fact, I am 
here today because I believe it is in the national interest and in the interest of 
the States and the cities that our State and local securities maintain their posi- 
tion of constitutional immunity from Federal taxation. I had the privilege of 
submitting the case of the States and cities in support of that immunity not 
only to this committee but also to the Senate Finance Committee in 1939, 1942, 
and 1951. I was of counsel in the test cases which went to the Supreme Court of 
the United States in 1945 and in which the constitutional immunity of our State 
and municipal bonds was confirmed. Over the period of the past 20 years I 
have served as secretary and now as chairman of the conference on State defense 
which, throughout that time, has coordinated the efforts of State and municipal 
officers in defense of that basic immunity. 
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From all of the foregoing it should be clear that I have the most intense 
interest in broadening the market for municipal bonds, and that I would welcome 
any fair and equitable procedure that will attain that objective. Aside from 
its constitutional compulsions, the equitable justification of the immunity of the 
interest on State and municipal bonds from Federal taxation is found in the 
fact that the exemption’ results in counterbalanced, and probably equal fiscal 
advantages to State and municipal government. The bondholder pays for his 
exemption by accepting a lower interest rate, and studies which have been 
submitted to this committee have demonstrated that the savings in interest 
costs to State and local governments is roughly equivalent to the Federal loss. 
This test of equitable justification as between the two levels of government is 
one that H. R. 8702 cannot pass. 

The misleading thing about H. R. 8702 is its assumption that regulated invest- 
ment companies and personal holding companies are simply varieties of a single 
species, entitled equally to the application of the conduit or “pass through” 
principle. The fact is that they are very different corporate entities and that 
their difference is of major significance in the equitable application of Federal 
taxation. The regulated investment company is the corporate agent of the small 
investor through which he may attain a diversification of investment that would 
otherwise be beyond his means. Congress has recognized this by applying the 
“pass through” principle to taxable income received by such companies. 

In sharp contrast, after studying the personal holding company device, this 
committee, and, on your recommendation, the Congress, has expressed the statu- 
tory conclusion that these personal holding companies were simply devices 
for tax avoidance, which permitted individuals in the top income-tax brackets 
to pay corporate rather than personal income-tax rates on the accumulation 
of their investment incomes. This judgment of the Congress was enacted into 
law in 1934, after hearings in which this tax loophole was exposed. Congress 
plugged that loophole by imposing penalty taxes on the undistributed income 
of personal holding companies. The foregoing history of the personal holding 
corporation as a device for tax avoidance should make it clear that there is 
nothing about the personal holding company which could possibly give it any 
claim in equity for the privilege of passing through its income on a tax-exempt 
basis. 

In all of my experience in leading the fight to protect the constitutional immu- 
nity and basic exemption of municipal bond interest I may say that municipal 
officials believed strongly that they were defending something very fundamental, 
which involved the sovereignty and the respective immunities of our Federal 
system. We appeared here solely to protect the rights and to maintain the 
fiscal integrity of our States and our cities. In contrast, H. R. 8702 comes 
before this committee sponsored by the attorney for a personal holding corpora- 
tion. The bill has sharply divided State and municipal officials. Some munici- 
pal organizations, such as the Municipal Finance Officers Association, refused 
to endorse this bill, and the American Municipal Association, which did endorse 
this bill, did so after a floor fight in which almost 40 percent of the votes in 
that association were cast in opposition to this bill. 

During the course of the debate before the resolutions committee of the 
American Municipal Association Mr. Monacelli, the chairman of the organization 
sponsoring H. R. 8702, said that his client was a personal holding corporation 
which was prepared to invest $100 million in tax-exempt municipal bonds if 
H. R. 8702 is passed. Now let us consider the implications of this statement. 
Since Mr. Monacelli’s client is a personal holding corporation, then by definition 
no more than 5 of its stockholders own stock representing half, or $50 million, 
of this money. Simple arithmetic indicates that a normal 5 percent investment 
yield on the securities in which this $50 million is invested will result in corporate 
income of at least $2%4 million which, when distributed, will place these five 
stockholdes in the topmost tax brackets. The Federal Government probably 
receives about 81 to 88 percent of this income in the form of corporate and per- 
sonal income taxes. If the other stockholders are similarly situated, then the 
annual Federal tax yield may well be over $4 million, It is obvious that the 
result of the enactment of H. R. 8702, and, indeed, its announced objective, 
would be to deprive the Federal Government of this revenue. 

I might say that there is even a question in my mind as to whether the con- 
version of those securities into municipal bonds would necessarily produce a 
capital gains tax. More likely a careful offset of capital gains against capital 
losses would produce the money to invest in municipal bonds without any net 
capital gain. And if the stockholders of this personal holding corporation were 
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willing to pay 25 percent on capital gains, they could get most of the benetits 
of H. R. 8702 under existing law, by simply dissolving the corporation and 
individually investing the proceeds in municipal bonds. 

Gentlemen, the next time I come before your committee defending the im- 
munity of State and municipal bonds, in the interest of our Federal system and 
of the fiscal integrity of our States and cities across the country, the foregoing 
loss to the Federal Government would be an embarrassment which I could only 
defend if there were a counterbalancing gain, to the States and cities, in the 
interest costs on State and municipal bonds. But the fact is that the municipal- 
ities could not possibly recover any but the most minute part of such a Federal 
loss. 

The personal holding corporation will, like any investor in municipal bonds, 
pay for the tax exemption privilege by accepting a lower yield. Even assuming 
as much as a 1% percent interest differential, the corporation would realize a 
8% percent tax-exempt return as contrasted with the assumed 5 percent taxable 
rate on its present portfolio, for a net of $3%4 million. Under H. R. 8702 all of 
this $314 million would be passed through with absolutely no tax payment by 
the stockholders, And what would the municipalities receive to counterbalance 
this Federal loss? It might be argued that they receive the 1% percent interest 
differential. But the fact is that they would receive this under existing law 
from any of the purchasers of their securities. The most that can be argued 
by way of offset to the loss is that the municipalities would receive some tiny, 
unmeasurable, unprovable benefit of the possible added market support of this 
one new class of investor. 

This entirely hypothetical and unprovable assumption, that our municipal 
bonds will find a new and widespread market in the personal holding corpora- 
tions, is the only justification which has been attempted for H. R. 8702. 

A few months ago Mr. Monacelli came to us at the port authority and so- 
licited our support of this bill. He argued that the purchase of our bonds and 
of other municipal bonds by the personal holding corporations would greatly 
broaden our market. We asked him for statistical proof of this and in reply 
he agreed to retain a reputable research organization to verify this assertion. 
After a short time, however, he had to advise us that the research organization 
which he had retained had reported that the secrecy concerning personal hold- 
ing corporations made it impossible to produce any figures that would support 
the contention that these corporations would pour their holdings into the 
municipal market to an extent that would sensibly affect our municipal interest 
rates. The assertion of offsetting benefits to the States and cities in the sale 
of their securities is, therefore, completely unproven and the sheerest speculation. 

In his formal statement to this committee, Mr. Monacelli computes an aggre- 
gate $13.5 billion of personal holding corporation wealth. He does it by capitaliz- 
ing aggregate reported 1952 income at 3 percent. If he had assumed a 5 percent 
return, his figure would have been about $8 billion. If he had assumed that 
a substantial part of that 1952 income was capital gain, and not investment 
income subject to capitalization, he would have assumed a much smaller aggre- 
gate. If he had excluded those holdings which represent corporate control 
and which could not be diverted into muncipal bonds investment, he would have 
reduced even further the alleged reservoir which might be available to the 
municipal market. If he had then excluded those securities which represented 
substantial capital gains upon which the owners were unwilling to realize a 
taxable gain, we would end up with an even smaller figure. There is no way 
of measuring these assumptions. We cannot even tell, therefore, what volume 
of capital might be available for the municipal market. We only know that 
the Federal revenue loss is certain and that there is no provable offset, or counter- 
balance, in the market for municipal securities. 

For the foregoing reasons I respectfully urge an adverse report on H. R. 8702. 


Mr. Tostn. Thank you, Mr. Chairman. 

The port authority is the joint instrumentality of the States of New 
York and New Jersey. We must support all of our port projects in 
the fields of bridges, tunnels, airports, port development projects, and 
others by the sale of revenue bon 

Throughout the life of the agency over the last 25 years we have sold 
in excess of a billion dollars of revenue bonds. We sold $125 million 
revenue bonds last year. We will have to sell about $150 million 
revenue bonds this year. 
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I appear here in opposition to H. R. 8702. In ee that 
opposition I wish to aah sharp distinction between H. R. 8702, which 
I oppose, and H, R. 8810, 8811 and 8812 to which I have no opposition. 

My objection to H. R. 8702 is that it singles out personal holding 
corporations for special and beneficial treatment for which they have 
no equitable claim and which will nevertheless result in a heavy loss 
of Federal revenue. No such loss of Federal revenue is involved in 
H. R. 8810, 8811, or 8812. 

Over the past 20 years I have had the privilege of appearing before 
this committee on many occasions in support of the continued exemp- 
tion of the interest on State and municipal bonds. This is unquali- 
fiedly my position here today. In fact, I am here today because I 
believe it is in the national interest and in the interest of the States and 
the cities that our State and local securities maintain their position 
of consitutional immunity from Federal taxation. I had the privilege 
of submitting the case of the States and cities in support of that 
immunity not only to this committee but also to the Senate Finance 
Committee in 1939, 1942, and 1951. I was of counsel in the test cases 
which went to the Supreme Court of the United States in 1945 and in 
which the constitutional immunity of our State and municipal bonds 
was confirmed. Over the period of the past 20 years I have served 
as secretary and now as chairman of the Conference on State Defense 
which, throughout that time, has coordinated the efforts of State and 
municipal officers in defense of that basic immunity. 

From all of the foregoing it should be clear that I have the most 
intense interest in broadening the market for municipal bonds and 
that I would welcome any fair and equitable procedure that will attain 


that objective. Aside from its constitutional compulsions, the equi- 
table justification of the immunity of the interest on State and munici- 
pal bonds from Federal taxation is found in the fact that the exemp- 
tion results in counterbalanced, and ae equal fiscal advantages 


to State and municipal government. The bondholder pays for his 
exemption by accepting a lower interest rate, and studies which have 
been submitted to this committee have demonstrated that the savings 
in interest costs to State and local government is roughly equivalent to 
the Federal loss. This test of equitable justification as between the 
two levels of government is one that H. R. 8702 cannot pass. 

The misleading thing about H,. R. 8702 is its assumption that regu- 
lated investment companies and personal holding companies are simply 
varieties of a single species, entitled equally to the application of the 
conduit or pass-through principle. The fact is that they are very 
different corporate entities and that their difference is of major signifi- 
cance in the equitable application of Federal taxation. The regulated 
investment company is the corporate agent of the small investor 
through which he may attain a diversification of investment that 
would otherwise be beyond his means. Congress has recognized this 
by applying the pass-through principle of taxable income received 
by such companies. 

In sharp contrast, after studying the personal holding company 
device, this committee and, on your recommendation, the Congress, 
has expressed the statutory conclusion that these personal holding 
companies were simply devices for tax avoidance, which permitted 
individuals in the top income-tax brackets to pay corporate rather 
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than personal income-tax rates on the accumulation of their invest- 
ment incomes. This judgment of the Congress was enacted into law 
in 1934, after hearings in which this tax loophole was exposed. The 
Congress plugged that loophole by imposing penalty taxes, heavy 
taxes, on the undistributed income of personal holding companies. 

The foregoing history of the personal holding corporation as a 
device for tax avoidance should make it clear that there is nothing 
about the personal holding company which could possibly give it any 
claim in equity for the privilege of passing through its income on 
a tax-exempt basis, 

In all of my experience in leading the fight to protect the consti- 
tutional immunity and basic exemption of municipal bond interest I 
may say that municipal officials .believed strongly that they were 
defending something very fundamental, which involved the sover- 
eignty and the respective immunities of our Federal system. We 
appeared here solely to protect the rights and to maintain the fiscal 
integrity of our States and our cities. In contrast, H. R. 8702 comes 
before this committee sponsored by the attorney for a personal hold- 
ing corporation. The bill has sharply divided State and municipal 
officials. Some municipal organizations, such as the Municipal Fi- 
nance Officers Association, refused to endorse this bill, and the Amer- 
ican Municipal Association, which did endorse this bill, did so after 
a floor fight in which almost 40 percent of the votes in that association 
were cast in opposition to this bill. 

During the course of the debate before the resolutions committee 
of the American Municipal Association, Mr. Monacelli, the chairman 
of the organization sponsoring H. R. 8702, said that his client was 
a personal holding corporation which was prepared to invest $100 
million in tax-exempt municipal bonds if H. R. 8702 is passed. Now 
let us consider the implications of this statement. 

Since Mr. Monacelli’s client is a personal holding corporation, then 
by definition no more than 5 of its stockholders own stock represent- 
ing half, or $50 million dollars, of this money. Simple arithmetic 
indicates that a normal 5-percent investment yield on the securities 
in which this $50 million is invested will result in corporate income 
of at least $214 million, which, when distributed, will place these 5 
stockholders in the topmost tax brackets. 

The Federal Government probably receives about 81 percent to 88 
percent of this income in the form of corporate and personal income 
taxes. Ifthe other stockholders are similarly situated, then the annual 
Federal tax yield may well be over $4 million. It is obvious that the 
result of the enactment of H. R. 8702 and, indeed, its announced 
objective, would be to deprive the Federal Government of this revenue. 

I might say that there is even a question in my mind as to whether 
the conversion of those securities into municipal bonds would neces- 
sarily produce a capital-gains tax. More likely a careful offset of 
capital gains against capital losses would produce the money to invest 
in municipal bonds without any net capital gain. And if the stock- 
holders of this personal holding corporation were willing to pay 25 
percent on capital gains, they could get most of the benefits of H. R 
8702 under existing law by simply dissolving the corporation and 
individually investing the proceeds in municipal bonds. 

Gentlemen, the next time I come before your committee defending 
the immunity of State and municipal bonds, in the interest of our 
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Federal system and of the fiscal integrity of our States and cities 
across the country, the foregoing loss to the Federal Government 
would be an embarrassment which I could only defend if there were 
a counterbalancing gain, to the States and cities, in the interest costs 
on State and municipal bonds. But the fact is that the municipalities 
could not possibly recover any but the most minute part of such a 
Federal loss. 

If the committee please, a few months ago Mr. Monacelli came to 
us at the port authority and solicited our support of this bill. He 
argued that the purchase of our bonds and of other municipal bonds 
by the personal holding corporations would greatly broaden our mar- 
ket. We asked him for statistical proof of this and in reply he agreed 
to retain a reputable research organization to verify this assertion. 
After a short time, however, he had to advise us that the research 
organization which he had retained had reported that the secrecy 
concerning personal holding corporations made it impossible to pro- 
duce any figures that would support the contention that these corpo- 
rations would pour their holdings into the municipal market to an 
extent that would sensibly affect our municipal interest rates. The 
assertion of offsetting benefits to the States and cities in the sale of 
their securities is, therefore, completely unproven and the sheerest 
speculation. 

For the foregoing reasons, Mr. Chairman, I respectfully urge an 
adverse report on H. R. 8702. 

The Cuatrman. Mr. Tobin, we thank you, sir, for coming to the 
committee and giving us the benefit of your views with respect to these 
matters. 

Mr. Curtis desires to interrogate you. 

Mr. Curtis. I don’t quite follow your argument here, Mr. Tobin. 
First, if this broadens the market, of course, anything which broadens 
the market certainly is a benefit to the municipal bond issuers, I 
would think, because there is more computation for the securities 
involved by your going to be able to market them at a better interest; 
isn’t that true 4 

Mr. Torntn. Yes, sir; that is true. But we are not convinced at all, 
and as I have said, there is nothing I am more interested in than 
broadening the market for municipals. 

Mr. Curtis. However, if they don’t avail themselves of this, re- 
ferring to these personal holding companies, then nothing has hap- 
pened. I presume the assumption of your paper is that they will 
avail themselves of purchasing these, which is a broadening of the 
market. In other words, I don’t follow the consistency of your 
argument. 

Mr. Torry. They could distribute the income of the holding com- 
panies of course and purchase municipal bonds, simply paying a 25 
percent capital gain on the distribution. 

Mr. Curtis. ‘hey can do that now, can’t they ¢ 

Mr. Torntn. Yes, but they don’t choose to do that. 

Mr. Curtis. Therefore, we are talking about changing the situation. 
The point I am getting at is this: You say that there will be a reve- 
nue loss if this occurs. The only revenue loss would be if they are 
already buying and are already big buyers of municipals. can 
see where that might be so, but if they aren’t paying any tax on them 
anyway, there is no revenue loss and the only thing I can see from 
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this is certainly the individuals, if they are people who are very 
wealthy, can hold these municipals in their own name and get the 
tax-free benefit. 

With respect of the equities involved here, as far as I am con- 
cerned, I don’t care who buys municipals. Your whole argument, 
though, is on the equity for extending to those who buy them. As 
far as I am concerned, I am not interested in that. I am interested 
in whether or not we can broaden the market for municipals, whoever 
will buy them. 

Mr. Tosin. My point is that it is quite apparent that I am wholly 
unconvinced that we will achieve any substantial broadening of the 
market. 

Mr. Curtis. If we don’t do that, all your argument about a Federal 
revenue loss doesn’t do anything, in other words. 

Mr. Torry. If I may, let’s consider it this way: Mr. Monacelli com- 
puted an average, he said, of $1314 million of personal holding-corpo- 
ration wealth. He does it by capitalizing aggregate reported 1952 
income at 3 percent. If he had assumed a 5-percent return, his figure 
would have been about $8 billion. If he had assumed that a substan- 
tial part of that 1952 income was capital gain and not investment 
income subject to capitalization, he would have assumed a much smaller 
aggregate. 

If he had excluded those holdings which represent corporate con- 
trol and which could not be diverted into municipal bonds investment, 
he would have reduced even further the alleged reservoir which might 
be available to the municipal market. 

If he had then excluded those securities which represented substan- 
tial capital gains upon which the owners were not willing to realize 
the taxable gain, we would end up with an even smaller figure. There 
is no way of measuring these assumptions. We cannot even tell, there- 
fore, what volume of capital might be available for the municipal 
market. We only know that the Federal revenue loss is certain and 
that there is no provable offset or counterbalance in the market of 
municipal securities. 

Mr. Curtis. As I see it, there is no revenue loss, because they are 
not paying anything now. It is the same thing on the other side. 
The regulated trusts aren’t paying anything because they are not in 
the business. The whole theory behind all of this is to try and encour- 
age people who are not in the business of purchasing municipals to go 
into it. It seems to me that you are more concerned about these per- 
sonal holding companies. I have no brief for them, but I am con- 
cerned about anybody that we could get into this market, and if they 
don’t get into the market, there is going to be no revenue effect. 

Mr. Torry. I am concerned with preserving the immunity of State 
and municipal bonds. 

Mr. Curtis. So are all of us. 

Mr. Torry. I don’t want to hang a milestone around its neck. 

Mr. Curris. How are you doing that? I just don’t understand 
what you are getting at. We are all interested in preserving that 
immunity. How are you hanging a millstone around the neck de- 
pending on why buys them? What difference does it make who buys 
them as long as they are decent, honest citizens and doing it under 
the law ? 





GENERAL REVENUE REVISION 2683 


Mr. Tost. In all of the discussions before this committee of the 
immunities, we have been able to come to this committee with very 
extensive statistical data from the State taxes generally showing that 
there is no particular concentration of these bonds in the hands of 
the very wealthy. 

Mr. Curtis. Now I come to the next question. Do you fear that 
these people—and this was the one thing that I was concerned about— 
if this were extended, would they become hogs in the market so that 
the only people getting municipals would be them ? 

Mr. Tostn. Oh, no. 

Mr. Curtis. I wouldn’t think so. You have such a need for them. 

Mr. Torstn. As compared to the annual municipal markets of some 
$7 billion, there has been nothing shown here that would indicate 
what municipal markets might be bought from this particular source 
which would be anything but a really very small fraction, a tiny frac- 
tion, of that market. 

Mr. Curtis. Exactly, and therefore all your fears in talking about 
its effect and the integrity of the tax exemption of municipals just 
seems to me to be unfounded. 

Mr. Tostn. The purchases that would be made would put two good 
arguments in the hands of my friends in the Treasury when we next 
debated this issue. 

Mr. Currts. I don’t see the point. I will be honest with you. 

The Cuarrman. Mr. Tobin, as a matter of fact, what you are seek- 
ing is to keep this matter of the immunity of interest on municipal and 
State bonds out of any possible controversies that might develop in 
the future between Congress and personal holding companies; isn’t 
that about it? 

Mr. Tosin. Yes, Mr. Chairman. I am not seeking to extend the 
immunity of municipal bonds, which this bill would do. 

The Cuamman. There is no question in my mind but what this 
suggestion raises something completely other than the basic constitu- 
tional question that had bothered you over the years about the right of 
the Congress to tax the interests on municipal bonds. 

Mr. Torin. This would extend that right, sir. 

The Crarrman. Not that right. This is entirely different. The 
proposal is that we pass that immunity through the corporation which 
is paying a dividend upon its investment. That is the point that is 
disturbing me about the whole thing. I myself become greatly dis- 
turbed, as you do, in extending this philosophy of the pass-through 
to the personal holding company or to unregulated investment com- 
panies. I will be perfectly frank with you. I think if it is done that 
you perhaps are justified in your thought that you may have more 
arguments in the future with respect to the retention of the present 
exemption. 

Mr. Tosrn. We might have won a battle to lose a war. 

The Cuarirman. It is all right with me if you want to get them 
in that position because I have said on many occasions that I didn’t 
have any difficulty about the constitutional question. There are other 
reasons involved. 

Mr. Curtis. Will the gentleman yield? TI still don’t get the point. 

The Cuarrman. I think you better listen to this witness because he 
is very much concerned over a basic problem of policy. I have heard 
him before this committee on many occasions arguing very forcefully 
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in behalf of the immunity for the Federal taxation of interest on 
Federal and State bonds and I don’t doubt for one minute his sin- 
cerity in this regard, but his point is that he doesn’t want that issue 
becoming involved in the issue of personal holding companies or 
investment by the Congress in the future. 

Mr. Curtis. As far as I am concerned, this question of what we do 
with personal holding companies is on its own bottom. All I am say- 
ing, though, is this: That if our desire is to extend and broaden the 
market for ‘municipals, and any broadening of the market it seems 
to me would be helpful to them, then this would do it and then if at 
another time you want to do something about personal holding com- 
panies that is on its own bottom. I just don’t see how you get the 
two problems together. 

The Cuatrman. I know my friend from Missouri is not as concerned 
about that point as the witness is, and is just as sincere as the witness 
of course in his view, but I think the witness has pointed concern 
that we ought to give consideration to, as we proceed, in this area. I 
have my difficulties, as you can well understand, with the whole idea 
of tax-exempt interest and I know that my thinking would be con- 
siderably complicated in that respect if we do extend it; and that 
is your thinking, Mr. Tobin. 

Mr. Torin. That is my thinking. I am terribly much concerned 
about H. R. 8702. 

The CuHatrman. You support the proposition which the President 
suggested a year or so ago and which is contained in the bills carrying 
out his recommendation. You say that very clearly here, but you 
do throw up the flag of caution in extending that theory. 

Mr. Tostn. That is it precisely. 

The Cuarrman. That is the substance of what you said. 

Are there further questions? 

Thank you, sir, very much. 

Mr. Tosrn. Thank you, Mr. Chairman. I have been asked by my 
friend Councilman Richard Byrd of the city of Baltimore, if I could 
ona for him a small statement that he would like included in the 
record. 

The CHarrman. Without objection that will be included in the 
record at this point. 

(Mr. Byrd’s prepared statement follows :) 


STATEMENT OF Ricuarp D. Byrp, CouNCILMAN, Crry or BALTIMORE, Mp., 
IN OPpPosITION TO H. H. 8702 


My statement is limited to H. R. 8702, which I oppose insofar as it would extend, 
by conduit principles, the tax exemption of municipal bonds to the stockholders 
of personal holding corporations. If these stockholders are ready to pay the 
normal toll of liquidation and then reinvest in the bonds of my city of Balti- 
more or any other city, I will defend their right to tax exemption to the limit. 
But I cannot see why these large aggregations of wealth, with no reason for 
being but tax avoidance, should have their cake and eat it, too. 

I am a councilman of the city of Baltimore. I have also been an investment 
banker. I have, therefore, the double motivation of both issuer and retailer in 
establishing the broadest possible market for municipal bonds. But I cannot 
support an effort to do so at any cost, without any real assurance of municipal 
benefit and in total disregard of the impact of Federal revenues and any prin- 
ciples of tax justice. 

Many times in the past the fundamental exemption of municipal bonds, which 
H. R. 8702 presupposes, has been attacked as inequitable, as an abused tax 
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shelter for the superwealthy. Municipal officials have answered with proof that 
this was only theoretically so, that most wealthy people have small holdings 
of municipal bonds and that most municipal bonds are not held by wealthy 
people. At any rate, whatever minor departure might exist from the theoretical 
perfection of a symmetrical tax structure, was the incidental result of a con- 
stitutional requirement and a congressional desire to respect the balance between 
State and Federal Governments in our system of dual sovereignties. Now H. R. 

702 actually seeks to go beyond the constitutional requirement and to make real 
and dramatic the type of so-called tax inequity which the opponents of the 
basic tax exemption delight in conjuring up. And all this without any real proof 
of municipal benefit. 

I do hope the committee has not received the impression that there is any con- 
certed clamor by municipal officials for the special treatment of personal hold- 
ing corporation stockholders. I have read Mr. Monacelli’s statement that his 
bill has the formal support of the American Municipal Association, “represent- 
ing some 12,500 mayors, including those of all cities of a population in excess 
of 100,000.” Well, Baltimore’s population exceeds 100,000, and it doesn’t support 
H. R. 8702. 

As a matter of fact, at the American Municipal Association meeting last month 
I, in behalf of the Maryland delegation, made the motion to reject the resolution 
supporting a conduit principle for unregulated holding companies. The ensuing 
debate was intense. The vote was by member State leagues of municipalities 
and, as I recall it, 31 State leagues voted. No official tally was kept because 
I conceded the defeat of my motion before the ninety-odd member cities had cast 
their votes. But, as I recall it, 11 or 12 of the States leagues opposed the prin- 
ciple of this bill, 1 was divided and about 14 did not vote. 

A significant fact was that Councilman Tollefson of Tacoma, Wash., who led 
the debate in the American Municipal Association to support this bill, made a 
strong plea for it on the ground that the support would not commit the indi- 
vidual members to support the bill. Similarly, the position of a particular State 
league did not bind an individual city member. For example, the Illinois 
Municipal League accepted my view of the matter, but Comptroller Chatters of 
Chicago, Ill., was free to and did oppose me. 

In my opinion, the viewpoint of most municipal officials has not yet even 
begun to crystallize on the wisdom of giving special treatment to personal hold- 
ing company stockholders. This is nothing even remotely like the complete 
accord of municipal officials on the necessity of preserving the basic exemption 
of their bonds. On this peculiar extension of that principle the municipal 
officials who have considered the issue are few, those who support H. R. 8702 
are fewer, and certainly are no cross section of municipal opinion. I suppose 
only the personal holding corporations are united behind this measure. 


The Cuarrman. Our final witness for the day is Mr. Harold M. 
Tollefson. ‘The Chair understands he is the brother of our colleague 
from the State of Washington, and I think Mr. Holmes would like to 
introduce you, Mr. Tollefson, to the committee. 

Mr. Hotes. Mr. Chairman, Mr. Tollefson comes to the committee 
as a citizen from the State of Washington. He is a former mayor of 
the city of Takoma, Wash., from 1953 to 1956. He is past president 
of the Association of Washington Cities, past president of the local 
bar association there, and for 5 years has been a member of American 
Municipal Association. 

He is appearing today as a representative of all American cities. 
I am happy to welcome you, Mr. Tollefson, to the Committee on 
Ways ena Means. 

The Cuatrman. Mr. Tollefson, I join Mr. Holmes in welcoming 
you here as a representative of the American municipalities. We 
appreciate your coming to the committee. Is it possible for you to 


conclude your statement in the 5 minutes that the committee has 
allotted to you? 


Mr. Totzerson. I am positive it is. 
The Cuarrman. You are recognized, sir. 
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STATEMENT OF HAROLD M. TOLLEFSON, REPRESENTING AMERI- 
CAN MUNICIPAL ASSOCIATION, WASHINGTON, D. C. 


Mr. Tottxerson. I have no written statement to make, realizing the 
controversy of this particular bill and understanding that we might 
have opposition from the New York Port Authority. I would just 
like to say that there was no mistake in judgment made by the Amer- 
ican Municipal Association in passing the resolution which it did at 
that 1957 convention in San Francisco. For several years I have sat 
on the resolutions committee of the American Municipal Association, 
and sometimes it is good to have that continuity. 

In 1956, at St. Louis, we heard these same arguments that have been 
made by the New York Port Authority, and the members of the reso- 
lutions committee were afraid that if we passed such a resolution, this 
matter might come before Congress and Congress then would remove 
the exemption of interest on municipal bonds. 

Not being hasty, and not wishing to jeopardize our position, we de- 
ferred action for 1 year. I understand that a somewhat narrow bill 
was proposed last year before Congress and that the same opponents 
who are now supposedly in favor of the narrow bill were then opposed 
to the narrow bill. At the 1957 convention in San Francisco we heard 
full and complete argument, just as you are hearing it today, and we 
felt that the fear was unfounded and we felt that Congress would not 
take from the municipalities the tax-exemption provisions of the 
bonds. 

I cannot now understand why there should be that fear on the part 
of the New York Port Authority. I should feel that they would be 
interested in broadening the field for the sale of municipal bonds for 
the reasons given by so many of the witnesses who have appeared 
here before you. 

There was not a 40-percent objection, as was stated. I believe I 
was the very member of the resolutions committee and I introduced 
the resolution. There was less than a 25-percent objection in the reso- 
lutions committee, and then when the matter came on the floor, the 
State of New York cast its 10 ballots unanimously in favor of the reso- 
lution and even after there had been opposition from the New York 
Port Authority. 

As Mr. Chatters has said, cities throughout the United States are en- 
gaged in a large capital improvement program) I cannot speak for 
the larger cities, but I can speak for the city of Tacoma. We have a 
population of about 160,000. We plan approximately a $32 million 
capital-improvement program for streets, and sewers, and lights, and 
bridges, and so forth. 

This year we will ask our voters to pass on the $8 million project in 
general obligation bonds and we will propose a $4 million revenue 
bond issue. The $8 million study that we made at the time the interest 
rates were high indicated that on a 20-year bond redemption those 
bonds would cost us $13 million. It is $5 million of interest and debt 
service. 

We don’t want to pay that $5 million out. We want to keep that 
interest rate down so we can keep that money at home. When we 
project our measures before the people of the cities we have to show 
them what the millage will be and if interest rates are down we can 
show a smaller millage to the householder, the small taxpayer, and 
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we think that although there may be some benefit to large investors, 
we recognize that in order to broaden the field we have to fo where 
the money is and that the ultimate benefit to the taxpayer will be much 
greater than the benefit to any personal holding company or group 
that will be investing in our bonds. 

I cannot understand the argument on two sides. We as cities are 
seeking to protect our interest rates at the low level and to sell our 
bonds as cheaply as possible, and if we have a large field, as I said 
before, we must go where the money is, and we must give them a 
benefit. | Otherwise there will be no incentive for them to purchase 
our bonds. The projection by the records that have been filed indi- 
eate that by 1962 there will be approximately $11 billion of municipal 
bonds on the market, and we need all of the money and capital we 
can get to invest in our bonds to keep the interest rates low. 

People of the city of Takoma know that I am here. They know 
why I am here and they will be looking for a favorable report from 
me when I return. The American Municipal Association, which has 
wholeheartedly endorsed this program, will also be watching to see 
with what favor you treat this measure. 

It is our hope that you will report out this proposed bill favorably 
and that it will become a law that will permit the cities to go on a 
capital improvement program for many of the improvements which 
they so sorely need. 

I wish to thank you for this opportunity to appear before your body. 

The Cuatrman. Mr. Tollefson, when the question was raised when 
this matter was discussed by the representatives of the municipalities 
at the meeting to which you refer and some of them voted against 
it, was that because of the fear that was expressed here by Mr. ‘Tobin? 
Did they have that thought in mind: That they might be jeopardizing 
in the future the tax exemption of municipal interest, or was there 
another reason that prompted them to vote this? 

Mr. Touuerson. That was the primary reason. They were all in 
favor of it, but those who were opposed to it were opposed to it on the 
basis that we would open the box and this fear injected itself. 

The CHatrman. You don’t see any possibility of justification for 
that fear yourself? 

Mr. TouteErson. I do not, not after a complete review of the matter, 
which took over a year. 

The Cuatrman. In the past Mr. Tobin and others have appeared 
before the Ways and Means Committee on this matter of the further 
exemption of municipal bond interest. It has always been said that 
these bonds are widely held, which I doubt; that they are held by 
people in all economic levels of life, and that this is not just an ex- 
clusion from income that goes to the benefit of the wealthy individual. 

I know that argument has been made with respect to the advisability 
other than the constitutional point of continuing to exempt interest 
on municipal bonds, 

I wonder, however, if those of you who are anxious to retain that 
exclusion from income in the future don’t weaken your case with the 
individuals who are looking for an excuse and always arguing that 
this present situation constitutes discrimination and a loophole in 
the Federal law that ought to be corrected. 

[ wonder if you don’t really give them something more to talk 
about than they have in the past. I am asking that as a question. 

20675—58—pt. 3——17 
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Mr. Totterson. May I explain this by way of a story ? 
When I was a little kid I remember having an argument with a boy 
that I had asked for a piece of candy from a penny bag of candy that 
he had and that I didn’t have. He wouldn’t give me any so we had 
a fight and I beat him up. He says, “Now I won’t give you any.” 
He wasn’t going to give me any in the first place. He had been 
against me all the time. I don’t think it is going to give them any 
further ammunition than they already have. 

The Caarman. I don’t mean that you will win them to bi side. 
Very definitely you may be running the risk of giving them some 
further ammunition. That is the point I am trying to determine: 
whether you think there is any possibility of you having a weaker 
case when sometime in the future we may have some Secretary of 
the Treasury who will ask us to consider taxing the interest on munic- 
ipal bonds. 

Will you be in as good position to make your case for continued 
exclusion from income as you are now without this particular legis- 
lation ? 

Mr. Totterson. I believe so, Mr. Chairman. 

If I am not mistaken, the theory on which the tax exemption pro- 
vision was inserted was for the ultimate benefit of the local taxpayer. 
They are not in a profitable business. They are in a business just to 
sell bonds to make capital improvements for use in their cities. We 
want them to keep the interest rate low so that the local householder, 
the taxpayer, wouldn’t have to pay large taxes on improvements 
that are not business improvements. Otherwise, if the interest rate 
os up so that it compares with the other bonds, coupons, and so 
orth, in which people are engaged in a capital gains business, we 
might as well forget about the tax-exemption provision because it 
will achieve no useful purpose and the purpose to be achieved was to 
keep the rate down. 

We had to invite these people on this side so that peonle on the other 
side who were paying the taxes would not have to pay larger taxes, 
and if they pay larger taxes on this side, then there is the increased 
benefit that a few people might receive on the other side by reason of 
the purchasing of the tax-exempt bonds. 

The CuarrMAn. I understand your point that there is a scarcity 
at the moment of available money for use by cities and that more 
money such as is now in the hands of the personal holding companies 
being made available may help to hold interest down. That is your 

oint. 
v Mr. Torterson. That is right. 

The CuHarrman. You are not concerned, then, about this other 
matter that Mr. Tobin raised of getting involved in the situation with 
the personal holding companies? 

r. TOLLEFSON. t am not afraid of that part of it at all, Mr. 
Chairman. 

The Cuarmman. Are most of the people now involved in this situa- 
tion represented in your organization as far as municipalities are con- 
cerned, or the country? You are speaking for them? 

. Mr. Torzerson. I am speaking for the American Municipal Asso- 
ciation. 

The Cuamrman. Do you think your views are generally the views of 

the greater majority of these people ? 
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Mr. Toxtterson. That is correct. 

They understand, as you do, that we live in a capitalistic system. 
We have to go where the money is. We can’t go where it is not. 
Some people have a lot of money and are willing to invest—good, 
honest citizens. That is a benefit that they will receive and axio- 
matically must come to them, if the people who pay the tax on the 
other side are to receive the benefit of the lower interest rate. 

The Cuarrman. Is it the thinking of your group that the passa 
of these bills that carry out the President’s proposal will not make 
money available to you in sufficient amounts, but that H. R. 8702 will? 

Mr. Touxierson. I believe that H. R. 8702 will increase it im- 
measurably. 

The Cuarrman. It has been said to me by some that passage of the 
bills carrying out the President’s suggestion would not make much 
additional money available. ° 

Mr. Totierson. You will have to excuse me for not being a real 
financial expert on tracing out the availability of funds, as to how 
much each group has, but from the people that I have talked to in 
this organization, I might say our own president of our State associa- 
tion is on the committee, and he is the mayor of a small town and an 
accountant, and he advises me that the broader bill will invite a great 
deal more money than the narrower ones. 

The CHatrman. However, they have not told you how much your 
narrow bill might make available. 

Mr. TotieFson. No, I don’t know how much it might make available. 

The CHarrMan. Mr. Tollefson, we appreciate your coming to the 
committee and giving us the benefit of your thinking on this as the 


representative of the American Municipal Association. Thank you, 
sir, very much. 
That concludes the call of the calendar for ae Without objec- 
on 


tion, the committee will adjourn until 10 o’clock Monday morning. 
(Whereupon, at 5: 15 p. m. the committee was recessed, to reconvene 
at 10 a.m. Monday, February 3, 1958.) 
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(Advisory Group Reports on Subchapter J (Estates, Trusts, 
Beneficiaries, and Decedents) ; General Discussions) 


MONDAY, FEBRUARY 3, 1958 


Hovset oF REPRESENTATIVES, 
ComMMITTEE ON WAys AND Mrans, 
Washington, D.C. 

The committee met at 10 a. m., pursuant to recess, in the Committee 
Room, New House Office Building, Hon. Wilbur D. Mills (chairman) 

residing. 

, The The committee will please come to order. 

This morning we have with us the members of the Advisory Group 
on Subchapter J. Mr. A. James Casner is chairman of the group. 
The other members are: Mr. Kenneth W. Bergen, Mr. Carlysle A. 
Bethel, Mr. George Craven, Mr. Rupert Gresham, Mr. James P. John- 
son, Mr. Carter . Louthan, Mr. Weston Vernon, and Mr. Laurens 
Williams. 

Is Mr. Williams here this morning ? 

Mr. Casner. No, he is not. 

The Cuarman. Mr. Casner, as chairman of the advisory group, I 
assume you would like to make the opening statement. Then we will 
recognize you at the conclusion of your statement, to designate the 
next member of the advisory group that will make a statement to the 
committee. 

Before we recognize you, Mr. Casner, I ask unanimous consent that 
the revised first report of the subchapter J group be included in the 
record just prior to Mr. Casner’s opening remarks and such other 
exhibits as the advisory group feels should be included in the record 
for our use. 

Without objection, it is so ordered. 

(The document referred to is as follows 2 
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LETTER OF TRANSMITTAL 


Wasuineton, November 22, 1957. 
Hon. Jere Cooper, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

My Dear Mr. CuarrMan: I am transmitting herewith a revised 
report by an advisory group appointed by the Subcommittee on 
Internal Revenue Taxation to study subchapter J of the Internal 
Revenue Code of 1954, relating to the income of estates and trusts. 
This report contains only the changes which the advisory group 
recommends for consideration at this session of Congress. 

The advisory group was appointed by the subcommittee on Novem- 
ber 28, 1956, to assist the sahcdameivias in its study of subchapter J of 


the 1954 Code. The advisory group consists of the following mem- 
bers: Messrs. Kenneth W. Bergen, Carlysle A. Bethel, George Craven, 


Rupert Gresham, James P. Johnson, Carter T. Louthan, Weston 
Vernon, Laurens Williams, A. James Casner, chairman. 

This report is a revision of the advisory group’s first report dated 
May 8, 1957. The report has not been considered or approved by the 
Subcommittee on Internal Revenue Taxation, or any member thereof. 
The committee has scheduled public hearings commencing January 7, 
1958, and this report is among the subjects to be considered in such 
hearings. 

Respectfully submitted. 

Witsur D. Mitts, 
Chairman, Subcommiitee on Internal Revenue Taration. 
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Wasuinaton, November 12, 1957. 
Hon. Wiisur D. Mitts, 
Chairman, Subcommittee on Internal Revenue Taxation of the 
Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

My Dzar Mr. CuatrMan: We are submitting herewith a revision 
of the report of May 8, 1957, of the advisory group on subchapter J 
of the Internal Revenue Code of 1954. The new material has been 
integrated with the original but the substantive changes have been 
printed in bold face type. 

This revision is designed to accomplish the following things: 

1. Correct clerical errors in the original report; and 

2. Make such changes in the substance of the original report as 
were considered desirable as a result of the continuing research of the 
advisory group. 

There are many other matters in subchapter J (such as the throw- 
back rule and income in respect of a decedent) which the advisory 
group is ate to study and as to which it may make recom- 
mendations at a later date. Consequently, the statement herein 
that there is “no change’’ in any section or subsection merely means 
that no change is being recommended in this report. 

Respectfully submitted. 


A. James Casnmr, Chairman, 
Kennetu W. Bercen, 
CartysLE A. BETHEL, 
GrorGe CRAVEN, 
Rupert GRESHAM, 
JAMES P. JOHNSON, 
Carter T. LourHan, 
Weston VERNON, 
LauRENS WILLIAMS, 
Advisory Group. 
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REVISED REPORT OF THE ADVISORY GROUP ON 
SUBCHAPTER J* 


PROPOSED AMENDMENTS TO SUBCHAPTER J OF THE 
INTERNAL REVENUE CODE 


Subchapter J—Estates, Trusts, Beneficiaries, and Decedents 
PART I—ESTATES, TRUSTS, AND BENEFICIARIES 


Subpart A—General Rules for Taxation of Estates and Trusts 
SEC. 641. IMPOSITION OF TAX. 

(a) APPLICATION OF Tax.—The taxes imposed by this chapter on individuals 
shall apply to the taxable income of estates or of any kind of property held in 
trust, including— 

(1) income accumulated in trust for the benefit of unborn or unascertained 
pene or persons with contingent interests, and income accumulated or 
eld for future distribution under the terms of the will or trust; 
(2) income which is to be distributed currently by the fiduciary to the 
beneficiaries; and ineeme eeteeted grerdian of an infant whieh is te 
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, 

(3) income received by estates of deceased persons during the period of 
administration or settlement of the estate; and 

(4) income which, in the discretion of the fiduciary, may be either distrib- 
uted to the beneficiaries or accumulated. 

(b) ComPpuTATION AND PayMENT.—The taxable income of an estate or trust 
shall be computed in the same manner as in the case of an individual, except as 
otherwise provided in this part. The tax shall be computed on such taxable in- 
come and shall be paid by the fiduciary. 

(c) MoxripLe Trusts.— 

(1) InreR vivos rrusts.—If a grantor establishes at any time or times 
separate inter vivos trusts, lo the extent that during any year or portion of a year 
the primary beneficiary or beneficiaries of the currently accumulated income or 
taxable income allocated to corpus of the separate trusts are substantially the 
same, the total tax payable for such year or such portion of a year by the separate 
trusts on such income or such taxable income or both as the case may be— 

(A) shall be computed as though the separate trusts were one trust with 
respect to such income or such taxable income or both for such year or such 
portion of the year except— 

(t) when such income or such taxable income or both are less than 
$2,000; or 

(tt) when such computation produces a tax less than the aggregate 
of the separate taxes otherwise payable by the separate trusts with 
respect to the amount so accumulated; or 

Gris) when the separate trusts do not exceed three in number and no 
two of them were created within a period of 60 months; and 

(B) the Secretary or his delegate shall prescribe by regulations the method 
of computing the total tax payable by the separate trusts and may pave 
that the income of the separate trusts be computed and reported in accordance 
with the same method - accounting or on the basis of the same taxable year, 
or both; and 


mane i appearing in boldface type reflects the substantive changes made in the report dated 
ay 8, ; 
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(C) the total tax so computed shall be allocated and assessed among the 
several trusts in accordance with regulations prescribed by the Secretary or 
his delegate. 

(2) Testamenrary Trusts.—If a testator in his will or wills establishes 
separate testamentary trusts, to the extent that during any year or portion of a 
year the primary beneficiary or beneficiaries of the currently accumulated income 
or taxable income allocated to corpus of the separate trusts are substantially the 
same, the total tax payable for such year or suth portion of a year by the separate 
trusts on such income or such taxable income or both as the case may be— 

(A) shall be computed as though the separate trusts were one trust with 
respect to such income or such taxable income or both for such year or such 
portion of the year except— 

(t) when such income or’ such taxable income or both are less than 
$2,000; or 

(it) when such computation produces a tax less than the aggregate 
of the separate taxes otherwise payable by the separate trusts with 
respect to the amount so accumulated; and 

(B) the Secretary or his delegate shall prescribe by regulations the method 
of computing the total tax payable by the separate trusts and may require 
that the income of the separate trusts be computed and reported in accord- 
ance with the same method of accounting or on the basis of the same taxable 
year, or both; and 

(C) the total tax so computed shall be allocated and assessed among the 
several trusts in accordance with regulations prescribed by the Secretary or 
his delegate. 

(3) Derinirions.—For the purposes of subsection (c)— 

(A) the words “inter vivos trusts’’, during the lifetime of the grantor, 
mean any trusts established by him, and after the death of the grantor, mean 
any trusts established by the grantor during his lifetime which are not aug- 
mented by the terms of his will; and 

(B) the words “‘testamentary trusts” mean any trusts established by the 
testator’s will (including any augmentation thereof by the testator 
pursuant to the terms of an inter vivos trust or otherwise) and any 
trusts established by the testator during his lifetime which are augmented by 
the terms of his will. , 

(4) PeRSONAL LIABILITY OF FIDUCIARIES.—A trustee shall not be personally 
liable for taxes assessed under this subsection against a trust of which he is a 
trustee to the extent he did not know such taxes were payable by such trust under 
this subsection. In determining whether a trustee knows that taxes are payable 
under this subsection— 

(A) information received by an officer or employee of a corporate trustee 
in the course of carrying on the corporation’s business other than that of 
administering trusts shall not be attributed to the trustee, and 

(B) except to the extent that a trustee is acting as trustee of two or 
more trusts created by the same grantor under substantially identical instru- 
ments or of two or more trusts established under the will or wills of the same 
testator, he shall not be treated as knowing that taxes are payable under this 
subsection until written notice to that effect is received from the Commis- 
sioner. 

(6) DiscLosvre or 1nrorMATION.—The Secretary or his delegate may require 
the grantor of two or more trusts or his personal representative or the trustee of 
any trust to furnish information as to such trusts, and may require trustees of 
separate trusts to exchange information in regard to the separate trusts, to the 
extent necessary to carry out the purposes of this subsection. 






















































COMMENT 











Section 641 (a) (2) 
Income collected by a guardian of an infant is not taxable under 
subchapter J. Consequently, the deletion of part of the material of 
section 641 (a) (2) makes no change in the substantive operation 
of the provisions of subchapter J. 
Section 641 (c) 
There has been sporadic concern ever since the hearings on the 
Revenue Act of 1937 about the possibilities of reducing income taxes 
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by creating two or more trusts to accumulate income for the same 
beneficiary when one trust would do as well for other than tax purposes. 
Currently, such multiple trusts achieve the advantage of tower tax 
rates, and also of multiple $2,000 throwback exemptions. Legislation 
directed at the most obvious cases would be easy to draft, but it 
would be equally easy to avoid. Conversely, simple legislation with 
a broad enough scope to prevent easy avoidance would apply equally 
to numerous innocent situations. 

A grantor may create three trusts on the same date, with similar 
assets and with the same trustee, each to accumulate the income for 
15 years and then to pay it to A or his estate. The tax-avoidance 
purpose of such an arrangement is obvious, and it would be relatively 
easy to require that the several trusts be consolidated for tax purposes 
by legislation, and perhaps without it. However, numerous variations, 
which render the result less certain, are possible. Such variations 
include different dates of creation, dissimilar assets, different trustees, 
different dates of distribution, different but overlapping groups of 
beneficiaries, discretionary powers of distribution, powers of apeane 
ment, and different contingent remaindermen. It would be possible 
to arrange a long series of examples in which it is increasingly difficult 
to say with confidence that several trusts, rather than one, were 
created solely for tax avoidance purposes. At the opposite end of 
the spectrum are groups of trusts which clearly shouk not be con- 


sidered as created in multiple form for tax avoidance purposes, but 
which might be so treated under a statutory provision which is too 
broad in its scope. An example of such a group of trusts is the 
creation of three trusts, one for each of the grantor’s three children, 


each with discretion in the trustee to pay the income to the primary 
beneficiary or accumulate it, and with ultimate remainders to the 
issue of the primary beneficiary, or if none, with cross-remainders 
to the beneficiaries of the other trusts. In such a situation the income 
of all three trusts might end up in the hands of the same beneficiary, 
but under normal circumstances that is not the probable result. 

Two principal problems —— in attempting to draft multiple 
trust legislation. The first is in defining the types of trusts to which 
the legislation is to apply. The second is in solving the administrative 
problem of imposing on a fiduciary a possible tax cra determinable 
only on the basis of facts not in his possession, and perhaps only 
eae has distributed the assets out of which the tax should be 

ayable. 

. he proposed addition to section 641 of subsection (c) is designed 
to prevent tax avoidance by the creation of multiple tax entities in 
the form of separate trusts to the extent the primary beneficiaries of 
the currently accumulated income (within the meaning of sec. 643 (b)) 
or taxable income allocated to corpus of each of the separate trusts 
are substantially the same. At the same time, separate trusts retain 
their identity as separate tax entities if each trust is established for 
the benefit of different primary beneficiaries of such income. 

The exception from the rule in the case of separate inter vivos trusts 
with identical income beneficiaries if the separate inter vivos trusts do 
not exceed 3 in number and are created at 5-year intervals is designed 
to take care of the situations where the lapse of time has made it un- 
desirable to add property to an existing trust. No significant income- 
tax avoidance is possible by opening the door to as many as 3 inter 
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vivos trusts established at 5-year intervals. If a fourth trust is cre- 
ated, the original 3 trusts, established at 5-year intervals, will be con- 
solidated with the fourth trust in determining the total tax payable 
by the separate trusts for future years. Also, if 2 trusts are established 
in less than 5 years and a third trust is established more than 5 years 
after the second trust, the 3 trusts will be consolidated. For the pur- 
pose of determining whether separate trusts exceed 3 in number, addi- 
tions made to an existing trust shall not be deemed the creation of 
another separate trust. 

The other 2 exceptions, which are applicable both to multiple inter 
vivos trusts and to multiple testamentary trusts, are designed to avoid 
the complexity of treating the separate trusts as one where the total 
currently accumulated income or total taxable income allocated to 
corpus is so small in amount that no significant tax avoidance is 
possible by the creation of separate trusts (the $2,000 referred to in 
the statute is the combined income of the several trusts) and to 
prevent the use of subsection (c) to reduce the total tax payable by 
multiple trusts. 

Inter vivos separate trusts are not to be joined with testamentary 
separate trusts. A revocable inter vivos trust shall continue to be 
classified as an inter vivos trust when the power of revocation ceases 
to exist by the death of the grantor. If, however, the grantor pours 
over to an inter vivos trust from his will, the augmented inter vivos 
trust shall be deemed established by the grantor’s will and thus shall 
be deemed a testamentary trust. Likewise if an inter vivos trust 
pours into a testamentary trust, only a testamentary trust shall be 
deemed to exist. It is realized that ander state law an augmented 
inter vivos trust may not be regarded to any extent as a testamentary 
trust. The fact that it is regarded as a testamentary trust under this 
section for tax purposes need have no effect on its character for 
other purposes. The decision to treat the augmented inter vivos 
trust as a testamentary one in applying the multiple trust rules is 
based on the belief that it has been drawn into the testamentary 
scheme of trusts by the pour-over provision. 

Whether separate trusts which have been established by a grantor 
or testator have substantially the same primary beneficiaries of the 
currently accumulated income or taxable income allocated to corpus 
depends on the entire pattern made by the separate trusts. The 
word “primary” in relation to a beneficiary means the beneficiary 
or beneficiaries who are first entitled to the accumulated income or 
taxable income allocated to corpus when there is an order of succes- 
sion with respect to such income or such taxable income, If, for 
example, the terms of a trust call for the distribution in the future 
of accumulated income to the children of a designated person and if 
there are no children to someone else, such children are the primary 
beneficiaries, even though in the year in question no child has been 
born to the designated person. If the trustee has discretion to pay 
the income to a designated beneficiary or accumulate the same, the 
primary beneficiary of the accumulated income is not the person to 
whom it could have been paid in the first instance unless the trustee 
has the power to pay such person accumulated income as well as 
current income. 

When a primary beneficiary of the currently accumulated income 
has a power the exercise of which will adversely affect his chance of 
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receiving such income, the objects of the power shall not be deemed 
primary beneficiaries of such income in determining whether the 
primary beneficiaries of currently accumulated income under several 
trusts are substantially the same, If, however, a person has.a power 
to pay the currently accumulated income to himself, whether he has 
such power alone or in conjunction with another who does not have a 
substantial adverse interest, such power holder shall be deemed the 
primary beneficiary in making such determination. 

The fact that the separate trusts have different termination dates 
or different distributees of corpus (as distinguished from accumulated 
income) on termination will not prevent them from being taxed as 
one trust where the primary beneficiaries of currently accumulated in- 
come or taxable income allocated to corpus are substantially the same. 
If, however, as events transpire, such primary beneficiaries change so 
that they are no longer substantially the same, then the separate 
trusts will be separate tax entities from that time on. If, as events 
transpire, the primary beneficiaries change so that they become sub- 
stantially the same, then the separate trusts will be taxed as one from 
that time on. 

The primary beneficiaries of the currently accumulated income or 
the taxable income allocated to corpus will be the persons to whom the 
trustee in his discretion may distribute such income from time to time 
when the trust is one giving the trustee such discretion. The fact that 
the persons to whom the trustee may distribute such income under 
several different trusts differ in some respects will not prevent the 
primary beneficiaries under the several trusts from being substantially 
the same where the entire beneficiary pattern of the several trusts 
makes it apparent that substantially the same beneficiaries will receive 
benefits under the several trusts. 

If A gives property to other members of his family and they each 
set up trusts with the same primary beneficiaries of the currently 
accumulated income or taxable income allocated to corpus, A may be 
deemed to have established the separate trusts set up by the other 
members of his familv so as to invoke the provisions of subsection (c). 
Whether A will be deemed to have established the various trusts will 
depend on whether it can be established that A gave the property to 
the other members of bis family with the understanding that each 
would establish such a trust with it. 

The donor of a power of appointment will be deemed the creator 
of any trust established by the exercise of the power if it can be 
established that he gave the power to the donee with the under- 
standing that the donee would establish the particular trust created 
by the exercise of the power; otherwise, the donee of the power will 
be deemed the creator of any trust established by the exercise of 
the power. If it is determined that the donor of the power is the 
creator of a trust established by the exercise of the power, such 
trust will be deemed one established by the instrument creating the 
power in determining whether it is an inter vivos trust or a testa- 
mentary one. 

The broad exemption from personal liability given to a trustee who 
does not know that additional taxes are payable by his trust under 
subsection (c) is believed essential in order to make it safe for a 
trustee, particularly of an inter vivos trust, to accept a trust. This 
exemption, however, should not detract from the deterrent force of 
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subsection (c) in the field of multiple trusts because of the liability 
of the beneficiaries for such additional taxes in the event the trust 
funds are not adequate to pay them. It should be noted that the 
exemption of the trustee from personal liability applies only to the 
amount of any additional tax which may be imposed on his trust as 
a result of the multiple trusts being taxed as one trust. 

Set out below are several examples of the operation of subsection (c): 

Example 1.—A establishes trust 1 to last for 9 years and 1 day. 
During the period of the trust the income is to be paid to S or accumu- 
lated in the discretion of the trustee. On the termination of the trust 
the principal and accumulated income are to be paid to S or his 
estate. On the following day, A establishes trust 2 which is identical 
with trust 1 except that the termination date is 10 years and 1 day 
after its creation. The primary beneficiary of the currently accumu- 
lated income and of the taxable income allocated to corpus of the 
2 inter vivos trusts is the same and hence the total tax payable by the 
2 trusts is determined by treating the 2 trusts as 1. 

Example 2.—T in his will gives the residue of his estate to a trustee 
and directs the trustee to divide the residue into as many equal shares 
as there are children of T who survive him and children of T who 
predecease him leaving issue who survive him. One of such equal 
shares is to be allocated to each living child of T and each share so 
allocated is to be held in a separate trust in accordance with a desig- 
nated provision in T’s will. One of such equal shares is to be allocated 
to the issue of each deceased child of T and each share so allocated is 
to be held in a separate trust in accordance with a designated provision 
in T’s will. The trustee is given discretion to pay out the current 
income of the separate trust for each living child of T to any one or 
more of the group consisting of such child, such child’s issue, and 
T’s wife, or to accumulate it, and is given discretion to pay out to such 
group any accumulated income. The trustee is given discretion to 
pay out the current income of the separate trust for the issue of each 
deceased child of T to any one or more of the group consisting of such 
deceased child’s issue and T’s wife, or to accumulate it and is given 
discretion to pay out to such group any accumulated income. Though 
T’s wife is one of the potential beneficiaries of the currently accumu- 
lated income of each of the separate trusts, the primary beneficiaries 
are not substantially the same. The separate trusts are established 
primarily for the different branches of T’s descendant line. Thus 
each separate trust is a separate tax entity. Separate inter vivos 
trusts of the same type would also be separate tax entities. In a 
situation like example 2, if the provisions of T’s will establish that 
his wife is to be preferred so far as distributions under each trust are 
concerned, then the separate trusts will be treated as one trust for 
purposes of determining the tax on currently accumulated income. 

Example 3.—In the same year A establishes trust 1 for the benefit 
of his sister S and trust 2 for the benefit of his brother B. The 
current income of trust 1 is payable to S and of trust 2to B. On the 
death of S, the trust property of trust 1 is to be distributed to A’s 
issue then living, such issue to take per stirpes. On the death of B, 
the trust property of trust 2 is to be distributed to A’s issue then living, 
such issue to take per stirpes. The primary beneficiaries of the tax- 
able income allocated to corpus of the two trusts are substantially 
the same (the fact that A’s issue living at S’s death may be different 





GENERAL REVENUE REVISION 2705 


from his issue living at B’s death is not sufficient to make the primary 
beneficiaries of the two trusts other than substantially the same) 
and hence the total tax payable by the two trusts on such income is 
determined by treating the two trusts as one. 

Example 4.—In the same year A establishes trust 1 for the benefit 
of his sister S1 and brother B1 and brother B2; trust 2 for the benefit 
of his sister S2 and brother B1 and brother B2; trust 3 for the benefit 
of S1 and S2 and B1; and trust 4 for the benefit of S1 and S2 and B2. 
Under each trust instrument the trustee is given discretion to pay 
out the current income to any one or more of the designated bene- 
ficiaries or to accumulate the same, and is given discretion to pay 
out to the designated beneficiaries any accumulated income. The 
primary beneficiaries of the currently accumulated income of each of 
the four trusts are substantially the same and hence the total tax 
payable by the four trusts on such income is determined by treating 
them as one. 

Example 5.—H in his will divides the residue of his estate into 
two shares and establishes a trust with respect to one share under 
which the current income is payable to his wife, W, for her life and, 
in addition, the trustee is given discretion to pay principal to W; and 
on W’s death, the trust property is to be distributed as she may 
appoint by her will and in default of appointment, the trust property 
is to be distributed to H’s issue then living, such issue to take per 
stirpes. H’s will establishes another trust with respect to the other 
share under which the trustee is given discretion to pay out the 
current income to any one or more of the group consisting of W and 
H’s issue living from time to time or accumulate the same and is 
given discretion to pay out principal and accumulated income to any 
one or more of such group, and on W’s death, the trust property is 
to be distributed to H’s issue then living, such issue to take per 
stirpes. The trust of the first share is a marital deduction trust. 
The primary beneficiary of the income allocated to corpus of the 
marital deduction trust is W. The primary beneficiaries of the 
income allocated to corpus of the nonmarital deduction trust are 
W and H’sissue. Thus each trust is a separate tax entity in deter- 
mining the tax oe with respect to income allocated to corpus. 

Example 6. in his will divides the residue of his estate into two 
shares and establishes a trust with respect to one share under which 
the current income is payable to his wife, W, for her life and, in 
addition, the trustee is given discretion to pay principal to W; and 
on W’s death, the trust property is to be distributed as she may 
appoint by her will and in default of appointment, the trust property 
is to be distributed to H’s issue then living, such issue to take per 
stirpes. H’s will establishes another trust with respect to the other 
share under which the trustee is given discretion to pay out the 
current income to any one or more of the group consisting of W and 
H’s issue living from time to time or accumulate the same and is 
given discretion to pay out principal and accumulated income to W; 
and on W’s death, the trust property is to be distributed to H’s issue 
then living, such issue to take per stirpes. The trust of the first share 
is a marital deduction trust. The primary ae of the income 
allocated to corpus of the marital deduction trust is The primary 
beneficiary of the income allocated to corpus of the nonmarital 
deduction trust is W. Thus the primary beneficiary of the income 
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allocated to corpus of the two trusts is W and hence the total tax 
payable by the two trusts on such income is determined by treating 
the two trusts as one. 

Example 7.—H in his will divides the residue of his estate into 
two shares and establishes a trust with respect to one share under 
which the current income is payable to his wife, W, for her life and 
on her death, the trust property is to be distributed as she may appoint 
by her will and in default of appointment, the trust property is to be 
distributed to H’s issue then living, such issue to take per stirpes; 
and establishes another trust with respect to the other share under 
which the trustee is given discretion to pay out the current income to 
W, or accumulate the same, and is given discretion to pay out principal 
and any accumulated income to W and on W’s death, the trust 
property is to be distributed to H’s issue then living, such issue to 
take per stirpes. The trust of the first share is a marital deduction 
trust. The primary beneficiaries of the income allocated to corpus of 
the first trust are the possible appointees under the general power of 
appointment given to W (likewise the possible appointees under a 
special power of appointment would be primary beneficiaries). The 
primary beneficiary of the income allocated to corpus of the nonmarital 
deduction trust is W. Thus, each trust is a separate tax entity. 

Example 8.—H in his will divides the residue of his estate into two 
shares and establishes a trust with respect to one share under which 
the trustee is given discretion to pay out the current income to his 
wife, W, or accumulate the same, and is given discretion to pay out 
the accumulated income to W, and on W’s death, the trust property 
is to be distributed to her estate; and establishes another trust with 
respect to the other share under which the trustee is given discretion 
to pay out the current income to W, or accumulate the same, and is 
given discretion to pay out principal and any accumulated income to 
W and on W’s death, the trvst property is to be distributed to H’s 
issue then living, such issue to take per stirpes. The trust of the 
first share is a marital deduction trust. The primary beneficiary of 
the currently accumulated income is W and the primary beneficiary 
of the income allocated to corpus is W’s estate. The primary bene- 
ficiary of the currently accumulated income of the nonmarital deduc- 
tion trust is W and the primary beneficiary of the income allocated 
to corpus of the nonmarital deduction trust is also W. Thus, the 
total tax payable by the two trusts on the currently accumulated in- 
come is determined by treating the two trusts as one but the two 
trusts are not treated as one in determining the tax on income allo- 
cated to corpus. 

It is possible for separate trusts to each have multiple grantors. 
The operation of section 641 (c) in such a situation is illustrated by 
the following example: A and B establish trust 1, each contributing 
one-half of the corpus, under which the trustee is given discretion to 
pay out the current income of the trust to any one or more of the 

oup consisting of A’s issue, or to accumulate the same, and is given 

iscretion to pay out to such group the accumulated income. A and 
C establish trust 2, each contributing one-half of the corpus. The 
trustee under this trust is also given discretion to pay out the current 
income to any one or more of the group consisting of A’s issue, or to 
accumulate the same, and is given discretion to pay out to such group 
the accumulated income. The primary beneficiaries of the currently 
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accumulated income of each trust are the same. However, only 
one-half of the currently accumulated income of each trust stems 
from the same grantor. Therefore, only to the extent of one-half of 
the currently accumulated income of each trust will the two trusts be 
treated as one under section 641 (c). 

It was publicly announced on November 7, 1956, that legislation 
in regard to multiple trusts would be submitted to Congress and 
thus it seems reasonable to make this amendment operative as of 
December 1, 1956, in regard to multiple trusts created after that date. 
It also is recommended that in particularly flagrant cases, subsection 
(c) be applied to trusts having taxable years ending after December . 
1956, even though the trusts were created prior to that date. The 
statute should be applied with respect to multiple trusts created prior 
to that date if they are more than 5 in number, were created witbin 12 
months of one another, each instrument contains substantially identi- 
cal provisions with respect to the distribution of accumulated income 
or taxable income allocated to corpus or both, and the original trustee 
or trustees of each of the separate trusts were the same. It is not 
recommended that trusts created before December 1, 1956, be com- 
bined in any way with trusts created after that date i in applying the 
provisions of subsection (c). 


SEC. 642, SPECIAL RULES FOR CREDITS AND DEDUCTIONS 
(a) Creprts AGaInst Tax.— 

(1) PARTIALLY TAX-EXEMPT INTEREST.—An estate or trust shall be allowed 
the credit against tax for partially tax-exempt interest provided by section 35 
only in respect of so much of such interest as is not properly allocable to any 
beneficiary under section 652 or 662. If the estate or trust elects under sec- 
tion 171 to treat as amortizable the premium on bonds with respect to the 
interest on which the credit is allowable under section 35, such credit (whether 
allowable to the estate or trust or to the beneficiary) shall be reduced under 
section 171 (a) (3). 

(2) ForEIGcN TAXES.—An estate or trust shall be allowed the credit against 
tax for taxes imposed by foreign countries an‘ possessions of the United States, 
to the extent allowed by section 901, only in respect of so much of the taxes 
described in such section as is not properiy allocable under such section to the 
beneficiaries. 

(3) DIvIDENDS RECEIVED BY INDIVIDUALS.—An estate or trust shall be al- 
lowed the credit against tax for dividends received provided by section 34 
only in respect of so much of such dividends as is not rer allocable to 
any beneficiary under section 652 or 662. Fer purpeses the 
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determining whether an estate or trust ust shall be entitled to exclude dividends from 
gross income under section 116 (a), any amount of dividends allocable to a bene- 
jiciary under section 652 or section 662 shall be allocable first from dividends 
other than those which are excluded under section 116 (a), and the estate or trust 
shall be entitled to exclude from gross income under section 116 (a) dividends not 
so allocable to a beneficiary in an amount not in excess of $50. 

(b) DepuctTion FoR PERSONAL ExemptTion.—An estate shall be allowed a 
deduction of $600. A trust which, under its governing instrument, is required 
to distribute all of its income currently shall be allowed a deduction of $300. 
All other trusts shall be allowed a deduction of $100. The deductions allowed 
by this subsection shall be in lieu of the deductions allowed under section 151 
(relating to deduction for personal exemption). 
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(c) Depucrion ror CuHariraBLe eTc., Conrripurions.—In the case of an 
estate or trust the deduction allowed by section 170 (relating to deduction for charitable, 
etc., contributions and gifts) shall not be allowed, but the estate or trust shall be al- 
lowed a deduction for such contributions and gifts to the extent provided in sections 
651, 661, and 663 (d). 

(d) Ner Operatine Loss Depuction.—The benefit of the deduction for net 
operating losses provided by section 172 shall be allowed to estates and trusts 
under regulations prescribed by the Secretary or his delegate. 

(e) DEDUCTION FOR DEPRECIATION AND DEPLETION.—An estate or trust shall 
be allowed the deduction for depreciation and depletion only to the extent not 

apportioned to beneficiaries under sections 167 (g) and 611 (b). 

(f) AMORTIZATION OF EMERGENCY OR GRAIN STORAGE Factuitips.—The benefit 
of the deductions for amortization of emergency and grain storage facilities pro- 
vided by sections 168 and 169 shall be allowed to estates and trusts in the same 
manner as in the case of an individual. The allowable deduction shall be appor- 
tioned between the income beneficiaries and the fiduciary under regulations pre- 
scribed by the Secretary or his delegate. 

(g) DisaLLowaNce or DovusLe Depuctions.—Amounts allowable under sec- 
tion 2053 or 2054 as a deduction in computing the taxable estate of a decedent 
shall not be allowed as a deduction in computing the taxable income of the estate, 
unless there is filed, within the time and in the manner and form prescribed by the 
Secretary or his delegate, a statement that the amounts have not been allowed as 
deductions under section 2053 or 2054 and a waiver of the right to have such 
amounts allowed at any time as deductions under section 2053 or 2054. This 
subsection shall not apply with respect to deductions allowed under part II (re- 
lating to income in parpoct of decedents). 

(h) Unusep Loss Carryovers AND Excess DepucTIONS ON TERMINATION 
AVAILABLE TO BENEFICIARIES.—If on the termination of an estate or trust, the 
estate or trust has— 

(1) a net operating loss carryover under section 172 or a capital loss carry- 
over under section 1212, or 
(2) for the last taxable year of the estate or trust deductions (other than 
the deductions for personal exemption allowed under swbseetions subsection 
(b) er £e}) in excess of gross income for such year, 
then such carryover or such excess shall be allowed as a deduction, in accordance 
with regulations prescribed by the Secretary or his delegate, to the beneficiaries 
succeeding to the property of the estate or trust. For the purposes of this sub- 
section, separate and independent shares of different beneficiaries in a single trust 
or estate, as determined pursuant to section 663 (c), shall be treated as separate trusts 
or estates. 

(i) Depucrion ror Esrarz Tax on Income 1N Respect or «4 Decepent.—An 
estate or trust shall be allowed the deduction provided by section 691 (c) (relating to the 
deduction allowed for estate tar on income in respect of a decedent) only in respect of so 
much of the income in respect of a decedent as is not properly allocable to a beneficiary 
under section 652 or section 662. 

(j) Cross RergrRENcE.— 


For disallowance of standard deduction in case of estates and trusts see section 142 (b) (4). 


COMMENT 


Section 642 (a) (3) 

There is doubt under the present law about the proper treatment 
of the $50 dividend exclusion under section 116 (a) on the return of 
an estate or§trust if the estate or trust receives dividends which 
qualify for the exclusion but distributes a part of such dividends to a 
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beneficiary during the taxable year. Section 116 (a) excludes from 
gross income certain dividends received by an individual to the extent 
that the dividends do not exceed $50. Section 641 (b) provides that 
the taxable income of an estate or trust shall be computed in the same 
manner as in the case of an individual, except as otherwise provided in 
part I of subchapter J. Sections 652 (b) and 662 (b) provide that 
amounts which are paid, credited or required to be distributed cur- 
rently to a beneficiary shall have the same character in the hands of 
the beneficiary as in the hands of the estate or trust. 

It is arguable that where part of the income which is not paid, 
credited or required to be distributed to a beneficiary consists of divi- 
dends, the estate or trust should be treated in the same manner as an 
individual and should be entitled to exclude from gross income divi- 
dends not in excess of $50. On the other hand, it is arguable that any 
distribution of dividends necessarily carries with it all or a part of the 
$50 dividend exclusion. The regulations provide in substance that 
distributions of dividends shall be deemed to take away from the estate 
or trust a ratable part of the $50 exclusion, so that if, for example, the 
estate or trust receives $1,000 of dividends and distributes $500 of 
dividends to beneficiaries, the estate or trust will be entitled to exclude 
only $25 of the undistributed dividends. (See sec. 1.661 (c)—2.) 

he amount of the dividend exclusion allowable in such cases in- 

volves only a small amount of revenue, and it seems advisable for 
simplicity of computation that the law be clarified by providing that 
the undistributed dividends shall qualify in full for the exclusion in an 
amount not in excess of $50. The amount of dividends excluded 
under section 116 (a) is part of distributable net income under section . 
643 (a) (7), and it is important to preserve the rule in sections 651 (b) 
and 661 (c) that the deduction allowed to an estate or trust for amounts 
paid, credited, or required to be distributed to a beneficiary shall not 
include any item of distributable net income which is not included in 
the gross income of the estate or trust. 

These results are accomplished by amending section 642 (a) (3) 
to provide that in determining whether an estate or trust is entitled 
to the dividend exclusion, any amount of dividends allocable to a 
beneficiary under section 652 or 662 shall be allocable first from the 
dividends which are not excluded from gross income. For example, 
if the distributable net income of an estate or trust includes $1,000 of 
dividends which qualify for the exclusion and the part of such divi- 
dends deemed distributed to beneficiaries amounts to $950, so that 
$50 of such dividends will be deemed not distributed, the estate or 
trust will be entitled to exclude the entire $50 from gross income. 
If in such case the amount of dividends deemed distributed to bene- 
ficiaries is $975, the estate or trust will be entitled to exclude the 
balance of $25 from gross income. 

The second sentence of the present section 642 (a) (3) has been 
stricken because it is now obsolete. 

The proposed amendment to section 642 (a) (3) should apply to 
existing trusts, as well as to future trusts, for taxable years ending 
after its enactment. 


Section 642 (c) 
An estate or trust is allowed a deduction for charitable contributions 


without regard to the percentage limitations applicable to individuals. 
Since the theory of taxation of estates and trusts is essentially that 
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they are merely conduits through which income flows from its source 
to the beneficiaries, an estate or trust is also allowed a deduction for 
distributions to beneficiaries other than charitable organizations, 
The deduction for charitable contributions is allowed under section 
642 (c) as a deduction from gross income in computing taxable income. 
Section 643 provides that “distributable net income” means taxable 
income with certain adjustments. The concept of “distributable net 
income” is used in determining the amount of income for which an 
estate or trust is allowed a deduction under sections 651 and 661 for 
distributions to noncharitable beneficiaries, and in determining the 
amount of income includible by the beneficiaries in their taxable 
incomes under sections 652 and 662. 

As a consequence of the conduit principle, it is necessary to de- 
termine the types of income which are included in distributions 
by trusts and estates to charitable and noncharitable beneficiaries, 
For example, it is necessary to determine to what extent a beneficiary 
is considered to have received tax-exempt income, or dividends 
subject to the dividends-received credit. The code provides, in 
general, that the inclusion of particular items of income in a distribu- 
tion to a noncharitable beneficiary is determined by a ratio of which 
the numerator is the amount distributed to that beneficiary and the 
denominator is distributable net income. However, in the case of an 
estate or trust which has both charitable and noncharitable bene- 
ficiaries, a similar allocation must also be made to the charitable 
beneficiaries. As was indicated above, since a distribution to a 
charitable beneficiary is treated as a deduction from gross income in 
arriving at taxable income, which in turn determines distributable 
net income, allocations to charitable beneficiaries cannot be deter- 
mined by a ratio of which distributable net income itself is the denom- 
inator. Therefore, although under State law a charitable beneficiary 
is as much a beneficiary as any other beneficiary, the code literally 
requires 2 separate rules for the 2 types of beneficiaries and 2 separate 
sets of computations in preparing the income-tax return of the estate 
or trust. Since the same item of income is allocated in two different 
ways, highly artificial results are reached. Also, an already compli- 
cated form of return is further complicated and an additional admin- 
istrative burden is imposed on fiduciaries. 

Finally, in order to carry out the allocation of items of income to a 
distributee which is treated differently from other beneficiaries, a 
number of complicating adjustments are required in the code. Thus 
in the present code the following adjustments appear: 


Section 642 (c) concerning capital gains. 

Section 643 (a) (3) also concerning capital gains. 

Section 643 (a) (end of section) concerning tax-exempt interest 
and foreign income of a foreign trust. 

Section 651 (a) (2), the definition of simple trusts. 

Section 661 (b), allocations with respect to distributable net in- 
come. 

Section 662 (a) (1), same. 

Section 662 (b), same. 

Section 663 (a), definition of distributions. 


In addition, there are a number of areas in which the proper adjust- 
ments were not made in the 1954 Code and which should be included 
if the present scheme is to be retained. Among these are the following: 
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Section 642 (a) (1), credit for partial tax-exempt interest. 
Section 642 (a) (3), dividends received credit. 
Section 643 (a) (7), dividend exclusion, 


In addition, also the adjustments referred to above in sections 642 (c), 
643 (a) (3), 662 (a) (1), and 662 (b) are defective and would require 
substantial revision if the present statutory scheme is retained. 
Therefore, in order to simplify the present code, to avoid furthei 
po Rene and correcting amendments, to achieve less artificial 
results, and to simplify estate and trust administration, it is recom- 
mended that charitable distributions by trusts and estates be treated 
as deductions from distributable net income under sections 651 and 
661, rather than as deductions from gross income under section 642. 
The amendment which is proposed to section 642 (c) is the first of 
a series of amendments intended to accomplish this purpose. It 
substitutes for the charitable deduction now allowed in computing 
taxable income in section 642 (c) a disallowance of any charitable 
deduction at this point. Such a disallowance is necessary to avoid 
a double deduction for the same charitable distribution. For example, 
a trust instrument may direct the distribution of 30 percent of the 
income to university A, and the accumulation of the balance of the 
income for eventual distribution to X, an individual. Since section 
641 (b) provides that, in general, the taxable income of an estate or 
trust shall be computed in the same manner as that of an individual, 
a charitable-contributions deduction would be allowed under section 
170 for the contribution to university A, and a distributions deduction 
would also be allowed for the same amount under section 661. 
Further amendments are necessary in carrying out the change in 
the treatment of charitable distributions. The proposed amendments 
are to be found in their proper numerical places in this report, with 
such additional explanation as seems desirable, except that the largely 
conforming amendments to the sections which are not in subchapter J 
are grouped together at the end of this report. See particularly the 
comment under section 663. 
The proposed change to section 642 (c) should be applied to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 642 (e) 

The proposed amendment to section 642 (e) is intended to be declar- 
atory of existing law and to make it clear that a portion of any depreci- 
ation or depletion allowances to which a trust or estate is entitled must 
be allocated to a charitable beneficiary. Section 642 (e) of the present 
code states that an estate or trust shall be entitled to these deductions 
to the extent not “allowable” to other beneficiaries under sections 167 
(g) and 611 (b). The word “allowable” may imply that only taxable 
beneficiaries are to be considered. However, sections 167 (g) and 611 
(b) use the word “‘apportioned’’, which does not carry this connotation, 
and it is proposed to substitute ‘‘apportioned”’ for “allowable.” Ap- 
portioned as used in this context means properly apportioned. It is 
not intended by this amendment to alter the present rule as set forth 
in the regulations under sections 167 and 611 that only allocations of 
depreciation and depletion deductions which possess economic sub- 
stance will be recognized. See the comment under section 642 (c) for a 
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further discussion of problems concerning deductions for distributions 
to charitable beneficiaries. 

The proposed amendment to section 642 (e) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 642 (h) 

The proposed amendment to section 642 (h) (2) is a conforming 
amendment proposed in connection with the proposed revision of 
treatment of distributions to charitable beneficiaries, discussed in the 
comment above on the proposed amendment to section 642 (c). 

The proposed addition at the end of section 642 (h) is designed to 
extend the deduction carryover provision of section 642 (h) to the 
termination of a single beneficiary’s interest in an estate or trust having 
different beneficiaries. A continuing trust, of course, loses its share 
of the net operating loss carryover allocated to a beneficiary. See 
the comment under section 663 (c) for a discussion of the changes 
made with respect to the income taxation of estates. 

The proposed amendment to section 642 (h) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 642 (i) 

The purpose of the amendment is to include in the statute a provi- 
sion similar to that of section 1.691(c)—2 of the regulations allowing 
to an estate or trust only that portion of the deduction for estate tax 


on income in respect of a decedent which is properly attributable to 
so much of such income as is taxable to the estate or trust. The 


remaining portion of the deduction would be allowed to the beneficiary 
to whom the remaining income in respect of a decedent is allocable. 

The proposed amendment to section 642 (i) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


SEC. 643. DEFINITIONS APPLICABLE TO SUBPARTS A, B, C, AND D. 

(a) DistripuTaBLE Net Income.—For purposes of this part, the term 
“distributable net income’’ means, with respect to any taxable year, the taxable 
income of the estate or trust computed with the following modifications— 

(1) DEDUCTION FOR DISTRIBUTION.—No deduction shall be taken under 
sections 651 and 661 (relating to additional deductions). 

(2) DepUCTION FOR PERSONAL EXEMPTION AND FOR ESTATE TAX.—NoO 
deduction shall be taken under section 642 (b) (relating to deduction for 
personal exemptions) and section 691 (c) (relating to deduction for estate tax 
attributable to income in respect of a decedent). 

(3) CAPITAL GAINS AND LOSSES AND CORPUS ITEMS OF DEDUCTIONS.— 

(A) CAPITAL GAINS AND LOssEs.—Gains from the sale or exchange of 
capital assets shall be excluded to the extent that such gains are allocated 
to corpus and are not 4} paid, credited, or required to be distributed 
to any beneficiary during the taxable year er (8) paid; 
set aside ap te he Heed fot pit ep eces i im seetion 642 (e}. Losses 
from the sale or exchange of capital assets shall be excluded, except to 
the extent such losses are taken into account in determining the amount 
of gains from the sale or exchange of capital assets which are paid, 
wetted, or required to be distributed to any beneficiary during the 
taxable year. The deduction under section 1202 (relating to deduction 
for excess of capital gains over capital losses) shall not be taken into 
account. 

(B) Rove ror DETERMINING WHEN CAPITAL GAINS ARE PAID, CREDITED 
OR REQUIRED TO BE DISTRIBUTED.—Capital gains shall not be considered 
paid, credited or required to be distributed to a beneficiary within the meaning 
of subparagraph (A) except to the extent that— 
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(i) they are required to be distributed or credited during the taxable 
year under the provisions of the governing instrument or applicable 
local law; or . 

(ii) the books or records of the estate or trust or notice to the benefi- 
ciary shows an intention properly to pay or credit such amounts to the 
beneficiary during the taxable year; or 

(itz) the fiduciary follows the regular practice of distributing all cap- 
ital gains; or 

(iv) capital gains are received in the year of termination of the estate 

or trust. 

*“(C) Corpus ITEMS OF DeEDUCTIONS.—Corpus deductions shall 
be excluded except to the extent that they exceed corpus income, 
and corpus income, not otherwise excluded, shall be excluded to 
the extent of the excess of corpus deductions so excluded over 
corpus income otherwise excluded. For the purpose of this sub- 
paragraph, ‘corpus deductions’ means deductions, other than 
capital losses, which are chargeable to corpus under the provi- 
sions of the governing instrument and applicable local law or 
which are charged to corpus as the result of the exercise of dis- 
cretion by any person pursuant to the governing instrument; 
and ‘corpus income’ means the sum of gross income not paid, 
credited or required to be distributed and gross income excluded 
under paragraph (4), reduced by allowable capital losses and the 
deductions allowed under section 642 (b) (relating to deduction 
for personal exemption), under section 1202 (relating to deduc- 
tion for excess of capital gains over capital losses) and under 
section 691 (c) (relating to deduction for estate tax attributable 
to income in respect of a decedent). In applying this subpara- 
graph, capital gains and losses shall be disregarded to the extent 
that they are taken into account in determining the alternative 
tax under section 1201 (b).’’ 

(4) ExTRAORDINARY DIVIDENDS AND TAXABLE STOCK DIVIDENDS.—For 
purposes only of subpart B (relating to trusts which distribute current 
income only), there shall be excluded those items of gross income constituting 
extraordinary dividends or taxable stock dividends which the fiduciary, 
acting in good faith, does not pay or credit to any beneficiary by reason of 
his determination that such dividends are allocable to corpus under the 
terms of the governing instrument and applicable local law. 

(5) Tax-EXEMPT INTEREST.—There shall be included any tax-exempt in- 
terest to which section 103 applies, reduced by any amounts which would 
be deductible in respect of disbursements allocable to such interest but for 
the provisions of section 265 (relating to disallowance of certain deductions). 

(6) ForerGN tncome.—In the case of a foreign estate or trust, there shall 
be included the amounts of gross income from sources without the United 
States, reduced by any amounts which would be deductible in respect of 
disbursements allocable to such income but for the provisions of section 
265 (1) (relating to disallowance of certain deductions). 

(7) Divip—enps.—There shall be included the amount of any dividends 
excluded from gross income pursuant to section 116 (relating to partial exclu- 
sion of dividends received). 

Hi the emtite ep test is tilesred # dedietten tder peetiee G42 +o: te atetatt 
of tre peditettions speeitted Hr preter tor ete t+ shell be pedtieed te the 
esttent thet the atretit ef Hreette wetted: is pried; pepttetthe set asides oF te be 
used fer the purpeses specified in section 642 {e} is deemed te consist ef items 


ef ereh bears te the tetal ef al elasses- 

(b) Incomz.—For purposes of this subpart and subparts B, C, and D, the 
term “income,’”’ when not preceded by the words “taxable,” “distributable net,”’ 
‘undistributed net,” or ‘“‘gross,”’ means the amount of income of the estate or 
trust for the taxable year determined under the terms of the governing instru- 
ment and applicable local law. Capital gains and items of gross income con- 
stituting extraordinary dividends or taxable stock dividends which the fiduciary, 
acting in good faith, determines to be allocable to corpus under the terms of the 
governing instrument and applicable local law shall not be considered income. 

(c) Benericrary.—For purposes of this part, the term “beneficiary” includes 
an heir, a legatee, and a devisee. 
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(d) CHarrraste Benericirary.—For the purposes of this subtitle, the term 
“charitable beneficiary”” means any beneficiary to or for the use of which a contribu- 
tion by an individual would be a “charitable contribution” under section 170 (c) 
(without regard to the percentage limitations prescribed in section 170 (b)). 


COMMENT 
Section 643 (a) (2) 

The proposed amendment is designed to add to the deductions not 
allowed in computing distributable net income the deduction under 
section 691 (c) for estate tax attributable to income in respect of a 
decedent. Such deduction should not be allowed to reduce the 
measure of taxable distributions to the beneficiaries. It is allowed 
under section 642 (i) to the persons taxable upon the income in respect 
of a decedent to which it is allocable. 

The proposed amendment to section 643 (a) (2) should apply to 
existing trusts, as well as to future trusts, for taxable years ending 
after its enactment. 


Section 643 (a) (3) (A) 
Subparagraph (A) of the proposed section 643 (a) (3) is the same 


as the present section 643 (a) (3) except for the conforming amend- 
ment which deletes the reference to section 642 (c). 
Section 643 (a) (8) (B) 

Capital gains are included in distributable net income and are tax- 
able to the beneficiaries to the extent that they are paid, credited, 
or required to be distributed to a beneficiary during the taxable 
year. This is the rule stated in the present section 643 (a) (3) in 
reference to capital gains which are allocated to corpus. The present 
statute leaves uncertain whether a distribution of corpus will be 
deemed to include capital gains realized during the taxable year. 
For example, if a fiduciary sells property at a gain and deposits the 
proceeds in a bank account in which are held funds constituting prin- 
cipal and makes a distribution from that account during the taxable 
year, it is not clear whether the distribution is to be deemed to include 
all or a part of the capital gains. 

The proposed section 643 (a) (3) (B) follows to some extent the 
provisions of the regulations (sec. 1.643 (a)-3). It provides that 
capital gains shall not be considered paid, credited, or required to 
be distributed (and consequently will be excluded from distributable 
net income) unless at least one of the following requirements is met: 

(1) They are required to be distributed currently under the 
governing instrument or local Jaw. 

(2) They are not required to be distributed currently, but the 
books or other records of the fiduciary or notice to the beneficiary 
shows an intention properly to pay or credit such amounts to the 
beneficiary during the taxable year. 

(3) The fiduciary follows the regular practice of distributing all 
capital gains. 

(4) The capital gains are received in the year of termination 
of the estate or trust. 

For example, if an executor sells property for $10,000 and thereby 
realizes a gain of $2,000 and deposits the proceeds of sale in a com- 
mingled bank account and distributes $5,000 from the account to a 
beneficiary, the distribution will not ordinarily be considered to include 
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any part of the capital gain. On the other hand, if the fiduciary 
issues a check on the commingled account for $2,000 payable to a 
named beneficiary and makes an entry on his books showing that 
the check is a distribution of capital gain or so notifies the beniditing’y, 
the distribution will be considered a distribution of capital gain. 

Under the proposed statute, where the executor makes a distribu- 
tion to a beneficiary, he may identify the distribution on his books or 
records or by notice to the beneficiary as being a distribution of 
capital gains. For example, he may identify a distribution as in- 
cluding a specific amount of capital gain, so that the beneficiary 
may take the applicable portion of the deduction under section 1202 
for excess of capital gains over capital losses. 

For the meaning of the phrase year of termination in subdivision 
(iv) see section 1.641 (b)-3 of the Regulations. 

The proposed section 643 (a) (3) (B) should apply to existing 
trusts as well as to future trusts for taxable years ending after its 
enactment. 

Section 648 (a) (8) (C) 

A general rule which would charge to principal all items of deduc- 
tions properly allocable to principal does not appear to provide any 
avenue of tax avoidance. The proposed subparagraph (C) treats as 
corpus deductions all items of deductions which are chargeable to 
corpus under the provisions of the governing instrument and applicable 
local law or which are charged to corpus as a result of the exercise of 
discretion by a fiduciary or other person pursuant to the governing 
instrument. Those deductions are excluded in determining distrib- 
utable net income to the extent that they are absorbed by the corpus 
items of income. Corpus income includes income credited to corpus 
and accumulated income. Only the excess of such deductions over 
corpus items of income is included in computing distributable net 
income. Corpus items of income, whether or not otherwise excluded, 
are excluded from distributable net income to the extent that they 
offset corpus items of deductions which are so excluded. 

Under existing law, deductions which are properly allocable to the 
principal account of a trust rather than to the income account never- 
theless reduce distributable net income, so that the benefit of the 
deductions is shifted to the income beneficiaries. For example, a 
trust having $5,000 of currently distributable ordinary income and 
$500 of capital gains after taking the deduction under section 1202 
pays a trustee’s commission chargeable to corpus of $1,000. The 
$1,000 corpus charge now reduces the distributable net income, so 
that the current income beneficiary is taxed on only $4,000. On 
the other hand, although the $1,000 corpus charge is paid by the 
trustee out of the principal of the trust, no deduction is allowed 
the trustee for such charge and he must report and pay a tax on the 
$500 of capital gain added to principal. This result has been severely 
criticized by fiduciaries as improperly depriving the remaindermen 
of tax deductions to which they are rightfully entitled. It has been 
indicated that probate law may require the fiduciary to make adjust- 
ments between principal and income accounts in order to reimburse 
the remaindermen for the tax benefit of which they are deprived by 
the present statute. 

According to the legislative history, the present provision of the 
1954 Code was adopted to prevent the wastage of deductions which 
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might otherwise occur when all the income is distributable or dis- 
tributed. The statute, however, goes beyond the declared objective. 
The benefit of corpus deductions is shifted to the income beneficiaries 
even when there remains gross income taxable to the fiduciary, such 
as capital gains. 

The proposed section 643 (a) (3) (C) would carry out the objective 
of preventing the wastage of corpus deductions, but at the same time 
would not shift the benefit of these deductions to the income bene- 
ficiaries when sufficient gross income remains taxable to the fiduciary 
to absorb them. Under the proposed statute, corpus deductions are 
taken into account in computing distributable net income only to the 
extent that they exceed items of gross income allocable to corpus and 
accumulated income. Thus, in the example given above, the trustee 
would offset the $500 of capital gains by $500 of the $1,000 corpus 
charge. The balance of the $1,000 corpus charge not utilized by the 
trustee to offset income of the. trust (capital gain) would then reduce 
distributable net income, so that the beneficiary would be taxable on 
$4,500. 

Since the deduction for allowable capital losses and the deduction 
allowed the fiduciary under section 642 (b) (deduction for personal 
exemption) are not taken into account in any event in computing dis- 
tributable net income, the proposal requires that corpus income 
be first reduced by these deductions. The remaining corpus income, 
such as capital gains and accumulated income, determines the extent 
to which other corpus deductions will enter into the computation of 
distributable net income. The deduction under section 1202 for 50 
percent of the excess of capital gains over capital losses and the deduc- 
tion under section 691 (c) for estate tax on income in respect of a 
decedent would be allowed to the taxpayer (whether the estate or 
trust or the beneficiary) to the extent of capital gains and income in 
respect of a decedent, as the case may be, which are taxable to such 
taxpayer. 

Under the proposed amendment, the benefit of corpus deductions 
is not seneelk through to the income beneficiaries where income 
taxable to the estate or trust exceeds the corpus deductions. Thus, 
if capital gains allocable to corpus are $1,500, after taking the deduc- 
tion under section 1202, and the corpus deductions are $1,000, all 
the deductions would be utilized by the fiduciary and the income 
beneficiaries would receive no benefit of the corpus deductions. 

Since existing law allows corpus deductions primarily to reduce 
distributable net income, there is no wastage of the deductions in 
cases where the fiduciary uses the alternative method under section 
1202 (b) of computing tax on the excess of net long-term capital 
gain over net short-term loss. The proposed statute likewise avoids 
wastage of corpus deductions where the 25-percent tax rate is applied 
to capital gain. It provides that in the application of the subpara- 
graph, capital gains and losses shall be disregarded to the extent 
that they enter into the computation of the alternative tax, so that 
such gains and losses would not reduce the corpus deductions. For 
example, if a trust which is required to distribute all ordinary income 
had ordinary income of $10,000, gross long-term capital gains of 
$50,000 and corpus charges of $4,000, the 25-percent alternative tax 
would apply to the capital gains of $50,000 without any reduction 
for the corpus charges, and the corpus charges would be applied 
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wholly in reduction of distributable net income, so that the bene- 
ficiary would be taxed on $6,000. 

Income taxable to the estate or trust against which the corpus 
deductions would be applied might consist of income added to 
corpus and also accumulated income, and the ultimate beneficiaries 
of the two classes of income might be different. The proposed 
statute makes no distinction between the two classes of income for 
the purpose of applying the corpus deductions, and the manner of 
applying the deductions to the two classes of income is left to the 
discretion of the fiduciary. For example, assume that a trust has 
capital gain allocable to corpus of $2,000, after taking the deduction 
under section 1202, ordinary income of $10,000 and corpus deduc- 
tions of $4,000. Assume further that the trustee makes a dis- 
cretionary distribution of $7,000 of ordinary income and accumulates 
the balance of $3,000 and that he has discretion to distribute the 
accumulated income to the income beneficiary in a later year. Since 
the income taxable to the trust, $5,000, is more than the corpus 
deductions, the corpus deductions will be applied wholly against that 
income, leaving distributable net income of $8,000, so that the dis- 
tribution of $7,000 will be taxable in full to the beneficiary. The 
fiduciary may apply $2,000 of the corpus deductions against the 
capital gain of $2,000 and the balance of $2,000 against the accumu- 
lated income of $3,000, or he may apply the deductions first against 
the accumulated income and the balance against the capital gains. 
The method of charging the deductible items of expense and the 
current income tax between the two classes of beneficiaries is an 
accounting matter to be determined under local law. However, in 
computing distributable net income for the purpose of the throwback 
rule, the corpus deductions would offset the $3,000 of accumulated 
income, so that there would be no undistributed net income. See 
the comment on the proposed amendments to section 665 (a) and (b). 

If accumulated income or income added to corpus and not excluded 
from distributable net income by any other provision of section 643 (a) 
is deemed distributed because of a distribution of corpus or prior 
year’s income, such income will not be excluded from distributable 
net income under this subparagraph. As a result, the corpus deduc- 
tions will be applied first against income such as capital gain which 
is otherwise excluded from distributable net income and the remain- 
ing corpus deductions will be applied in determining distributable 
net income. For example, assume that the facts are the same as in 
the preceding paragraph except that in addition to distributing income 
of $7,000, the trustee distributes $4,000 of principal, making total 
distributions of $11,000. The accumulated income of $3,000 will 
not be excluded from distributable net income and the corpus deduc- 
tions of $4,000 will be applied first against the capital gain of $2,000, 
leaving a balance of $2,000 of corpus deductions to be applied in 
computing distributable net income. Distributable net income will 
be $8,000, and that amount will be taxable to beneficiaries. 

It should be observed that if this proposal is adopted, income bene- 
ficiaries would still receive the benefit of deductible corpus charges to 
the extent that they could not be utilized by the fiduciary. Thus, in 
a year in which the fiduciary had such deductible corpus charges, he 
would be required to reach a decision on whether he should permit 
such deductions to inure to the benefit of the beneficiary or whether 
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ve should take offsetting capital gains or refrain from taking capital 
osses. 

A result of the proposed amendment would be that ordinary losses 
described in section 1231 on sales of business property, which under 
present law are allowable in full in reduction of distributable net 
income, would be used first to reduce income which is taxable to the 
estate or trust, and only the excess of such losses and other corpus 
deductions over income taxable to the estate or trust would be allow- 
able in computing distributable net income. 

Another result of the proposed statute would be that in some in- 
stances a beneficiary who is taxable on a particular item of gross 
income credited to corpus because it is distributed or required to be 
distributed to him might not receive the benefit of a corresponding 
corpus deduction. For example, if a beneficiary receives a distribu- 
tion of income in respect of a decedent, but deductions in respect of a 
decedent are less than the undistributed income reduced by other 
corpus deductions, the beneficiary will not receive the benefit of any 
deductions in respect of a decedent. 

The proposed section 643 (a) (3) (B) should apply to existing trusts, 
as well as to future trusts, for taxable years ending after its enactment, 


In applying section 643 (a) (3) the separate share rules of section 
663 (c) must be kept in mind. 


Section 643 (a)—deletion at end 


The deletion of the two sentences at the end of section 643 (a) is a 
conforming amendment in connection with the proposed change in 
treatment of charitable contributions by estates and trusts. This 
proposed deletion at the end should apply to existing trusts, as well 
as to future trusts, for taxable years ending after its enactment. 


Section 643 (b) 

The proposed amendment adds capital gains to the items which 
are not to be considered income when under the terms of the governing 
instrument and applicable local law they are allocable to corpus. 

The proposed amendment to section 643 (b) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 

Section 643 (d) 

This amendment is proposed to add a definition of a “charitable 
beneficiary”’ to the code, desirable in connection with the proposed 
change in treatment of distributions to such beneficiaries. See the 
discussion under the proposed amendment to section 642 (c). 

The proposed addition of section 643 (d) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Subpart B—Trusts Which Distribute Current Income Only 


SEC. 651. DEDUCTION FOR TRUSTS DISTRIBUTING CURRENT INCOME ONLY. 
(a) Depuction.—lIn the case of any trust +he terms ef whieh— 


(1) the terms of which provide that all of its income is required to be dis- 
tributed currently, and 

42> de net ide that any amounts are te be paid; permanently set 
asides ep used fer the ptitpescs specified Hi section G42 +44 (relating te dedte 
ton fer ; 


— ete ; 
(2) which in the taxable year does not distribute or credit amounts other 
than amounts of income described in paragraph (1), and does not distribute 
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or credit and is not required to distribute any amount to a charitable 
beneficiary, 
there shall be allowed as a deduction in computing the taxable income of the 
trust the amount of the income for the taxable year which is required to be dis- 
tributed currently. Fhis seetion shal net Ht the tixnble year in 
eines Sseoiaca eucliaivest oat wt iskee al wal terete eee eet 
graph 


(b) LIMITATION ON DEDUCTION.—If the amount of income required to be 
distributed currently exceeds the distributable net income of the trust for the 
taxable year, the deduction under subsection (a) shall be limited to the amount 
of the distributable net income. For this purpose the computation of distribut- 
able net income and income required to be distributed currently shall not 
include items of income (and the deductions allocable thereto) which are 
not included in the gross income of the trust and the deduetiens aleeable 
therete: The character of the items of distributable net income and of 
income required to be distributed currently shail be determined in 
accordance with the rules stated in section 652 (b). 


COMMENT 


Section 651 (a) of the present code excludes any trust making 
charitable distributions from the definition of what is commonly 
called a simple trust. The language of section 651 (a) has been 
modified to reflect the changes in the treatment of charitable bene- 
ficiaries discussed under the proposed amendment to section 642 (c). 
In addition, the section has been revised so that a trust would not 
be removed from the “simple trust” category merely because capital 
pme are permanently set aside in the taxable year for a charitable 

eneficiary. 

The proposed amendment to section 651 (a) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 661 (c) limits the deduction allowable to the fiduciary to 
the extent any distribution consists of an item of distributable net 
income which is not included in the gross income of the estate or 
trust. Section 651 (b), on the other hand, limits the deduction to 
the trustee to the lesser of the income required to be distributed 
currently or the distributable net income, and reduces distributable 
net income for this purpose by exempt items. 

In the perhaps rare case where distributable net income of a simple 
trust exceeds the income distribution, distortion may result. The 
problem is made more important by section 1.651 (a)-1 (b) of the 
regulations, which provides that what is otherwise a simple trust will 
not cease to be treated as such if it is necessary under the trust in- 
strument to retain a reasonable amount of current income because of 
a provision requiring the trustee to retain corpus intact. If distribu- 
table net income was $10,000, but was only $9,000 after excluding 
exempt income, the trust could receive a deduction of $9,000 for a 
$9,000 distribution, if section 651 were followed literally, although 
properly the deduction should be reduced to the extent that the $9,000 
actually distributed would be deemed to consist of exempt income, 
as is provided in section 661 (c). Under section 661 (c), the deduc- 
tion presumably would be $8,100. The regulations avoid the distor- 
tion caused by the literal terms of section 651 (b). 

The proposed amendment of section 651 adopts the regulations 
approach. See section 1.651 (b)-1. Although phrased differently 
from the provisions of section 661, this approach has the same result. 

20675—58—pt. 8——19 
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Both distributable net income and income required to be distributed 


currently must be broken down by character of the items therein, in 
order to separate out the exempt income and items of deduction al- 
locable thereto. Possibly this reliance on the character rules could 
ive trouble where the character of distributions varies as between 
tate and Federallaw. In order for the regulations approach to work, 
it must be assumed that the two sets of character rules are the same. 
In general, this appears a fair assumption. For example, if it is 
required that an amount be set aside to amortize a bond premium, 
normally it will be required to be set aside out of the income from the 
particular bond. Thus, an income item will be reduced by expenses 
allocable to it. In other respects, however, reduction of income items 
under local law by “the deductions allocable thereto” may be a 
meaningless phrase without application of the Federal statute. The 
regulations dispose of the problem by providing that for the purpose of 
determining character of items under local law, reference shall be 
made to the provisions of section 1.652 (b)-2. This approach is 
proposed here to eliminate any difficulty with local law. 
The proposed amendment to section 651 (b) should apply to existing 
trusts as well as to future trusts, for taxable years ending after its 
enactment. 


SEC. 652. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENEFICIARIES OF TRUSTS 
DISTRIBUTING CURRENT INCOME ONLY 

(a) IncLusion.—Subject to subsection (b), the amount of income for the 
taxable year required to be distributed ny by a trust described in section 
651 shall be included in the gross income of the beneficiaries to whom the income 
is required to be distributed, whether distributed or not. If such amount exceeds 
the distributable net income, there shall be included in the gross income of each 
beneficiary an amount which bears the same ratio to distributable net income as 
the amount of income required to be distributed to such beneficiary bears to the 
amount of income required to be distributed to all beneficiaries. 

(b) CHARACTER oF AmMouNtTs.—The amounts specified in subsection (a) shall 
have the same character in the hands of the beneficiary as in the hands of the 
trust. For this purpose, the amounts shall be treated as consisting of the same 
proportion of each class of items entering into the computation of distributable 
net income of the trust as the total of each class bears to the total distributable 
net income of the trust, unless the terms of the trust or applicable local law specifi- 
cally allocate different classes of income to different beneficiaries. In the applica- 
tion of the preceding sentence, the items of deduction entering into the computa- 
tion of distributable net income shall be allocated among the items of distributable 
net income in accordance with regulations prescribed by the Secretary or his 
delegate. 

(ec) Dirrerent TaxaBLe YeEars.—If the taxable year of a beneficiary is 
different from that of the trust, the amount which the beneficiary is required to 
include in gross income in accordance with the one of this section shall be— 

(1) based upon the amount of income of the trust for any taxable year or 
meee of the trust ending within or with his the taxable year of the beneficiary, 
a 

(2) if the taxable year of the beneficiary terminates by reason of the death or 
other termination of existence of the beneficiary during a taxable year of the trust, 
based upon the amount of income of the trust for the period from the end of its 
last preceding tarable year to the date of such termination of existence. In 
computing distributable net income for the purposes of the application of sub- 
section (a) to such peepee there shall be taken into account only the items 
of income and those deductions which under the terms of the governing instru- 
ment and applicable local law are properly chargeable in determining such bene- 
ficiary’s share of the income for such period. 


COMMENT 
Section 652 (b) ; 


The insertion in section 652 (b) of the words “or applicable local 
law” is not intended to change existing law but is simply a recog- 
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nition that local law may specify an allocation of different classes of 
income to different beneficiaries and if it does, the effect will be the 
same as if the terms of the trust made such specification. 

The proposed insertion in section 652 (b) should apply to existing 
trusts as well as future trusts for taxable years ending after its enact- 
ment. 


Section 652 (c) 

The purpose of the amendment to section 652 (c) is to make ciear 
the amount of income of an estate or trust which is includible in the 
final return of a beneficiary. The amendment is intended to provide 
that there shall be included in the final return of such beneficiary his 
share of gross income received by the estate or trust up to the time 
of termination of the beneficiary’s taxable year, reduced by deductible 
items properly charged against such share of income, whether paid 
before or after the date of the death or other termination of existence 
of the beneficiary. 


Examples 

(1) The taxable year of a trust ends on January 31, while that of the 
beneficiary is the calendar year. The beneficiary includes in his 
taxable income for 1957 so much of the taxable income of the trust as 
was currently distributable to him during the taxable year ending 
January 31, 1957, and was not in excess of the trust’s distributable net 
income for such year. 

(2) If a trust receives permission to change its accounting period 
from one ending on January 31 to one ending on September 30, the 
beneficiary would include in his income for the calendar year 1957, 


the income of the trust currently distributable to him during the ' 


taxable year of the trust ending January 31, 1957, and the income 
of the trust currently distributable to him during the short taxable 
year of the trust ending September 30, 1957. The amount includible 
in the beneficiary’s income with respect to each such taxable year 
of the trust cannot exceed the greater of the income currently dis- 
tributable to him in each such year or the distributable net income for 
each such year. 

(3) A distributable trust and its beneficiary both file returns on 
the basis of the calendar year. The beneficiary died on August 1. 





Items re- Items re- Deductions 
ceived and Items ac- ceived and | paid, Aug. 
paid, Jan. crued on paid, Aug. 1-Dee. 31 
1-July 31 July 31 1-Dee. 31 | but allocable 
to (1) 
(1) (2) (3) (4) 
Dele Ba icdiecsinaniscettigeesinin isn diane $4, 000 $200 Ee 
EE a, on, ciscentatenidite = tihinn hacgtiein sini 0 150 Pl teettendakpece 
I Ena Oe elated t a hene hacenaeee 10, 000 1, 800 Tee Pasactcckctcces 
Mn ccocccsatecces tebbactiseeuisowsbbacoibe 8,000 0 4,000 |....-......... 
a re rae) t 1,000 0 GHEE indencedne 
SET, odiilint tna die naan ean snaaemataiies 23, 000 2, 150 i 4 ee 
== —S=S== SSS 
Income commissions. -..................-...-..- 0 503 836 $503 
ina ida ana. 0 0 Soo ° 
rneys’ fees c RS 
WOUND WHINE. 220s noc onde cnh a cicecctede 1, 800 0 1, 800 300 
— poeeetets expenes cnmabidhieas gost eeaeese 1, 200 50 600 50 
come on prior year’s capital gains, 
chargeable to peinelpel Pcapdascausauneneaes 300 300 300 
OME «ni cntacninccicnhnb in dsebopidtittivinteistia 3, 300 853 11, 536 853 


; 
' 
; 
4 
; 
; 
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During his lifetime the beneficiary was entitled to receive the in- 
come of the trust as computed for trust accounting purposes; i. e., the 
sum of receipts allocable to income account less the sum of e enses 
charged to income account and a reserve for expenses properly charge- 
able to income account. Based on the foregoing figures such amount 
would be $18,147. Such amount is computed by subtracting from 
$22,000 (the sum of the income items in col. 1 reduced by capital 
gains of $1,000) the 2 deductions aggregating $3,000 shown in column 
(1) and $853, the sum of those shown in column (4). 

The distributable net income which limits the taxability of the 
amount of income distributable to the beneficiary during his lifetime 
is to be computed as if the period January 1 to Tk 31 were a taxable 
year, except that items of deductions paid after the beneficiary’s death, 

ut which represent items the trustee could reserve for in determinin 
trust income, are to be taken into account. This is true even ae 
the trust files its return on the cash basis. 

The distributable net income properly allocable to the period Janu- 
ary 1 to July 31 thus is the same as the income which was currently 
distributable to the beneficiary for trust accounting purposes. 

The excess of income accrued on July 31, but not collected, over 
accrued deductions chargeable to income account represents income 
in respect of a decedent which will be taxable under section 691. 

It should be noted that the separate share rule is applicable in 
determining the amount taxable to the deceased beneficiary. Thus, 
an income beneficiary will not receive the benefit of any items paid 
from corpus in the year of the death or other termination of existence 
of the beneficiary. For example, if the beneficiary dies on August 
1 and a principal commission is paid on November 15 (or for that 
matter on July 15), the beneficiary’s share of income would not be 
reduced thereby. The benefit of the deduction would inure to the 
remaindermen, who have borne the charge. In some cases the deduc- 
tion may be wasted because the remaindermen do not have sufficient 
income to absorb the deduction. 

If the trust continues, the corpus deduction not absorbed by income 
credited to corpus would inure to the successor income beneficiary 
whose income is thereafter reduced by reason of the diminution of 
corpus resulting from the payment of the corpus charge. 

The proposed amendment of section 652 (c) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Subpart C—Estates and Trusts Which May Accumulate Income or Which 
Distribute Corpus 


SEC. 661. DEDUCTION FOR ESTATES AND TRUSTS ACCUMULATING INCOME O8 DIS 
TRIBUTING CORPUS. 

(a) Depuction.—In any taxable year there shall be allowed as a deduction 

in computing the taxable income of an estate or trust (other than a trust to which 


subpart (B) applies), the sum of— 
4 any ametnt ef ineome for shen tetble vere rediined te be distributed 
ing eny amount required te be distributed whieh may be 
paid ext of ineome er eorpis te the extent sich amotnt is paid eut ef ineome 
fer seh taxable yese}: and 
2 any other amernts preperl paid or eredited or required te be dis- 
tributed for sueh taxable year 
(1) any amount required io be to be paid or credited currently to a beneficiary out 
of income for the taxable year; an 
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(2) any amount pan or credited in the exercise of a discretion by the fiduciary 
to pay or credit such amount to a beneficiary to whom no amount may be paid or 
credited during the taxable year except from income for the taxable year; and 

(3) any amount paid or credited in the exercise v4 a discretion by the fiduciary 
to pay or credit such amount to a beneficiary to whom amounts may be paid or 
credited during the taxable year out of the income for the taxable year or out of 
corpus (including accumulated income of prior taxable years) ; and 

(4) all other amounts properly paid, credited, or required to be distributed to 
a beneficiary during the taxable year; 

but such deduction shall not exceed the distributable net income of the estate or 

trust. The distributable net income of the estate or trust shall be allocated among the 

beneficiaries in the manner described in section 662 (a). 

(b) Cuaracter or Amounts DistripuTEeD.—The amount determined under 
subsection (a) shall be treated as consisting of the same proportion of each class 
of items entering into the computation of distributable net income of the estate 
or trust as the total of each class bears to the total distributable net income of 
the estate or trust in the absence of the allocation of different classes of income 
under the specific terms of the governing instrument or applicable local law. In the 
application of the preceding sentence, the items of deduction entering in the com- 
putation of distributable net income (rehiding the deduetion allowed under see- 
tien 642 42} shall be allocated among the items of distributable net income in 
accordance with regulations preseribed by the Secretary or his delegate. 

(ce) LimrraTIonN ON Depuction.—No deduction shall be allowed under sub- 
section (a) in respect of any portion of the amount allowed as a deduction under 
that subsection (without regard to this subsection) which is treated under sub- 
section (b) as consisting of any item of distributable net income which is not 
included in the gross income of the estate or trust. 


SEC. 662. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENEFICIARIES OF ESTATES 
AND TRUSTS ACCUMULATING INCOME OR DISTRIBUTING CORPUS 
(a) INcLUston.—Subject to Subsection (b), there shall be included in the gross 
income of a beneficiary to whom an amount specified in Section 661 (a) is paid, 
credited, or required to be distributed (by an estate or trust described in Section 
661), the sum of the following amounts: 


(1) AMOUNTS NOT PAYABLE SOLELY OUT OF corPUS.—Any amount, other than 
an amount paid, credited, or required to be distributed to a charitable ben- 
eficiary, which is— 

(A) required to be paid or credited currently to the beneficiary out of in- 
come for the taxable year; 

(B) paid or credited in the exercise of a discretion by the fiduciary to pay 
or credit such amount to the beneficiary to whom no amount may be paid or 
credited during the taxable year except from ineome for the taxable year; 

(C) paid or credited in the exercise of a discretion by the fiduciary to pay 
or credit such amount to the beneficiary to whom amounts may be paid or 
credited during the taxable year oul of the income for the taxable year or out 
of corpus (including accumulated income of prior taxable years). 

The amounts paid, credited, or required to be distributed to beneficiaries referred 
to in subparagraphs (A), (3), and (C) hereof shall be deemed paid in that order of 
priority ot of the distrib :table net income of the estate or trust, and if the amounts 
paid to the beneficiaries in any one of such classes, taken in such order of priority, 
exceed the distributable net income of the estate or trust available to such class 
(after being reduced by the amount allocated to any prior class or classes), there 
shall be included in the gross income of the beneficiary an amount which bears the 
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same ratio to the distributable net income available to that class as the amount 
of income paid, credited, or required to be distributed to such beneficiary within 
such class bears to the amount so paid, credzted, or required to be distributed to all 
beneficiaries of such class. 

(2) OTHER AMOUNTS DISTRIBUTED.—All other amounts properly paid, 
credited, or required to be distributed to such beneficiary during the taxable 
year. If the sum of— 

(A) the amount ef ineeme fer the taxable year paves paid or credit- 
ed during the taxable — or required to be distributed currently for the 
taxable year to all beneficiaries, under paragraph (1); and 

(B) all other amounts properly paid, credited, or required to be dis- 
tributed to all beneficiaries 

exceeds the distributable net income of the estate or trust, then, in lieu of the 
amount provided in the preceding sentence, there shall be included in the 
gross income of the beneficiary an amount which bears the same ratio to 
distributable net income (reduced by the amounts specified in (A)) as the 
other amounts properly paid, credited, or required to be distributed to the 
beneficiary bear to the other amounts properly paid, credited, or required to 
be distributed to all beneficiaries. 

(b) Cuaractger or AMountTs.—The amounts determined under subsection (a) 
shall have the same character in the hands of the beneficiary as in the hands of 
the estate or trust. For this purpose, the amounts shall be treated as consisting 
of the same proportion of each class of items entering into the computation of 
distributable net income as the total of each class bears to the total distributable 
net income of the estate or trust unless the terms of the governing instrument 
or applicable local law specifically allocate different classes of income to different 
beneficiaries. In the application of the preceding sentence, the items of deduction 
entering into the computation of distributable net income 4 He the deditetion 
atlewed under seetion 642 fe} shall be allocated among the items of distributable 
net income in accordance with regulations prescribed by the Secretary or his dele- 
gate. da the apytettiot: of tts sHHseeiett te the ttetett detested tHrcler pret 
seh 4 ef stthseetion ttre disttibttibte Het Hrestte shell he i 
Beste ta se pottict ed tie ceetibettet: ceeded seettet: Gea ces a ditel: de dred atte 
ttithle te Hreette et the tHeelite 2 ee 

(c) Dirrerent TaxaBLe YEARS.—If the taxable year of a beneficiary is differ- 
ent from that of the estate or trust, the amount to be included in the gross income 
of the beneficiary shall be: 

(1) based on the distributable net income of the estate or trust and the 
amounts properly paid, credited, or required to be distributed to the bene- 
ficiary during any taxable year or years of the estate or trust ending within 
or with the his taxable year of the beneficiary, and 

(2) if the taxable year of the beneficiary terminates by reason of the death or 
other termination of existence of the beneficiary during a taxable year of the 
estate or trust, based on the amount of income of the estate or trust for the period 
from the end of its last preceding taxable year to the date of such termination or 
existence. In computing distributable net income for the purposes of the applica- 
tion of subsection (a) to such beneficiary, there shall be taken into account only 
the items of income and those deductions which under the terms of the pemerneny 
instrument and applicable local law are properly chargeable in determining suc 
beneficiary’s share of the income for such period, 


COMMENT 


Sections 661 (a) (1) and 662 (a) (1) 

The proposed amendments to sections 661 (a) and 662 (a) are de- 
signed to relieve beneficiaries of trusts and estates from inequities 
arising out of the present method of allocating the distributable net 
income of an estate or trust among beneficiaries who have received 
distributions of income or corpus therefrom during the taxable year. 

Under present law beneficiaries receiving income, other than those 
receiving income required to be distributed currently, are placed in the 
same class with beneficiaries receiving corpus for purposes of allocating 
estate or trust income. As a consequence, if the distributable net 
income of an estate or trust exceeds the amount of income required to 
be distributed currently, the beneficiaries of corpus and the bene- 
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ficiaries to whom the fiduciary in the exercise of a discretionary power 
has made payments of current income are required to include in gross 
income proportionate parts of the balance of the distributable net 
income of the estate or trust remaining after distributions of income 
required to be distributed currently. This occurs even if all of the 
distributable net income of the estate for the taxable year in fact has 
been distributed to beneficiaries of income. Beneficiaries entitled to, 
and who receive, distributions which can be made solely out of 
corpus may be required to include in their gross income a part of 
the distributable net income of the estate for the taxable year. 

The proposed draft amends section 662 (a) (1) to require all amounts 
not payable solely out of corpus to be included in the beneficiaries’ 
income to the extent of the lesser of the amount distributed to the 
beneficiaries or the amount of the distributable net income of the 
estate or trust for the taxable year. All “other amounts,” that is, 
distributions of corpus or accumulated income, are required to be 
included in income to the extent of the balance of distributable net 
income of the trust or estate under paragraph (2) of the section. 

An order of priority as between classes of income distributions is 
created in paragraph (1) so that the distributable net income is first 
applied to amounts of income required to be paid currently, then to 
amounts of income paid or credited in the discretion of the fiduciary, 
where no amount may be distributed except from income, and next 
to amounts of income paid or credited by the fiduciary in the exercise 
of a discretion to pay such amounts out of either income or corpus. 
If there is any balance of distributable net income remaining after 
all of the income distributions have been satisfied, it is applied to 
corpus distributions falling under paragraph (2) of the section. 

Such amendments for the most part would eliminate the inequity 
of making corpus beneficiaries bear a portion of the tax on estate or 
trust income when all of the distributable net income of the estate has 
been distributed. It would, however, distinguish between bene- 
ficiaries who are in receipt of income under different circumstances, 
that is, required income distributions, discretionary income distribu- 
tions, or discretionary distributions of income or corpus. The effect 
of the priorities so established is to set up a ‘four tier’ system for the 
allocation of estate or trust income. If the amounts distributed to 
any such class of beneficiaries exceed the distributable net income 
available to such class, each beneficiary must include such portion of 
the available distributable net income as the amount received by him 
bears to the amounts received by all beneficiaries in the same class, 

The following examples indicate the results of the abeve amend- 
ments (assuming in each case that no accumulation distribution sub- 
ject to the throwback rule is made): 





Exampte I 
Distributable net ‘income eins oe bis od, Sesto eid. Cas Jawa es $30, 000 
Distributions: 
To A, required to be paid out of income...............-...----- 20, 000 
To B, discretionary income payment_-__-.........-...-.-------- 12, 000 
To C, discretionary income or corpus payment-_-..........-..-.-- 30, 000 
To D, discretionary payment out of corpus. ...-..-.-.--.------- 30, 000 
Results: 
A Teberven' and W Wate Gh so. oe eC Ce Rss. Sout 20, 000 
B received $12,000 and is taxed on__......--.-.-.-.----.---+---- 10, 000 
C received $30,000 but is taxed on..............------.--+------ 0 


D received $30,000 but is taxed on.........-.....---.---------- 0 
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Examp.e II 








I te een on acenentioun $40, 000 
=—_ 
Distributions: 
To A, required income payment..............--.-------------- 15, 000 
To B, discretionary income payment.........----.-------.--.-- 20, 000 
To C, discretionary income or corpus--.--------------------.--- 25, 000 
To D, discretionary payment which can be made only out of 
CORTMER. BOSE OLIN. OL VoL Le aa Ui au 30, 000 
Results 
ROG LAO TORO Oa ha orgie welcsrkngdionigwhemonenpntn stairs 15, 000 
Se MR ie on te ea raneenbunnpadearmedts 20, 000 
C received $25,000 and is taxed on__.....-.....-._----------.-- 5, 0 
D received $30,000 and is taxed on_.____-____-.-- Lee 0 
ExampPLe III 
tl pe ll Rey te af ls ical tN ea FOS 4 40, 000 
Distributions: 
To A: 
(1) reauirea income payment. ........-....-.-------. nse 15, 000 
(2) discretionary income or corpus payment_-_--.----------- 15, 000 
Total distributions te: Aa. us 255 sel ee elie ici 30, 000 
To B: (3) discretionary income payment which can be made only 
Cee ee ee 15, 000 
Results (in order of priority): 
A is taxed on (1) entire required income payment___........---.-- 15, 000 
B is taxed on (3) entire discretionary income payment........-.. 15, 000 
A is taxed on part of (2) discretionary income or corpus payment... _ 10, 000 
Total distributable net income__.........-..-------------- 40, 000 


It should be noted that a charitable beneficiary is always in the 
fourth tier. If a charitable beneficiary is treated the same as any 
other distributee under the tier system, significant tax-avoidance 
arrangements would be possible. Such arrangements are not pos- 
sible to any appreciable extent, however, when the charity is always 
a fourth-tier beneficiary. The following illustrations brirg out the 
differences in result when the charity is treated like any other bene- 
ficiary and when it is restricted to the fourth tier. 

1. A establishes a trust and under the terms of the trust the trustee 
is required to pay the net income to the X charity and in each year 
is required to pay to A’s wife W, from the corpus of the trust, that 
amount which is equal to the net income for the year. If the tier 
system applied without any qualifications to a charitable beneficiary, 
W would pay no income tax on the amount she received annually as 
would be true under present law. By making a charity a tier 4 bene- 
ficiary, both W and the charity are in the same tier and W will be 
taxable on one-half of the distributable net income of the trust. 

2. A establishes a trust and under the terms of the trust the trustee 
in his discretion may make payments to the X charity but only out 
of income and may make payments in his discretion out of income or 
corpus to A’s wife W. The distributable net income of the trust in 
the first year is $10,000. The trustee pays $8,000 to the X charity 
and $8,000 to W. If the tier system applied without any qualification 
to a charitable beneficiary, W would pay a tax on only $2,000 because 
she is in the third tier whereas the charity would be in the second tier. 
By making the charity a tier 4 beneficiary, W will be taxable on the 
entire $8,000 she receives. 





GENERAL REVENUE REVISION 2727 


If a beneficiary is given an annuity of $1,000 a year which is to be 
paid out of income to the extent available and the balance is to be 
paid out of corpus, such beneficiary will be in tier 1 with respect to 
the income available to pay the annuity and in tier 4 with respect to 
the corpus which is ann to be used to pay the annuity. On the 
other hand, if the beneficiary is to be paid $1,000 a year and the trustee 
is given discretion to pay such sum out of either income or corpus, 
then the beneficiary is in tier 3 no matter whether the stated sum is 
paid out of income or out of corpus. 

The proposed amendments to sections 661 (a) (1) and 662 (a) (1) 
should apply to existing trusts, as well as to future trusts, for taxable 
years ending after their enactment. 


Section 661 (b) 

This is largely a conforming amendment necessitated by the pro- 
posed revision of treatment of distributions to charitable beneficiaries, 
discussed in the comment accompanying the proposed amendment to 
section 642 (c). In regard to the insertion “or applicable local law” 
see the comment on section 652 (b). 

The proposed amendment of section 661 (b) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 662 (b) 


This is a conforming amendment proposed in connection with the 

roposed revision of treatment of distributions to charitable bene- 
ficiaries, discussed in the comment accompanying the proposed amend- 
ment to section 642 (c). In regard to the insertion “or applicable 
local law’? see the comment on section 652 (b). 

The proposed amendment of section 662 (b) should apply to exist- 
ing trusts, as well as to future trusts, for taxable years ending after 
its enactment. 


Section 662 (c) 
See comment under section 652 (c). 





SEC. 663. SPECIAL RULES APPLICABLE TO SECTIONS 651, 652, 661, and 662. 


(a) Exc.tusions.—There shall not be included as amounts falling within section 
661 (a) or 662 (a)— . 





(1) Girrs, BEQUESTS, ETC., OF SPECIFIC SUMS OF MONEY OR OF SPECIFIC 
PROPERTY.—Any amount which under the terms of the governing instrument or 
applicable local low is an amount which is properly paid or credited as a gift, 
bequest, or devise of a specific sum of money or of specific property and which 
ts not to be paid or Saiidle in more than $ taxable years of the estate or trust 
whether or not consecutive. An amount which can be paid or credited only from 
the income of an estate or trust shall not be considered as a gift or bequest of a 
y+ sum of money or of specific property. For the — of determining 
the number of tarahle years in which an amount ts paid or credited to a single 
beneficiary, a decedent’s estate and a trust created under the decedent’s will each 
shall be considered as a separate entity, and any gift, bequest, or devise 
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poveble at any one time under the terms of the governing instrument or law shall 
treated as paid in a single taxable year. 

(2) OTHER GIFTS, BEQUESTS, ETC.—Any amount, other than capital 
gains considered paid, credited, or required to be distributed under 
section 643 (a) (3) (B), which under the terms of the governing instrument or 
applicable local law is an amount which is not to be paid or credited at intervals 
and which is properly paid or credited in full or parttal satisfaction of a bequest, 
share, award or allowance from the corpus of a decedent’s estate during a period 
beginning with the day following the death of the decedent and ending 36 months 
thereafter. A payment shall be deemed to have been made from corpus of a 
decedent’s estate to the extent it is properly charged against corpus and designated 
as a distribution of corpus on the books and records of the estate by the fiduciary. 
For any taxable year or portion of a taxable year following the period described in 
this subparagraph, the distributable net income of an estate for such taxable year 
or such portion of a taxable year shall be reduced by that amount of income of the 
estate for such taxable year or portion of the taxable year which the decedent’s 
legal representative in good faith determines is required for the purpose of meeting 
existing or potential estate obligations which are payable out of estate income. 

(3) DENIAL OF DOUBLE DEDUCTION.—[No change.] . 

1») erie IN First Srxty-Five Days or TaxaBLeE YrEar.—[No 
change. 


(c) Separate SHares TREATED as SEPARATE Esrares or Trusts.—For the 
sele purpose of determining the amount of distributable net income in the applica- 
tion of sections 651, 652, 661 and 662, and determining whether an estate or trust 
has terminated for the purposes of section 642 (h), in the case of an estate or a single 
trust having more than one beneficiary, substantially separate and independent 
shares of different beneficiaries in the estate or trust shall be treated as separate 
estates or trusts. The existence of such substantially separate and independent 
shares and the manner of treatment as separate estates or trusts, including the 
application of subpart D to such separate share trusts, shall be determined in ac- 
cordance with regulations prescribed by the Secretary or his delegate. 

(d) Amounts PermanentLy Ser Asive FoR CHARITABLE BENEFICIARIES OR 
Purposzs.—Any amount of gross income for the taxable year which is perma- 
nently set aside in the taxable year for a charitable beneficiary, or which is paid, 
used or permanently set aside in the taxable year exclusively for one or 
more of the purposes described in section 170 (c) (2) (B), or for the establish- 
ment, acquisition, maintenance, or operation of a public cemetery not 
operated for profit, shall be deemed an amount credited to a charitable bene- 
ficiary in the taxable year.* However, the total of such amounts deemed to be 
credited to charitable beneficiaries during any taxable year, other than amounts 
permanently set aside out of income allocated to corpus which income is not 
included in the definition of income, in section 6438 (b), shall not be greater than 
the amount by which the distributable net income of the estate or trust exceeds 
the deductions allowable to the estate or trust under section 661 for amounts 
paid, credited or required to be distributed to other beneficiaries for the taxable 
year. 4 


COMMENT 
Section 663 (a) (1) and (2) 

The proposed amendments to section 663 (a) (1) and (2) are de- 
signed to correct the rules of existing law which in some instances 
attribute income of an estate to persons receiving corpus distributions. 

Section 663 (a) (1) of the 1954 Code excluded from the terms of 
sections 661 (a) and 662 (a) certain gifts or bequests of specific sums 
of money or specific property paid or credited all at once or in not 
more than 3 installments other than amounts which could be paid 
or credited only from income of the estate or trust. Consequently, 
payment of such specific gifts or bequests of corpus does not entitle 
the fiduciary to a deduction under section 661 (a) nor does it result in 
income being attributed to the recipient under section 662 (a) and 

*These changes are made in order to continue the operation of the 1954 Code with t to amounts 


currently used for charitable ee pay but not distributed to an identifiable charitable beneficiary, and 
also with respect to amounts used for the support, etc., of a public cemetery not operated for profit. 
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under section 102 (a) such amounts are excluded from gross income 
of the recipient. 

This exclusion has proved to be too narrow in scope. For example, 
it does not exclude from the rules of sections 661 (a) and 662 (a) 
distributions of corpus to residuary legatees, payments solely out of 
corpus to will contestants, payments out of corpus of an estate 
to widows pursuant to provisions of local law allowing an executor 
to make ee provision for a widow’s support and payment of 
an intestate share. Asa result persons who receive distributions from 
corpus of an estate sometimes are treated as receiving income even 
though they may have no right to share in income. In other in- 
stances a distribution to a beneficiary from the residue of an estate in 
the ordinary course of administration and not prompted by any tax 
motive, results in the beneficiary being taxed with a disproportionate 
share of income. While extension of the separate share rule of section 
663 (c) to estates (see below) may ameliorate the hardship in some 
cases, complete relief in this area can be afforded only by excludin 
true corpus distributions from the operation of sections 661 (a) an 
662 (a) so that such distributions will be excluded from income to the 
extent provided under section 102. 

Under the proposed amendments (section 663 (a) (2)), amounts 
properly paid from and charged to corpus as a bequest or as a statu- 
tory award or allowance to a spouse would be excluded from gross 
income for a period of 3 years which is long enough to take care of 
the administration of most estates. If a spouse is entitled under 
State law to income of an estate, however, as is sometimes the case 
where the spouse elects to take against a will, an amount paid the 
surviving spouse which the fiduciary properly charges to income 
would be subject to the provisions of sections 661 (a) and 662 (a) and 
includible in the gross income of the spouse. The same would be 
true where amounts paid to will contestants are properly payable out 
of and are charged to income. (See Delmar, 25 t C. 1015 (1956).) 

It is recognized that the proposed amendments give effect to a 
fiduciary’s identification of the source of a distribution, as did the 1939 
Code, and may therefore offer limited opportun ties for minimizing 
taxes for the 3-year period where a distribution is identified as made 
from principal although there is current income in the residuary 
estate from which a payment in the same amount could properly have 
been made to the same beneficiary. The possibility of avoidance in 
this area does not appear to be sufficient to justify continuance of the 
present arbitrary rules of attribution of estate income to beneficiaries 
with its resulting inequities. 

The following example illustrates the operation of the present law 
and the proposed section 663 (a) (2): 

Assume that a testator makes minor specific bequests to friends 
and divides the residue between his wife and a trust to be established 
for his minor son. He provides that all estate taxes are to be appor- 
tioned to the share of the residue in trust for the son. During the 
first year of administration the estate income was $20,000, none of 
which was distributed. The following distributions were made: 
Gpehifie hequeds to A...s6 nnn dahecnt eda bind iG dns Sida sieesonsnee $1, ao 


PES WOTNRNNS WO ac cm rnrcrncerqranrs deldadien deletions wabstdenienoniemmnedl 
Family car transferred to widow; charged to her share of residuary 
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During the second year of administration the net income of the 
estate (all ordinary income) was $20,000, all of which was distributed, 
one-half to the trust for the son and one-half to the widow. In that 
year estate taxes of $50,000 were paid, and a distribution of $15,000 
was made to the son’s trust from corpus and from the income accu- 
mulated in the preceding year. In addition, a payment of $64,000 
out of corpus and income accumulated in the preceding year was 
made to the widow to equalize the aggregate of distributions made to 
her and to the son’s trust during the estate administration. In 
making this equalizing distribution to the widow the estate taxes 
were treated as having been paid on behalf of the portion of the 
residuary estate to which the son’s trust became entitled. The 
corpus distributions to the widow in the prior year, including the 
automobile which was turned over to her, were also taken into ac- 
count for this purpose. 

Since section 663 (a) in its present form does not exclude from the 
operation of sections 661 (a) and 662 (a) distributions from the 
residuary estate, the attribution rules of section 662 (a) must be applied 
in determining income to be reported by the widow and by the son’s 
trust for both years. Although the executor made no distribution of 
income in the first year of administration, under present law $1,000 of 
income will be attributed to the widow for that year on account of the 
distributions of the family car and of the cash advances out of corpus 
to her totaling $1,000. While these amounts were not required income 
distributions under sections 661 (a) (1) and 662 (a) (1), they constitute 
“other amounts” under sections 661 (a) (2) and 662 (a) (2) and, since 
the distributable net income for the taxable year exceeds $1,000, the 
widow is taxed on the full amount of the corpus distributions to her in 
that year. 

In the second year the income of the widow under present law will 
also be subject to distortion. The distribution of $64,000 of corpus and 
accumulated income of the prior year to the widow in addition to 
one-half of the current year’s income ($10,000) would result in the 
widow being taxed with 

$74,000 (total distributions to widow) $20,000 

$99,000 (total distributions made to all beneficiaries) ’ 
or approximately $14,950, while the son’s trust would be taxed with 
only $5,050 (which is =a'905 X$20,000 ), although each received 
$10,000, one-half of the distributable net income of the estate for the 
taxable year. The effect of the attribution rules of present law, there- 
fore, is not only to defeat the attempt of the executor to divide estate 
income evenly between the beneficiaries, but to attribute arbitrar 
amounts of income to the beneficiaries. The son’s trust is taxed wit 
much less income than was actually received and the widow is really 
taxed on corpus she received. 

Under the proposed amendments, the estate would pay tax on the 
income of $20,000 during the first year of administration, and the 
widow would not be taxed on any income for such year since all 
amounts distributed to her were charged to her share of the residue. 
In the second year, the widow and the son’s trust would be taxed on 
$10,000 each and the estate would pay no income tax. 

There has been inserted in section 663 (a) (1) the following: 
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For the purpose of determining the number of taxable years in which an amount is 
paid or credited Lo a single beneficiary, a decedent's estate and a trust created under the 
decedent’s will each shall be considered as a separate entity, and any gift, bequest, 
or devise payable at any one time under the terms of the governing instrument or law 
shall be treated as paid in a single taxable year. 

The substance of the above is now found in the regulations under sub- 
chapter J (sec. 1.663 (a)-1 (c)). By including these rules in the 
statute and not including the other rules set forth in section 1.663 
(a)—1 (c) of the regulations, it is not intended that any doubt should 
be cast upon the validity of the balance of section 1.663 (a)-1 (¢) of 
the regulations. 

A situation protected under the installment rule as set forth in the 
proposed section 663 (a) (1) which is not protected under the present 
section 663 (a) (1) is as follows: A in his will directs his executor to 
pay his daughter $4,000 in installments of $1,000 each within 18 
months after his death. Since the legacy is required to be paid in 
more than 8 installments, it is not protected under the present section 
663 (a) (1). Under the proposed section 663 (a) (1), however, it is 
poeta, because it is not to be paid in more than 3 taxable years. 

he income-tax avoidance feature of installment payments is not in 
the number of installments but is in the number of taxable years in 
which payments may be made. Thus the change made by section 
663 (a) (1) is in accord with the basic objectives of the original sec- 
tion 663 (a) (1). 

It should be noted with respect to section 663 (a) (2) that after the 
3 years referred to therein have elapsed, the distributable net income 
of the estate for each year is to be reduced by the amount of income 
for such year that the personal representative in good faith determines 
is required for the purpose of meeting existing or potential estate 
obligations which are payable out of estate income. Such a modifica- 
tion is believed necessary in order to eliminate inequities in the income 
taxation of distributees of estates after the 3-year period expires. 

Paragraphs (1) and (2) of section 663 (a) should be applicable to 
taxable years ending after their enactment and also consideration 
should be given to granting relief retroactively to the effective date of 
the 1954 Code. 


Deletion of present section 663 (a) (2) 

Present section 663 (a) (2) provides that distributions to charitable 
beneficiaries shall not be included as amounts for which a trust or 
estate is allowed a deduction from distributable net income for dis- 
tributions to beneficiaries. A deduction is now allowed for such 
distributions from gross income under section 642 (c). Since it is 
now beet to allow deductions for charitable distributions from 
distributable net income (see the comment accompanying the pro- 
pet amendment to sec. 642 (c)), section 663 (a) (2) would no longer 
s necessary, and the proposed amendment to section 663 (a) de- 
etes it. 

It should be pointed out that if this change is made, without further 
qualification, a deduction will in general be permitted for charitable 
contributions paid out of corpus, as well as for those paid out of gross 
income of the current or berry years for which a deduction is now 
allowable. (In the case of an estate, corpus distributions to charity 
in satisfaction of a specific, pecuniary or residuary bequest would not 
be deductible since such distributions are excluded from the operation 
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of sec. 661 (a) by sec. 663 (a).) This result tends to eliminate tracing 
problems. In conjunction with the proposed readjustment of the 
“tier”? system in sections 661 and 662 (see the comment under the 
proposed amendments to those sections) under which all charitable 
distributions are placed in the bottom ‘“‘tier’’, it is not believed that 
any disadvantageous consequences will follow. 

ete the proposed amendment, if a trust instrument directed that 
income be paid to A, or gave‘a trustee discretion to pay it to A, and 
directed or permitted pasmnents of either income or principal to charity, 
the income received by A would remain taxable to him. If all the 
income of a trust is directed to be paid to a charity and periodic dis- 
tributions of principal are directed to be made to A, A’s distributions 
would be tax free under present law. Under the proposed amend- 
ment, the taxable income would be considered as divided proportion- 
ately between the charitable and noncharitable beneficiaries. To the 
extent that income of the current year is properly accumulated, a 
deduction is allowed for corpus distributions to charitable beneficiaries. 
Since such a deduction would reduce distributable net income for 
purposes of the application of the “throwback” provisions to distribu- 
tions to individual beneficiaries in subsequent years, it could have 
some effect on the taxability of income to such individual beneficiaries. 
However, even though distributions are made in alternate years to 
charitable and noncharitable beneficiaries, taxable income will always 
be proportionately divided among them. Even this result could be 
avoided, if desired, by providing that charitable distributions are not to 
reduce distributable net income for purposes of the throwback pro- 
visions. However, since the proposed amendments are considerably 
stricter in this area than present law, and since additional complica- 
tions of computation would result, this course is not recommended. 


Section 663 (c). Separate shares 


The proposed amendments to section 663 (c) are designed to extend 
the separate share rule to estates and also to extend the carryover 
provisions of section 642 (h) to the termination of a single beneficiary’s 
interest in the estate or trust. 

Applicability of the separate share rule of section 663 (c), as 
amended, to estates and trusts and their beneficiaries will be required 
even though separate and independent accounts are not maintained, 
nor required to be maintained, for each share, and even though no 
nya segregation of assets is made or required. If a trust or estate 

as more than one beneficiary and if such beneficiaries have separate 
and independent shares, such shares shall be treated as separate trusts 
or estates for the purpose of determining the amount of distributable 
net income allocable to the respective beneficiaries under sections 651, 
652, 661, and 662. 

It is not intended that section 663 (c) should operate so as to result 
in income being attributed to beneficiaries of estates to whom corpus 
payments are made which are excluded under section 663 (a) from 
amounts falling within sections 661 (a) and 662 (a). The operation of 
section 663 (c) in the case of an estate may be illustrated by the follow- 
ing example: 

he will of A makes specific cash bequests to B and C and directs 
that the residuary estate be divided into 3 parts, 2 parts to be held in 
trust for A’s children, D and E, and the third part to be distributed to 
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A’s widow. All inheritance taxes are to be apportioned to the shares 
of D and E under the decedent’s will. With respect to the trust for 
D and E the testamentary trustee is given discretion to distribute or 
accumulate income or to distribute principal or accumulated income 
or to do both. Under local law residuary legatees are entitled to 
their respective shares of income of an estate after paying specific 
bequests and all debts and expenses of administration. 

During the first year of administration the executor pays the specific 
bequests. The executor makes no distribution of estate income during 
the first year because of uncertainties as to amounts which may be 
chargeable against such income but he distributes $1,000 to the widow 
which is designated a distribution of corpus and is so charged on the 
executor’s books. 

During the second year of administration the executor makes the 
following distributions and payments: 

1. Inheritance taxes apportioned to the shares of D and E in residue... $10, 000 


2. To the widow: 
(a) Her share of accumulated income of the estate for the prior 


FORE. « concn ccconseqeasmccasescoreesosngeenctnedececs , 000 
(b) Her share of estate income for the current year...........- 3, 000 
(c) Corpus distribution to equalize shares in remaining residue 

among widow and D and E........-....-.-.--.-.-...-- 5, 000 


During the third year of administration the executor makes the 
following distributions and payments: 


1; Balathed GE Mabeietbichon thie aE Lhe ah Nad 20) ARTS PPE $10, 000 
2. To the widow: 
(a) Income of current year.........-......---.--...-.---.-- 3, 000 
(b) Final corpus distribution ---.............--.-2-.---- Lee 70, 000 
3. To the trust for D and E: 
(a) ‘Acennretated ‘impomie- sO ee See 12, 000 
(G)i Curtesst Qhleotie Doses a Lk EL ORCL UL SU et 6, 000 
(c) Final corpus distribution..................--.---------- 132, 000 


The results are as follows: 

First year.—The distribution of $1,000 corpus does not result in 
any income being taxed to the widow under section 663 (a) (2) as 
amended. The estate is entitled to a $600 exemption under section 
642 (b) and pays tax on all net income of the estate for the year. 
The separate share rule although applicable to estates does not permit 
division of the estate into separate shares for purposes of the filing of 
returns or the deduction of the personal exemption. 

Second year.—The widow is subject to tax on $3,000 of current 
income distributed to her under section 662 (a). No income is at- 
tributed to her on account of the distribution of $5,000 of corpus 
under section 663 (a) (2). No income is attributed to her on account 
of the payment to her of $3,000 of accumulated income although 
such amount constitutes an amount referred to in section 662 (a) 
since, applying the separate share rule, the distributable net income 
of the estate attributable to the widow’s share is exhausted by the 
distribution to her of $3,000 of current income. 

Third year.—The widow is subject to tax on the $3,000 of current 
income distributed to her. This exhausts distributable net income 


of her separate share for such year and no income is attributed to 
her because of her final corpus distribution. 

The estate will be entitled to a distribution deduction for the 
$6,000 of current income distributed to the trust for D and E. This 
exhausts distributable net income of the share of D and E in the 
estate for such year. 
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Even though the trust for D and E is not treated as constitutin 
two separate trusts under local law, the respective shares of D and 
wr constitute separate shares under section 663 (c). 

he proposed amendments to section 663 (c) should be applicable 
to both estates and trusts for taxable years beginning after their 
enactment. 


Section 663 (d) 


Present section 642 (c) allows a deduction to an estate or trust both 
for amounts distributed, and for amounts permanently set aside, for 
charitable purposes. It is proposed that the deduction under section 
642 (c) be eliminated, and that an estate or trust be allowed a deduc- 
tion for amounts distributed to charitable beneficiaries under sec- 
tions 651 and 661 in the same manner as deductions are allowed for 
distributions to other beneficiaries (see the comment under the pro- 
posed amendment to section 642 (c)). If this is done, some provision 
must be made for amounts permanently set aside for charitable pur- 
poses, but not distributed, if the policy of the code is to remain the 
same. The proposed addition of a new subsection to section 663 is 
intended to accomplish this purpose by providing that amounts 
permanenty set aside for charitable purposes shall be considered to 

e amounts credited to a charitable beneficiary. However, certain 
limitations are placed on this concept. First, it is limited to amounts 
set aside out of gross income of the current year. Present section 
642 (c) limits the deduction to amounts set aside out of gross income, 
but apparently without regard to whether the amounts are set aside 
out of gross income of the current year or of a preceding year. Per- 
mitting the deduction for amounts set aside out of gross income of a 
preceding year seems to introduce an undesirable element of tracing. 
Second, except in the case of income allocated to corpus which is not 
included in the definition of income in section 643 (b), the deduction 
for amounts set aside (but not distributed) for charitable beneficiaries 
is limited to the excess of the distributable net income of the estate 
or trust over deductions otherwise allowable for distributions to bene- 
ficiaries. The effect of this limitation is to prevent the avoidance of 
income taxes on distributions to noncharitable beneficiaries by the 
setting aside of income for future distribution to charitable bene- 
ficiaries. For example, if a trust agreement provided that the income 
of a trust should be accumulated during the life of A and then the 
accumulated income paid to a charity, but that A should receive in 
each year out of corpus an amount equal to the year’s income, the 
income would remain taxable to A. 

The proposed addition of section 663 (d) should be applicable for 
taxable years ending after its enactment. 


SEC. 664. POWER IN PERSON OTHER THAN GRANTOR TO VEST CORPUS OR INCOME 
IN HIMSELF. 

(a) Generat Rore.—If a person other than the grantor has a power exercisable 
solely by himself to vest an amount of the corpus or the income of a trust in himself, 
such amount shall be considered as an amount required to be distributed currently to 
such person in applying sections 651 and 652, and as an amount required to be paid 
or credited to such person in applying sections 661 and 662, unless such person has 
previously partially released or modified such a power and after the release or modifi- 
cation retained such control of the property released from the power as would, 
within the principles of sections 671 to 677, inclusive, subject a grantor of a trust to 
treatment as the owner of such property, in which case such person shall be 
treated as the grantor of such property and (axed under sections 671 to 677, inclu- 
sive. 
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(b) Osxtreations or Suprorr.—Subsection (a) shall not apply to a power which 
enables such person alone, in the capacity of trustee or cotrustee, merely to apply the 
income of the trust to the support or maintenance of a person whom the holder of the 
— is obligated to support or maintain except to the extent that such income is so 
applied. 

, c) Errecr or Renvuncrarion or Discraimer.—Subsection (a) shall not apply 
with respect to a power which has been renounced or disclarmed within a reasonable 
time after the holder of the power first became aware of its existence. 

(d) SUBSTANTIAL OWNERSHIP RULE INAPPLICABLE.—Except as specified in 
this section, no items of income, deductions and credits against tax of a 
trust shall be included, solely on the grounds of dominion and control 
over the trust, under section 61 (relating to definition of gross income) 
or any other provision of this title, in computing the taxable income and 
credits of a person other than the grantor. 


COMMENT 


The new section 664 deals with the situations previously covered 
under section 678. If section 664 is enacted, the present section 678 
will be deleted. The substitution of the new section 664 for the present 
section 678, which taxes a nongrantor of the trust under. certain 
circumstances on the ground of substantial ownership, is believed 
desirable for the following reasons: 

1, A establishes a trust which gives the trustee the discretion to 
pay the income to his wife W or accumulate it and also gives W a 
power to withdraw a limited amount of the corpus each year. If 
the trustee does not exercise his discretion to pay We inseme: it appears 
that under section 678 W will be taxable in each year on only the 
amount of ordinary income attributable to the limited amount of 
corpus which she can withdraw, whether she makes a withdrawal or 
not. Such a tax avoidance arrangement should not be permitted. 
Section 678 could be amended to change the result in the case sup- 
posed but the elimiaation of income tax avoidance by such an arrange- 
ment is accomplished by the new section 664 which causes the wife 
to be taxed under the tier system as though she had received the 
distribution of corpus, whether she makes the withdrawal or not. 
In the case supposed, the wife, under the new section 664, will be 
deemed to have received the limited amount of corpus which she can 
withdraw and, in view of the fact that there is distributable net income 
for the year which has not been paid to anyone else, she will be 
taxed up to the amount of the distributable net income under section 
662. 

2. If A establishes a trust which provides that 1 day after the end 
of the taxable year his wife W may withdraw the income of the 
previous year, it is not clear under the present section 678 what the 
consequences will be. Under the new section 664, however, the wife 
will be taxable on the full amount of the income for the previous year 
under section 662 in combination with the throwback rules. 

3. The present wording of section 678 makes it somewhat unclear 
what portion of the trust is owned by the person other than the 
grantor if the power in such person is only to withdraw ordinary 
income. The language of the section may be interpreted to mean 
that such a power will cause the holder of it to be taxable not only on 
the ordinary income but also on the capital gains. Such result is 
unsound in view of the fact that an income beneficiary under a trust 
to whom the income is required to be distributed is not taxable on the 
capital gains realized by the trust. The new section 664 causes the 
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person who has a power to withdraw income to be taxed in the same 
way as the person to whom income is required to be distributed. 

4. Under the present section 678, there is some doubt as to the 
result when a person other than the grantor has a power to withdraw 
a limited amount of the corpus and the question is whether such person 
is taxable on any portion of the capital gains which may be realized 
in any year. The regulations take the position that the holder of the 

ower will be taxable on a portion of the capital gains and such portion 
is determined by multiplying the net capital gains for the year by a 
fraction the numerator of which is the limited amount of corpus which 
is subject to withdrawal and the denominator of which is the value 
of the corpus at the beginning of the year. This introduces a com- 
plexity in a common type of lenaite arrangement, that is, one where 
the income beneficiary is given a right to withdraw $5,000 or 5 percent 
of the corpus, whichever is greater, which limited power of with- 
drawal can be given without significant adverse estate and gift tax 
consequences. In the situation described it seems desirable in the 
interest of simplicity that the holder of the power should not be taxed 
on capital gains in any year in which the power of withdrawal can be 
satisfied without actually invading the capital gains realized during 
the year. The new section 664 will cause the capital gains to be 
taxed to the trust unless they are includible in distributable net 
income under the provisions of section 643. 

The holder of a power may be taxed less under the new section 664 
than under section 678. Suppose that A establishes a trust under 
which the trustee is given discretion to pay income to B or 
to accumulate it and under which W is given the power to 
withdraw corpus annually up to the amount of $5,000. The trustee 
exercises his discretion and pays the income to B. W will pay no 
tax under section 664, whether she makes a withdrawal or not. Under 
section 678, however, W is taxable on the portion of the ordinary 
income attributable to the $5,000 of corpus she can withdraw. 

It should be noted that if a person other than the grantor has a 
right to make withdrawals of corpus, which withdrawals, however, 
must be made within three taxable years, such person is entitled to 
the benefits of section 663 (a) (1) and, consequently, no income tax 
will be payable by such person as a result of the operation of section 
664. In this respect, the holder of the power is not taxed to as great 
an extent as he would be under the present section 678. If a person 
other than the grantor has a power to make limited withdrawals 
annually and the power is cumulative so that if a withdrawal is not 
made in one year it may be made in the next year in addition to the 
withdrawal which normally could be made in the next year, section 
663 (a) (3) prevents such person from being subjected to double 
taxation on the amount subject to withdrawal. 


Section 678 contains the following provision: 


Subsection (a) shall not apply with respect to a power over income, as originally 
granted or thereafter modified, if the grantor of the trust is otherwise treated as 
the owner under sections 671 to 677, inclusive. 

This provision is not necessary in section 664 because section 671 
makes it clear that taxation under subpart E takes precedence over 
taxation under subparts A—D. 

Section 664 should apply to existing trusts as well as to future 

trusts but only as to taxable years ending after its enactment. 
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Subpart D—Treatment of Excess Distributions by Trusts 


SEC. 665. DEFINITIONS APPLICABLE TO SUBPART D. 


(a) Undistributed Net Income.—For purposes of this subpart, the term 
‘undistributed net income’ for any taxable year means the amount by which 
distributable net income of the trust for such taxable year computed without 
regard to section 643 (a) (3) (C) exceeds the sum of— 

(1) the amounts for such taxable year ot in paragraphs (4 aad 2) 
(1), (2), (8) and (4 of section 661 (a); and 
(2) the amount of taxes imposed on the trust. 

(b) Accumulation Distribution.—For purposes of this subpart, the term 
‘‘accumulation distribution’’ for any taxable year of the trust means the amount 
(if in excess of $2,000) by which the amounts specified in paragraphs (2), (3) and 
(4) of section 661 (a) for such taxable year exceed distributable net income 
computed without regard to section 643 (a) (3) (C)* and reduced by the 
amounts specified in paragraph (1) of section 661 (a). For purposes of this 
subsection, the amounts specified in paragraphs (2), (3) and (4) of section 661 (a) 
shall be determined without regard to section 666 and shall not include— 
[remainder of section 666 (b) is unchanged and not reproduced] 


Comment 


The changes are proposed because of the proposed addition to the 
statute of section 643 (a) (3) (C). The comment under that sub- 
paragraph shows that its purpose is to provide that deductible items 
paid from corpus shall be applied first against income taxable to the 
estate or trust and then against income taxable to beneficiaries. The 
intended result is accomplished by excluding corpus deductions from 
distributable net income except to the extent that they exceed gross 
income taxable to the estate or trust and by excluding such gross 
income from distributable net income to the extent of the excluded 
deductions. 

The income taxable to the estate or trust may consist of income, 
such as capital gain, credited to corpus and otherwise excluded from 
gross income, as well as ordinary accumulated income. It is im- 
material for the purpose of computing current income tax whether 
the excluded deductions are applied against one class of income or the 
other. However, since the income not otherwise excluded from gross 
income may be excluded to the extent of corpus deductions, it is 
important for the purpose of the throwback rule to know whether the 
deductions are applied first against the capital gain otherwise ex- 
cluded or whether they are applied first against ordinary accumulated 
income not otherwise excluded. 

The result of the proposed amendments to section 665 (a) and (b) 
is that for the purpose of computing undistributed net income of a 
prior year, which determines the extent to which an accumulation 
distribution in one year may be treated as a distribution of income 
of such prior year, and also for the purpose of computing distributable 
net income of the current year, which measures the amount of an 
accumulation distribution, the excluded corpus deductions are applied 
first against accumulated income or income credited to corpus which 
is not otherwise excluded from distributable net income. The result 
= the proposed amendments would be the same as under existing 
aw. 


*Asa vomnt of the Neleiped words to which the asterisk is nded and the similar meri in section 
665 (a), the purpose of the throwback rule, corpus deductions which are 2 y the proposed 
section as (a) (3) (C) in qonsbauine distributable net income would be applied, as under existing law, 
first against income not otherwise excluded from distributable net income, aan as ordinary accumulated 
income. 
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For example, assume that in 1958 a trust has capital gain allocable 
to corpus of $2,000 after taking the deduction under section 1202, 
ordinary income of $10,000, and corpus deductions of $4,000. Assume 
further that the trustee makes a discretionary distribution of $7,000 
of ordinary income and accumulates the balance of $3,000 and that 
he has discretion to distribute the accumulated income in a later year. 
Since the income taxable to the trust, $5,000, is more than the corpus 
deductions, the corpus deductions are absorbed by the corpus income. 
The distributable net income is $8,000 (determined by applying sec- 
tion 643 (a) (3) (C)) and the distribution of $7,000 is taxed in full to 
the beneficiary. In computing 1958 tax of the trust, the fiduciary 
may apply the deductions in any way he sees fit against the capital 
gain and the ordinary accumulated income taxable to the trust. How- 
ever, for the purpose of the throwback, the proposed amendment 
would apply the corpus deductions of $4,000 first against the accumu- 
lated income of $3,000 and then against the capital gain. The result 
is that there would be no undistributed net income for the purpose of 
the throwback. If in the above example the discretionary distribu- 
tion by the trustee was $4,000 instead of $7,000, and other figures 
were changed to reflect this difference, then the undistributed net 
income for 1958 would be $2,000 (disregarding the taxes imposed on 
the trust). 

If in 1958 a distribution was made which exceeded distributable 
net income of $8,000, then, in determining the extent to which the 
excess distribution constituted an accumulation distribution for the 
purpose of taxing the beneficiary on undistributed net income of a 
prior year, the corpus deductions would be applied first against the 
current accumulated income of $3,000, so that 1958 distributable net 
income would be $7,000, and not $8,000. 


SEC. 666. ACCUMULATION DISTRIBUTION ALLOCATED TO 5 PRECEDING YEARS. 


The words ‘‘paragraph (2)’’ in section 666 (a) (the words appear 
once) and in section 666 (b) (the words appear twice) and in section 
666 (c) (the words appear twice) are deleted and there is inserted in 
each of such places the words ‘‘paragraph (4)’’. 

The above changes in section 666 are made necessary due to the 
change in the wording of section 661 (a). 


SEC. 667. DENIAL OF REFUND TO TRUSTS, 
No change. 


SEC. 668. TREATMENT OF AMOUNTS DEEMED DISTRIBUTED IN PRECEDING YEARS 


(a) AMOUNTS TREATED AS RECEIVED IN Prior TAXABLE YEARS.—The total 
of the amounts which are treated under section 666 as having been distributed 
by the trust in a preceding taxable year shall be included in the income of a 
beneficiary or beneficiaries of the trust when paid, credited, or required to be 
distributed to the extent that such total would have been included in the income 
of such beneficiary or beneficiaries under section 662 (a) (2) and (b) if such total 
had been paid to such cae aed, or beneficiaries on the last day of such preceding 
ee Hie pretties ef ered: teted rreddderdd satder the preeedite seHHeHee Ht 
the Heese ef ate beehedape chetl be dit-te steer tlie sate Grete te detepetttied 
under the eceond sentence of cection 662 <a) (0) for the taxable year in reapect 
ef ahieh the qeettlite aistetbitier is deterred: By thet proper edpist 
ment ef seh ratie shall be made; in seeerdanee with regulations preseribed 


by the Seeretary or hie delegate; for amounts whieh fall within paragraphs (1) 
through (4) of section 665 6} The portion of such total required to be 
included under the preceding sentence in the income of any beneficiary 
shall be an amount which bears the same ratio to such total as the aggre- 
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gate amounts paid, credited, or required to be distributed to the benefi- 
ciary for the taxable year and described in paragraphs (2), (3), and (4) of 
section 661 (a) and reduced by the amount of distributable net income for 
such taxable year allocated under section 662 (a) to such beneficiary bear 
to all such amounts paid, credited, or required to be distributed to all 
such beneficiaries for such taxable year (reduced by the amount of dis- 
tributable net income for such taxable year), except that proper adjust- 
ment of such ratio shall be made in accordance with regulations 
prescribed by the Secretary or his delegate for amounts which fall within 
paragraphs (1) through (4) of section 665 (b). The tax of the beneficiaries 
attributable to the amounts treated as having been received on the last day of 
such preceding taxable year of the trust shall not be greater than the aggregate 
of the taxes attributable to those amounts had they been included in the gross 
ee of the beneficiaries on such day in accordance with section 662 (a) (2) 
and (b). 
(b) Crepit ror Taxes Pain By Trust.—No change. 


COMMENT 


‘The change in section 668 is illustrated by the following example: 


EXAMPLE 
Distributable net income for 1957__..........-..--------------- ee $10, 000 
Distributions: 
To A, discretionary income payment_____...._._-.-.----------- 15, 000 
To B, discretionary income or corpus payment______......_____- 5, 000 
To C, discretionary payment out of corpus or accum. income___-__ 2, 500 
Results (of application of section 661 and 662): 
A received $15,000 and is taxed on (as current distribution) ._____ 10, 000 
B received $5,000 and is taxed on (as current distribution) ______- 0 
C received $2,500 and is taxed on (as current distribution) _______ 0 


Assuming the above represents an accumulation distribution of 
$6,000 for 1956 and disregarding the taxes paid by the trust on the 
$6,000 (which would also be deemed distributed on the last day of 
1956), the proposed second sentence of section 668 (a) would apply 
as follows: 

With respect to A: 


The portion of such total ($6,000) required to be included under 
the preceding sentence in the income of any beneficiary shall be an 
amount (X) which bears the same ratio to such total ($6,000) as 
the aggregate amounts paid, credited, or required to be distributed 
to the beneficiary and described in paragraphs (2), (3), and (4) of 
section 661 (a) and reduced by the amount of distributable net 
income for such taxable year allocated under section 662 (a) to such 
beneficiary ($15,000— 10,000=5,000) bear to all such amounts paid, 
credited, or required to be distributed to all such beneficiaries for 
such taxable year (reduced by the amount of DNI for such taxable 
year, $22,500—10,000= 12,500), except that proper adjustment shall 
be made in accordance with regulations prescribed by the Secretar 
or his delegate for amounts which fall within paragraphs (1) throug 
(4) of section 665 (b). 





x 5,000 
B. esai ease 6,000 = 12.500 or X equals $2,400 
x 5,000 
led EL 6,000 ~ 12,500 or X equals $2,400 
CO. 2idc bt 2auis _x_ = 2,500 or X equals $1,200 





6,000 12,500 





Total accumulation distribution__..___ $6,000 


SN SP RESPITE 
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Subpart E—Grantors [and Others] Treated as Substantial Owners 


SEC. 671. TRUST INCOME, DEDUCTIONS, AND CREDITS ATTRIBUTABLE TO GRANTORS 
[LAND OTHERS] AS SUBSTANTIAL OWNERS. 


Where it is specified in this subpart that the grantor er anether shall be 
treated as the owner of any portion of a trust, there shall then included in 
computing the taxable income and credits of the grantor er the ether person those 
items of income, deductions, and credits against tax of the trust which are at- 
tributable to that portion of the trust to the extent that such items would be 
taken into account under this chapter in computing taxable income or credits 
against the tax of an individual the grantor. Any remaining portion of the trust 
shall be subject to —— A through D. No items of a trust shall be included 
in computing the taxable income and credits of the grantor er any ether person 
solely on the grounds of his dominion and control over the trust under section 
61 (relating to definition of gross income) or any other provision of this title, 
except as specified in this subpart. 


COMMENT 


The deletions in section 671 of the references to persons other than 
the grantor are necessary because of the elimination from subpart E 
of section 678. In other words, subpart E now applies only to the 
situations where the grantor of a trust is treated as a substantial owner 
of the trust property. 

If a corporation is the grantor of a trust and is treated as the owner 
of any portion of the trust, section 671, in its unamended form provides 
that its taxable income and credits against the tax are to be determined 
as though “computing taxable income or credits against the tax of an 
individual.” In such case, the law should require the same procedure 
applicable in computing the taxable income or credits against the tax 
of a corporation. The regulations interpret section 671 to require 
such method of computation when a corporation is involved (sec. 
1.671-2 (c)). The proposed amendment to section 671 which strikes 
the words “an individual” and inserts in their place the words “the 
grantor’’ is designed to eliminate any possible doubt about the matter. 

It is recommended that the deletion of the words “an individual’ 
and the insertion of the words “the grantor’’ be effective as of the 
date section 671 originally became effective. The other deletions 
in section 671 should be operative with respect to existing as well as 
future trusts but only as to taxable years ending after the enactment 
of the amended section 671. 


SEC, 672. DEFINITIONS AND RULES 


(a) ApversE Parry.—No change. 

(b) NonapversE Partry.—No change. 

(c) Retatep or SusorprnaTE Party.—No change. 

(d) Rute Wuere Power Is Sussect ro ConptTion PrecepENT.—No change. 


SEC. 673. REVERSIONARY INTERESTS 


(a) GENERAL Rute.—No change. 

(b) Exception WuereE Income Is PayaBLE TO CHARITABLE BENEFICI- 
ARIES.—No change. 

(c) REVERSIONARY INTEREST TAKING Errect aT DreatH oF INCOME BENE- 
FICIARY.—No change. 

(d) PostPpoNEMENT OF Date SpsciFiep For REAcqQuUISITION.—No change. 


SEC. 674. POWER TO CONTROL BENEFICIAL ENJOYMENT 

(a) GeneraL Ruite.—The grantor shall be treated as the owner of any por- 
tion of a trust in respect of which the beneficial enjoyment of the corpus or the 
income therefrom is subject to a power of disposition, exercisable by the grantor 
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or a nonadverse party, or both, without the approval or consent of any adverse 


arty. 
. (b) Exceptions ror Certain Powrers.—Subsection (a) shall not apply to 
the following powers regardless of by whom held: 

PoWER TO APPLY INCOME TO SUPPORT OF A DEPENDENT.—A power 
described in section 677 (b) to the extent that the grantor would not be sub- 
ject to tax under that section. 

(2) PowrR AFFECTING BENEFICIAL ENJOYMENT ONLY AFTER EXPIRATION 
OF 10-YEAR PERIOD.—A power, the exercise of which can only affect the 
beneficial enjoyment of the income for a period commencing after the expira- 
tion of a period such that a grantor would not be treated as the owner under 
section 673 if the power were a reversionary interest; but the grantor may be 
treated as the owner after the expiration of the period unless the power is 
relinquished. 

(3) PowrR EXERCISABLE ONS¥ BY WILL OR BY DEED.—A power exercis- 
able enty by will and a power exercisable by deed where an exercise of the power 
would be wom to change beneficial rights under the trust only after the 
death of the holder of the power, other than a power in the grantor to appoint 
4{b¥ wil} the income of the trust where the income is accumulated for such 
disposition by the grantor or may be so accumulated in the discretion of the 
grantor or a nonadverse party, or both, without the approval or consent of 
any adverse party. 

(4) PowER TO ALLOCATE AMONG CHARITABLE BENEFICIARIES.—A power to 
determine the beneficial enjoyment of the corpus or the income therefrom 
if the corpus or income is irrevocably payable for a purpose specified in 
section 170 (c) (relating to definition of charitable contributions). 

| (5) PowER TO DISTRIBUTE CoRPUS.—A power to distribute corpus either— 
(A) to or for a beneficiary or beneficiaries or to or for a class of ben- 


ASSESSES 





eficiaries (whether or not income beneficiaries) provided that the power 
is limited by a reasonably definite standard which is set forth in the 
trust instrument; or 
(B) to or for any current income beneficiary, provided that the dis- 
tribution of corpus must be chargeable against the proportionate share 
of corpus held in trust for the payment of income to the beneficiary as 
if the corpus constituted a separate trust. 
A power does not fall within the powers described in this paragraph if any 
person other than an adverse party has a power other than a power which would 
qualify as an exception under section 674 (b) (3) to add change te the ben- 
eficiary or beneficiaries or +e @ the class of beneficiaries designated to receive 
the income or corpus, except where such action is to provide for after-born 
or after-adopted children or an afler-acquired spouse. 
(6) PowER TO WITHHOLD INCOME TEMPORARILY.—A power to distribute or 
apply income to or for any current income beneficiary or to accumulate the 
income for him, provided that any accumulated income must ultimately be 


payable— 
te the fret whist distabttien or appitemtion iy dtl 
held, te dis estate; op te bis appettttess for pepsets Hited fy adtertete 
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(A) to the beneficiary from whom distribution or application is withheld 
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or to his estate, or 

(B) to the beneficiary from whom distribution or application is withheld, 
or if he does not survive a date of distribution which could reasonably be 
expected to occur within his lifetime, to his appointees (or alternate takers 
in default of appointment) under any power of appointment, general or 
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special (provided no appointment under a power other than a 
general power can be made to the grantor or his estate) or if he 
has no power of appointment to one or more designated alternate takers 
(other than the grantor or the grantor’s estate) whose shares have been ir- 
revocably specified in the trust instrument, or 
(C) to the appointees of the beneficiary from whom distribution or appli- 
cation is withheld (or persons named as alternate takers in default of ap- 
pointment) provided that such beneficiary possesses a power of appointment 
which excludes the grantor and his estate as a possible appointee and 
does not exclude from the class of possible appointees any other person 
other than the beneficiary, his estate, his creditors, or the creditors of his 
estate, or 
(D) on termination of the trust, or in conjunction with a distribution of 
corpus which is augmented by the accumulated income, to the current income 
beneficiaries in shares which have been irrevocably specified in the trust 
instrument, or if any beneficiary does not survive a date of distribution 
which would reasonably be expected to occur within his lifetime, to his 
appointees (or alternate takers in default of apppeniney under any power 
of appointment, general or special (provided no appointment under a 
power other than a general power can be made to the grantor or 
his estate) or v he has no power of appointment to one or more designated 
alternate takers (other than the grantor or the grantor’s estate) whose shares 
have been irrevocably specified in the trust instrument. 
A power does not fall within the powers described in this paragraph if any 
person other than an adverse party has a power other than a power which would 
qualify as an exception under section 674 &) (3) to add change te the beneficiary 
or beneficiaries or @ te the class of beneficiaries designated to receive the 
income or corpus, except where such action is to provide for after-born or 
after-adopted children or an after-acquired spouse. 
(7) PoWER TO WITHHOLD INCOME DURING DISABILITY OF A BENEFICIARY.—A 
power exercisable only during— 
(A) the existence of a legal disability of any current income bene- 
ficiary, or 
(B) the period during which any income beneficiary shall be under the 
age of 21 years 
to distribute or apply income to or for such beneficiary or to accumulate and 
add the income to corpus. A power does not fall within the powers described 
in this paragraph if any person other than an adverse party has a power other than 
a power which would qualify as an exception under section 674 (b) (3) to add 
change ¢e the beneficiary or beneficiaries or te @ the class of beneficiaries 
designated to receive the income or corpus, except where such action is to 
provide for after-born or after adopted children or an after-acquired spouse, 
(8) PowER TO ALLOCATE BETWEEN CORPUS AND INCOME.—A power to 
allocate receipts and disbursements as between corpus and income, even 
though expressed in broad language. 

(ec) Exception ror Certain Powers oF INDEPENDENT TrusTEES.—Subsec- 
tion (a) shall not apply to a power solely exercisable (without the approval or 
consent of any other person) by a trustee or trustees; here of whem is the 
end ne mere then hal ef whem are er stberdinate parties whe are other 
than the grantor and which is not exercisable without the concurrence of a trustee who is 
not a related or subordinate party subservient to the wishes of the grantor— 

(1) to distribute, apportion, or accumulate income to or for a beneficiary or 
beneficiaries, or to, for, or within a class of beneficiaries; or 
(2) to pay out corpus to or for a beneficiary or beneficiaries or to or for a 
class of beneficiaries (whether or not income beneficiaries). 
A power does not fall within the powers described in this subsection if any person 
other than an adverse party has a power other than a power which would qualify as an 
exception under section 674 (b) ($) to add change te the beneficiary or beneficiaries 
or te @ the class of beneficiaries designated to receive the income or corpus, except 
where such action is to provide for after-born or after-adopted children or an after- 
acguired spouse, 

(d) Power To AuLocatE INcoME IF LIMITED BY A STANDARD.—Subsection (a) 
shall not apply to a power solely exercisable (without the approval or consent of 
any other person) by a trustee or trustees, ene of whem is other than the grantor or 
spouse living with the grantor, to distribute, apportion, or accumulate income to or 
for a beneficiary or beneficiaries, or to, for, or within a class of beneficiaries, whether 
or not the conditions of paragraph (6) or (7) of subsection (b) are satisfied, if such 
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power is limited by a reasonably definite external standard which is set forth in the 
trust instrument. A power does not fall within the powers described in this sub- 
section if any person other than an adverse party has a power other than a power 
which would qualify as an exception under section 674 (b) (8) to add change te the 
beneficiary or beneficiaries or te @ the class of beneficiaries Gostuonind to receive 
the income or corpus, except where such action is to provide for after-born or 
after-adopted children or an after-acquired spouse. 


COMMENT 
Section 674 (b) (8) 

The amendment to section 674 (b) (3) excepts a power to appoint 
by deed as well as a power to appoint by will where the power to 
appoint by deed, if exercised, will not be immediately operative to 
confer beneficial enjoyment of the trust property on Anyone, but such 
enjoyment will be postponed until after the death of the donee of the 
power. Such a power, as well as the power to appoint by will, are now 
excepted by section 674 (b) (2) if the power can only affect the bene- 
Roi saeiiant of the income and the life expectancy of the donee is 
10 years or more. In view of the fact that such a power is very similar 
to a power to appoint only by will, it seems logical to treat them the 
same under section 674 (b) (3). 

Example: A transfers property to T (an independent trustee) in 
trust. The trust instrument gives T discretion to pay the income to 
any one or more of the group consisting of A’s wife W and A’s issue. 
Any income not paid to any one or more of such group in any year is 
to be added to principal. On the death of W, the trustee is to pay the 
principal and undistributed income to, or hold it for the benefit of, 
such one or more of A’s issue, in such amounts and proportions and for 
such estates and interests and guirignt or upon such terms, trusts, 
conditions, and limitations, as W shall appoint by a deed delivered to 
the trustee in W’s lifetime or as W shall appoint by & will if she makes 
no appointment by deed. The trust instrument provides for the dis- 
position of the trust property in default of appointment so that there is 
no reversionary interest in A. The power given to W to appoint by 
deed or by will does not cause the income of the trust to be taxable to 
A under the proposed amendment. 

The proposed amendment to section 674 (b) (3) should be operative 
with respect to existing as well as future trusts but only as to taxable 
years ending after its enactment. 


Section 674 (b) (4) 

The exception described in section 674 (b) (5) is eliminated if the 
circumstances bring into operation the following language: 
A power does not fall within the powers described in this paragraph if any person 
has a power to add to the beneficiary or beneficiaries or to a class of beneficiaries 
designated to receive the income or corpus, except where such action is to provide 
for afterborn or afteradopted children. 
Identical language, eliminating the exception is found in sections 
674 (b) (6), 674 (b) (7), 674 (c) and 674 (d). The proposed amend- 
ments to the language quoted above are inserted wherever the language 
appears in section 674. The comments at this point are directed at 
the operation of the exception to the exception under section 674 (c) 
but are generally applicable wherever the language describing the 
exception to the exception nee 

It must be kept in mind that the power which produces the excep- 


tion to the exception is not a power to determine who receives income 














2744 GENERAL REVENUE REVISION 


or corpus except to the limited extent that payments of income or 
corpus may be required to be made to a designated beneficiary. 
Rather it is a power to add to the originally described beneficiary 
or beneficiaries or class of beneficiaries with respect to whom there 
is normally another power in someone to determine whether distri- 
butions of income or corpus are to be made. 

For example, if A establishes a trust with the X corporation, an 
independent trustee, as trustee and gives the trustee discretion to 
spray income among A’s children or accumulate it, a power re- 
served to A to designate, from time to time, additional persons or 
classes of persons, other than himself, to whom the income may 
be paid does not give A the power to control the destination of the 
income. When he exercises his power he simply enlarges the originally 
designated group among whom the trustee may spray the income 
pursuant to the power given the trustee. The reservation by A of 
such a power would clearly destroy the exception which otherwise 
would be applicable under section 674 (c) to the power given to the 
trustee. The same result would be reached if the power to enlarge 
the group among whom income may be sprayed is given to the trustee 
even though the trustee is not related or subordinate. 

From the clear case outlined in the preceding paragraph, it is possible 
to move to other cases where there is some uncertainty what result is 
produced by the exception to the exception and it is the purpose of 
the proposed amendments to the language describing the exception 
to the exception to clear up this uncertainty. The following cases 
illustrate the operation of the proposed amendments: 

1. A establishes a trust with the X corporation, an independent 
trustee, as trustee and gives the trustee discretion to spray income 
among A’s children or to accumulate it. The trust instrument 
gives A’s oldest living child the power to designate, from time to time, 
additional persons or classes of persons, other than A, to whom the 
income may be paid in the discretion of the trustee. Will the exist- 
ence of the power destroy the exception which otherwise would be 
applicable under section 674 (c) to the power given the trustee? The 
answer to this question should devin’ on whether A’s oldest living 
child has a substantial beneficial interest in the trust which would be 
adversely affected by the exercise of his power. Section 1.674 (d)- 
2 (b) of the regulations contains this sentence: 

This limitation [i. e., the exception to the exception] does not apply to a power 
held by a beneficiary to substitute other beneficiaries to succeed to his interest 
in the trust (so that he would be an adverse party to the exercise or nonexercise 
of that power). 

The literal language of the exception to the exception, however, is 
that “if any person’? has the power to add to the beneficiaries the 
exception to the exception applies. The statutory language is clarified 
on this point by the insertion after the words “if any person” of the 
words ‘other than an adverse party.”’ 

2. A establishes a trust with the X corporation, an independent 
trustee, as trustee and gives the trustee discretion to spray income 
among his son S and S’s issue or to accumulate the same. On the 
death of S, the trustee is to dispose of the undistributed income and 
corpus to or for the benefit of such person or persons other than A, 
S’s estate, S’s creditors or creditors of S’s estate as S may appoint by 
will and in default of appointment, the trustee is to continue to hold 
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the undistributed income and corpus in trust for S’s issue. The 
testamentary power in S enables him to add to the beneficiaries 
originally designated by A to share in the income of the trust. Will 
such power in S destroy the exception which otherwise would be 
applicable under section 674 (c) to the power given to the trustee? 
It should not because section 674 (b) (3), which makes a general 
exception as to powers to appoint by will, should be deemed to restrict 
the operation of the exception to the exception. Section 1.674 (d)- 
2 (b) of the regulations contains the following sentence on this point: 
Nor does the limitation [i. e., the exception to the exception] apply to a power 
held by any person which would qualify as an exception under section 674 (b) (3) 
(relating to testamentary moto. 

The statutory language is clarified on this point by the insertion after 
the words “has a power” of the words “other than a power which 
would qualify as an exception under section 674 (b) (3).” 

3. A establishes a trust with the X corporation, an independent 
trustee, as trustee and gives the trustee discretion to spray income 
among his son S and S’s issue or to accumulate it. If the trust 
instrument should provide that at the end of 5 years, the group among 
whom the income may be sprayed shall be enlarged to include A’s 
daughter D and her issue, the exception to the exception does not apply 
because the class of beneficiaries among whom the income can be 
distributed is defined by the grantor A and no power exists in anyone 
to enlarge that class. In other words, if the outer limits of the class of 
beneficiaries are set by A, the fact that within such outer limits the 
class changes from time to time in accordance with a formula set by A 
does not give any person a power to add to the beneficiaries designated 
by A to receive income or corpus. Suppose, however, the trust 
instrument provides that the trustee shall have discretion to spray 
income among such one or more of A’s issue as A’s wife W may 
designate annually or to accumulate it. W does not have the power 
to direct the payment of income to anyone, but has only the power 
to determine annually the members of the group among whom the 
income may be distributed in the trustee’s discretion. Furthermore 
A has designated the outer limits of the membership in the group. 
Does W have a power to add to the beneficiaries designated to receive 
income? She has a power to change the income beneficiaries each 
year within the outer limits set by A. By substituting the word 
“change” for the word ‘‘add”’ in the exception to the exception, the 
power in A’s wife will cause the income to be taxable to A. 

4. The exception to the exception also contains an exception to its 
operation. It permits a person to have a power to provide for after- 
born or after-adopted children. Thus if a discretionary trust is estab- 
lished by A and the independent trustee has power to spray income 
and corpus among A’s son S and S’s children living on the date the 
trust is established, A’s wife W can be given the power to add after- 
born or after-adopted children of S to the group of beneficiaries without 
invoking the exception to the exception. There does not appear to 
be any reason why a power in W to add an after-acquired spouse of 
S to the group of beneficiaries should be treated differently from a 
power to add after-born or after-adopted children. Thus, the words 
“or an after-acquired spouse” are added after the words “‘after-born 
or after-adopted children.” 
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The amendments under consideration should be applicable to exist- 
ing as well as future trusts but only as to taxable years ending after 
their enactment. 


Section 674 (6) (6) 


The rewording of section 674 (b) (6) is designed to make more 
understandable the exception therein described. The rew ording is 
based on the language used in the regulations (secs. 1.674 (b)-1 (b) 
(6)). Only one substantive change is made (other than the substan- 
tive changes made in the language of the exception to the exception 
which are referred to in the comments under section 674 (b) (5)) and 
that change is discussed below. 

The follo owing type of trust meets the test laid down by section 674 
(b) (6) (A) in its present unamended form: A establishes a trust with 
himself as trustee. Under the terms of the trust, the trustee has dis- 
cretion to pay the income to A’s son S or to accumulate it. The 
trustee is directed to pay the accumulated income to such erson or 
persons other than S’s estate, S’s creditors or creditors of 5’s estate 
as S may appoint by deed or by will and in default of appointment, 
the trustee is to pay the accumulated income to designated persons. 
Notice that if the power of appointment given to S excluded A asa 
possible appointee, the arrangement would not meet the test set forth 
in the present unamended section 674 (b) (6) (A). 

Section 677 (a) (1) causes the income of a trust to be taxed to the 

grantor if the income of the trust may be distributed to the grantor in 
the discretion of a nonadverse party. The power in the trustee to 
accumulate the income combined with the power in S to appoint in- 
come by deed or by will to A may cause the income of the trust (which 
meets the test of the present unamended section 674 (b) (6) (A)) to be 
taxed to the grantor A. Section 1.674 (b)-1 (b) (6) (i) of the regula- 
tions contains this sentence: 
Furthermore, if a trust otherwise qualifies for the exception in (a) of this sub- 
division [i. e. the exception in (a) is the one described in the above arrangement] 
the trust income will not be considered to be taxable to the grantor under section 
677 by reason of the existence of the power of appointment referred to in (a) of 
this subdivision. 

The type situation under examination is one where the power of 
en in S is not a general one for estate or gift tax purposes. 
If Scan give the accumulated income to A at any time without adverse 
gift or estate tax consequences, a very convenient device exists to get 
the income back to the grantor if he needs it by having the trustee 
accumulate it and then by having S appoint it to A. The language 
in question which appears in section 674 (b) (6) (C) under the pro- 
posed rewording of section 674 (b) (6) has been amended to require 
that the grantor be excluded from the possible appointees. 

An addition has been made in section 674 (b) (6) (B) and section 
674 (b) (6) (D) which requires the exclusion of the grantor and his 
estate from the objects of the described power of appointment. The 
reason for the insertion of these words in those two places is the 
same as mentioned above in connection with section 674 (b) (6) (C), 
that is, so that there will be eliminated any possibility that one who 
complies with the wording of the section will inadvertently cause the 
income of the trust to be taxable to the grantor under section 677 
(a) (1). 

The rewording of section 674 (b) (6) should be applicable as of the 
date section 674 (b) (6) originally became effective except as to the 
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substantive change which requires the exclusion of the grantor as a 
possible appointee. This change should be applicable as to existing 
trusts for taxable years ending more than 1 year after the enactment 
of the change so as to give ample time to the donee of the power to 
arrange to exclude the grantor as a possible appointee. The effective 
date of the changes made in the language of the exception to the excep- 
tion is considered in the comments under section 674 (b) (5). 


Section 674 (b) (7) 


The changes proposed in section 674 (b) (7) relate to the language 
describing the exception to the exception. See the comments under 
section 674 (b) (5). 


Section 674 (ce) 


The present provisions of section 674 (c) do not except powers of the 
type described when they are vested in 3 trustees if only 1 of them is an 
independent trustee even though the unanimous consent of the 3 
trustees is essential to the exercise of the powers. The proposed 
amendment to section 674 (c) extends the exception to Ski a@ case. 
The preference of one family member over another as trustee which 
may be necessary to satisfy the present provisions of section 674 (c) 
may create family frictions. The proposed change will make it unnec- 
essary to prefer one family member over another as trustee. 

Under the proposed amendment the exception described in section 
674 (c) is not applicable if an exercise of the power can be made by a 
majority of the trustees unless no more than one-half of all of the 
trustees are related or subordinate parties, so that the concurrence of 
a trustee who is not a related or subordinate party will be required to 
make up the majority. Thus if the grantor establishes a trust and 
gives the trustees the discretion to spray income or corpus among the 
described beneficiaries and designates as the trustees his wife W, his 
son S, and the X trust company, an independent trustee, the exception 
described in section 674 (c) as amended will apply if the consent of all 
of the trustees is required to the exercise of the discretion but the ex- 
ception will not apply if the consent of only a majority of the trustees 
is required for an effective exercise of the discretion. 

This amendment to section 674 (c) should be operative with respect 
to existing as well as future trusts but only for taxable years tidinig 
after its enactment, The operative date of the changes made in the 
language of the exception to the exception is considered in the com- 
ments under section 674 (b) (5). 


Section 674 (d) 


The elimination of the words ‘‘none of whom is” and the insertion of 
the words “other than” do not make any change in substance. Such 
elimination and insertion are made to conform the language of section 
674 (d) to the new language in section 674 (c). 

The other changes proposed in section 674 (d) relate to the language 
describing the exception to the exception. See the comments under 
section 674 (b) (5). 


SEC. 675. ADMINISTRATIVE POWERS. 
ah grantor shall be treated as the owner of any portion of a trust in respect of 
which— 


(1) Powzr T0 DEAL FOR LESS THAN ADEQUATE AND FULL CONSIDERATION.— 
No change. 
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(2) PowzR TO BORROW WITHOUT ADEQUATE INTEREST OR SECURITY.—A 
power exercisable by the grantor or a nonadverse party, or both, enables the 
grantor to borrow the corpus or income, directly or indirectly, without 
adequate interest or without adequate security except where a trustee (other 
than the grantor acting alone) is authorized under a general lending power to 
make loans to any person without regard to interest or security. 

(3) Borrowine oF THE TRUST FUNDS.—No change. 

(4) GENERAL POWERS OF ADMINISTRATION.—NoO change. 


COMMENT 


Section 675 (2) in its unamended form might be interpreted to 
cause the trust income to be taxable to the grantor, if the trust instru- 
ment contains a general lending power to make loans to any person 
without regard to interest or security, in situations where the grantor 
is only one of several trustees. Section 1.675—1 (b) (2) of the regula- 
tions provides: 


However, this paragraph does not apply where a trustee (other than the grantor 
acting alone) is authorized under a general lending power to make loans to any 
person without regard to interest or security. A general lending power in the 
grantor, acting alone as trustee, under which he has power to determine interest 
rates and the rary’ | of security is not in itself an indication that the grantor 
has power to borrow the corpus or income without adequate interest or security. 


The view in the regulations is made unequivocally clear by inserting 
in the parenthetical statement the words ‘‘acting alone” after the 
word “grantor.” 

This proposed amendment should be applicable to existing, as well 
as future, trusts for taxable years ending after its enactment but 
no change in existing law is intended. 


SEC. 676. POWER TO REVOKE. 


(a) GeneRAL Ruue.—No change. 
(b) Power ArrecTInG BENEFICIAL ENJOYMENT ONLY AFTER EXPIRATION OF 
10-YearR PeRtop.—No change. 


SEC. 677. INCOME FOR BENEFIT OF GRANTOR. 


(a) GenerRAL Ruie.—The grantor shall be treated as the owner of any portion 
of a trust, whether or not he is treated as such owner under section 674, whose 
income without the approval or consent of any adverse party is, or, in the dis- 
cretion of the grantor or a nonadverse party, or both, may be— 

(1) distributed to the grantor; 
(2) held or accumulated for future distribution to the grantor; or 
(3) applied to the payment of premiums on policies of insurance on the 
life of the grantor— 
(A) in which the grantor possesses any incident of ownership; or 
(B) in which the grantor possesses no incident of ownership but only to 
the extent of premiums payable with respect to such policies of insurance in 
existence during the taxable year (except policies of insurance irrevocabln 
payable for the purpose specified in section 170 (c) (relating to definitioy 
of charitable contributions)). 
This subsection shall not apply to a power the exercise of which can only affect 
the beneficial enjoyment of the income for a Y gery commencing after the expira- 
tion of a period such that the grantor would not be treated as the owner under 
section 673 if the power were a reversionary interest; but the grantor may be 
treated as the owner after the expiration of the period unless the power is 
relinquished. 

(b) OBLIGATIONS oF SupPporT.—Income of a trust shall not be considered tax- 
able to the grantor under subsection (a) or any other provision of this chapter 
merely because such income in the discretion of another person, the trustee, or the 
grantor acting as trustee or co-trustee, may be applied or distributed for the 
support or maintenance of a beneficiary whom the grantor is legally obligated to 
support or maintain, except to the extent that such income is so applied or dis- 
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tributed. In cases where the amounts so applied or distributed are paid out of 
corpus or out of other than income for the taxable year, such amounts shall be 
considered to be an amount paid or credited within the meaning of —e {23 
(4) of section 661 (a) and shall be taxed to the grantor under section 662. 

(c) Exrsrence or Discretion as To Income.—Discretion exists to distribute 
income to the grantor or to apply income for the support and maintenance of a bene- 
ficiary whom the grantor is legally obligated to support or maintain or to appy income 
to the payment of premiums on policies of life insurance on the life of the grantor, 
even though the terms of the trust specify that the discretion relates only to corpus, to 
the extent that the income of the trust is not required to be paid to someone else. 


COMMENT 
Section 677 (a) (8) 

The present language of section 677 (a) (3), if literally applied, may 
cause the grantor of a trust to be treated as the owner of the trust 
income in some situations where it is questionable whether the grantor 
should be so treated. The following examples present the question- 
able cases: 

1. A transfers property to T in trust. The trust instrument gives 
T the discretion to pay income to A’s son S or accumulate the same. 
T has a similar discretion as to corpus. The trust instrument. contains 
no language in regard to the use of income or corpus to pay premiums 
on policies of insurance on the life of the grantor. Under the control- 
ling State law, the trustee may accept an assignment to the trust of 
policies of insurance on the life of the grantor and pay the premiums 
accruing on such policies after such assignment. Will all the income 
of the trust be taxable to the grantor, even though no policies of 
insurance on the life of the grantor have been assigned to the trust, 
on the ground that the grantor might take out insurance on his life, 
in sufficient amount to exhaust the income of the trust in the pay- 
ments of premiums if he assigned such life insurance to the trust? 

2. The facts are the same as in example (1) except that the control- 
ling State law also permits the trustee to acquire life insurance on the 
life of the grantor and pay the premiums on the insurance so acquired 
out of the income or corpus of the trust. Will the income of the trust 
be taxable to the grantor, even though the trustee has acquired no 
insurance on his life, on the ground that the trustee might take out 
insurance in sufficient amount so that the payment of premiums 
thereon would exhaust the trust income? 

If the answer to either question proposed above is “yes’’ under the 
present wording of section 677 (a) (3) then it may be necessary, in 
every case where an inter vivos trust is established, to insert in the 
trust instrument an express provision which negates any power in the 
trustee to acquire insurance on the life of the grantor or to pay the 
premiums on policies of insurance on the grantor’s life which may be 
assigned to the trust. 

If the trust instrument expressly authorizes the trustee to use trust 
income to pay premiums of insurance on the life of the grantor, even 
though suc calalan are owned by the grantor, then section 677 (a) (3) 


should operate to cause the income of the trust to be taxable to the 
grantor, without regard to the amount of the existing life insurance, 

ecause of the power in the grantor to acquire insurance and the power 
in the trustee to funnel income back to the grantor through the pay- 
ment of the premiums without any restriction on amount. Where, 
however, the policies of insurance are not owned by the grantor then 
the mere existence of the power to pay premiums on such life insurance 
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does not enable the income to become available to the grantor himself 
and the amount of the income which is taxable to him in any one year 
because of such power ought to be limited under section 677 (a) (3) 
to the amount of the premiums payable in respect to existing life in- 
surance that is so owned. 

The amendment to section 677 (a) (3) is designed to draw a distinc- 
tion between the situation where the income may be used to pa 
premiums on policies of insurance on the life of the grantor whic 
are owned by the grantor and the situation where the policies are 
owned by a person other than the grantor. In the latter case the 
amount of income which may be taxable to the grantor in any one 
_ is limited by the amount of the premiums which could have 

een paid in that year in the light of the actual amount of existing 
life insurance so owned. 

The words “incident of ownership” are used in the amendment to 
section 677 (a) (3) with the same meaning as in section 2042 of the 
Internal Revenue Code. 

The proposed change in section 677 (a) (3) should apply to existing 
trusts, as well as to Future trusts, for taxable years ending after its 
enactment. 


Section 677 (b) 

The deletion of the reference to paragraph (2) of section 661 (a) 
and the insertion of the reference to paragraph (4) of section 661 (a) 
is a conforming amendment necessary due to the change in the 
wording of section 661 (a). 

Section 677 (c) 

The addition proposed to section 677 by subsection (c) is designed 
to take care of the ollowing case: A establishes a trust and gives the 
trustee discretion to pay out the income to his son S or to accumulate 
it. A reserves the power to withdraw $5,000 of corpus each year. 
The ordinary income of the trust exceeds $5,000. A will be treated 
as the owner of $5,000 of ordinary income, whether the income is 
paid to S or not and whether A makes a withdrawal or not. If 
subsection (c) is not added, A may be deemed taxable under section 
676 only on that portion of the ordinary income attributable to 
$5,000 of corpus. 

The proposed addition to section 677 of subsection (c) should apply 
to existing trusts, as well as to future trusts, for taxable years ending 
after its enactment. 


[SEC. 678. PERSON OTHER THAN GRANTOR TREATED AS SUBSTANTIAL OWNER.] 
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COMMENT 
Section 678 
A new section designated section 664 has been inserted to deal with 
the situations formerly dealt with under section 678. See the com- 
ment under the new section 664. 


Subpart F—Miscellaneous 


SEC. 681. LIMITATION ON CHARITABLE DEDUCTION 

(a) TrapE or Business INcome.—In computing the deduction allowable to 
a trust under section 651 or 661 for amounts paid, credited or required to be distributed 
to a charitable beneficiary, no amount otherwise allowable under seetion 642 fee te 
@ trust; Re amount etherwise allowable under section 642 {e} as a deduction shall 
be allowed as a deduction with respect to income of the taxable year which is 
allocable to its unrelated business income for such year. For purposes of the 
preceding sentence, the term “‘unrelated business income” means an amount equal 
to the amount which, if such trust were exempt from tax under section 501 (a) 
by reason of section 501 (c) (3), would be comp uted as its unrelated business 
taxable income under section 512 (relating to income derived from certain business 
activities and from certain leases). 

(b) OpgraTIONS or TrRusTs.— 

(1) LIMITATION ON CHARITABLE, ETC., DEDUCTION.—The amount otherwise 
allowable under section 642 {e} 651 or 661 as a deduction for amounts paid, 
credited or required to be distributed to charitable beneficiaries shall not 
exceed 20 percent of the taxable income of the trust (eemputed witheut the 
benefit ef section 642 {e} but with the benefit ef or 30 percent in the case of a 
beneficiary described in section 170 (b) (1) (A)) if the trust has engaged in a 
prohibited transaction, as defined in paragraph 

(2) PROHIBITED TRANSACTIONS.—For purposes of this subsection, the term 
“prohibited transaction” means any transaction after July 1, 1950, in which 
any trust while holding income or corpus which has been permanently set 
aside or is to be used exclusively for charitable or other purposes described in 
section 642 te} 170 (c) (1) (B)— 

No change in balance of subsection (2). 

(3) TAXABLE YEARS AFFECTED.—The amount otherwise allowable wader 
seetion 642 {e} as a deduction for amounts paid, credited or required to be 
ae to charitable beneficiaries shall be limited as provided in paragraph 
(1) only for taxable years after the taxable years during which the trust is 
sotshed by the Secretary that it has engaged in such transaction, unless such 
trust entered into such prohibited transaction with the purpose ’of divertin 
such corpus or income from the purposes described in section 642 {e} 170 ( 
(1) (B) and such transaction involved a substantial part of such corpus or 
income. 

(4) FuTURE CHARITABLE, ETC., DEDUCTIONS OF TRUSTS DENIED DEDUCTION 
UNDER PARAGRAPH (3).—If the deduction of any trust umder seetion 642 
for amounts paid, credited or required to be distributed to charitable beneficiaries 
has been limited as previa. in this subsection, such trust, with respect to 
any taxable year following the taxable year in which notice is received of 
limitation of deduction ender seetion 642 (e} for amounts paid, credited or 
required to be distributed to charitable beneficiaries, may, under regulations 
prescribed by the rene or his delegate, file claim for the allowance of the 
unlimited deduction section 642 {6} fe} for amounts paid, credited or 
required to be darieuled toc to charitable beneficiaries, and if the Secretary, pur- 
suant to such regulations, is satisfied that such trust will not knowingly again 
engage in a prohibited transaction, the limitation provided in paragraph (1) 
as ry apply with respect to taxable years after the year in which such 
claim is file 
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(5) DISALLOWANCE OF CERTAIN CHARITABLE, ETC., DEDUCTIONS.—No gift 
or bequest for religious, charitable, scientific, literary, or educational purposes 
(including the encouragement of art and the prevention of cruelty to children 
or animals), otherwise allowable as a deduction under section 170, 545 (b) (2), 
642 e} 651, 661, 2055, 2106 (a) (2), or 2522, shall be allowed as a deduction if 
made in trust and, in the taxable year of the trust in which the gift or bequest 
is made, the deduction allowed the trust seetieon 642 te} for amounts paid, 
credited or required to be distributed to charitable beneficiaries is limited by 
paragraph (1). With respect to any taxable year of a trust in which such 
deduction has been so limited by reason of entering into a prohibited trans- 
action with the purpose of diverting such corpus or income from the purposes 
described in section 642 ¢e} 170 (c) (1) (B), and such transaction involved a 
substantial part of such income or corpus, and which taxable year is the same, 
or before the, taxable year of the trust in which such prohibited transaction 
occurred, such deduction shall be disallowed the donor only if such donor or 
(if such donor as an individual) any member of his family (as defined in sec- 
tion 267 (c) (4)) was a party to such prohibited transaction. 

(6) Derinitrion.—For purposes of this subsection, the term “gift or 
bequest”’ means any gift, contribution, bequest, devise, or legacy, or any 
transfer without adequate consideration. 

(c) AccUMULATED INCOME.—If the amounts permanently set aside, or to be 
used exclusively for the charitable and other purposes described in section 642 £e} 
170 (c) (1) (B) during the taxable year or any prior taxable year and not actually 
paid out by the end of the taxable year— 

(1) are unreasonable in amount or duration in order to carry out such 
purposes of the trust; 

(2) are used to a substantial degree for purposes other than those prescribed 
in section 642 fe} 170 (c) (1) (B); or 

(3) are invested in such a manner as to jeopardize the interests of the reli- 
gious, charitable, scientific, etc., beneficiaries, 

the amount otherwise allowable under section 642 {e} 651 or 661 asa deduction for 
amounts paid, credited or required to be distributed to charitable beneficiaries shall be 
limited to the amount actually paid out during the taxable year and shall not 
exceed 20 percent of the taxable income of the trust (or 30 percent in the case of a 
beneficiary described in eer puted witheut the benefit of seetion 642 te} but with 
the benefit of section 170 (b) (1) (A)). Paragraph (1) shall not apply to income 
attributable to property of a decedent dying before January 1, 1951, which is 
transferred under his will to a trust created by such will. In the case of a trust 
created by the will of a decedent dying on or after January 1, 1951, if income is 
required to be accumulated pursuant to the mandatory terms of the will creating 
the trust, paragraph (1) shall apply only to income accumulated during a taxable 
year of the trust beginning more than 21 years after the date of death of the last 
life in being designated in the trust instrument. 


(d) Cross REFERENCE.— 


(For disallowance of certain charitable, etc., deductions otherwise allowable for distribution to 
certain charitable, etc., beneficiaries, see section 503 (c).J 


COMMENT 


With one exception the proposed amendments to section 681 are 
conforming amendments to implement the proposed change in the 
treatment of charitable contributions by estates and trusts (see com- 
ment under section 642 (c) ). The exception concerns an error in 
present section 681 (b), which is repeated in section 681 (c). It is the 
purpose of those sections to limit, under certain circumstances, a 
trust’s deduction for charitable contributions to 20 percent of the 
trust’s taxable income, or 30 percent if the beneficiary is a church, an 
educational organization or a hospital. However, the statute says 
that the deductions shall not exceed 20 percent of the taxable income of 
the trust, computed with the benefit of section 170 (b) (1) (A), which 
allows the extra 10 percent deduction for the specified class of charities. 
The literal effect of the statute is therefore to reduce the deduction by 
the extra 10 percent rather than to increase it, since it is the deduction, 
rather than the net income to which the percentage is applied, that 
should have the benefit of section 170 (b) (1) (A). While the regula- 
tions under this section reach the correct result, it is recommended 
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that the statute be clarified and the proposed amendment contains 
language for the purpose. 

The proposed amendments of section 681 should apply to existing 
trusts, as weil as to future trusts, for taxable years ending after their 
enactment. 


SEC. 682. INCOME OF AN ESTATE OR TRUST IN CASE OF DIVORCE, ETC. 

(a) IncLuUsION In Gross INcomME or WiFr8.—No change. 

(b) Wire ConsIDERED A BENEFICIARY.—No change. 

(c) Cross RereERENCcE.—No change. 
SEC. 683. APPLICABILITY OF PROVISIONS. 

Note.—When it is determined on what date the proposed amendments will be 
effective some addition to section 683 will have to be worked out to take care of 
the amendments. 


PART II—INCOME IN RESPECT OF DECEDENTS 

SEC. 691. RECIPIENTS OF INCOME IN RESPECT OF DECEDENTS. 

(a) INcLUsSION IN Gross INcomE,—No change. 

(b) ALLOWANCE OF DeEpucTIONS AND CreEpIT.—No change. 

(ec) Depuction ror Estats Taxrs.—No change. 

(d) Amounts Recervep By SurvivInG ANNUITANT UNDER JOINT AND SURVIVOR 
Annuity Contrract.—No change. 

(e) Cross REFERENCE.—No change. 


SEC. 692. INCOME TAXES ON [OF] MEMBERS OF ARMED FORCES ON DEATH, 
No change. 


Portions of the Code Other Than Subchapter J 
PROPOSED AMENDMENTS 


1. Section 170 (e) (1) is hereby amended by adding at the end thereof the follow- 
ing: “Section 643 (d), 651 (a) and Section 661 (a)”’. 

2. Section 503 (e) is hereby amended by deleting therefrom ‘642 (c)” and 
substituting therefor ‘651 (a), 661 (a)’”’. 

3. Section 542 (a) (2) is hereby amended by substituting “‘section 170 (c) (1) 
(B)” for “section 642 (c)’’. 

4. Section 1202 is hereby amended by substituting “is treated as included in 
amounts paid, credited or required to be distributed to the beneficiaries (including 
charitable beneficiaries)’’ for ‘includible * * * assets’’. 

5. Section 6034 (a) is hereby amended to read as follows (delete matter struck 
through; add new matter in italics): 

(a) GeneRAL Rute.—Every trust claiming a eharitable; eter; deduction under 
section 642 fe} 651 or 661 for distribution to charitable beneficiaries, as defined in 
section 643 (d) for the taxable year shall furnish such information with respect to 
such taxable year as the Secretary or his delegate may by forms or regulations 
prescribe, setting forth— 

(1) the amount of the eharitable; ete; such deduction taken under seetion 
642 fe} within such year (showing separately the amount of such deduction 
which was paid out and the amount which was permanently set aside for 
charitable ete-; purpeses beneficiartes during such year), 

(2) the amount paid out within such year which represents amounts for 
which ehariteble; ete-; such deductions have been taken in prior years, 

(3) the amount for which ehariteable; ete-; such deductions have been 
taken in prior years but which has not been paid out at the beginning of 
such year, 

(4) the amount paid out of principal in the current and prior years fer 
to charitable; ete-; purpeses; beneficiaries, 

(5) the total income of the trust within such year and the expenses 
attributable thereto, and 

(6) a balance sheet showing the assets, liabilities, and net worth of the 
trust as of the beginning of such year. 


COMMENT 


The amendments to sections 170 (e) (1), 503 (e), 542 (a) (2), 1202, 
6034 (a) proposed above are conforming amendments to implement 
the proposed change in the treatment of charitable contributions by 
trusts and estates. (See comment under proposed amendment to 
sec. 642 (c).) 
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STATEMENT BY KENNETH W. BERGEN 


I believe in general that the proposed amendments set forth in this 
report are an improvement over existing law. I, therefore, concur 
with the recommendations of my colleagues that they be enacted 
into law subject to the thoughts expressed by me below. 

It would appear to me that the proposed amendments relating to 
the tier system and the taxation of distributions by estates soul be 
improved. Each of these areas is discussed in general terms sepa- 
rately below. 


Tier system (secs. 661 and 662) 


In place of the 4-tier system recommended in this report I would 
have a single-tier system for trust distributions. Then the distrib- 
utable net income of a trust would be taxed to each beneficiary in the 
proportion that the amount received by him bore to the total amounts 
received by all beneficiaries. In this respect, distributions by trusts 
would be taxed in a manner similar to that of distributions by cor- 
porations. 

To illustrate: If a trust with distributable net income of $10,000 
and no accumulated income were to distribute $10,000 to A and 
$10,000 to B, A and B would each be taxed on $5,000 regardless of the 
source of distribution. This would result in greater simplification of 
the statute and of the fiduciary income tax return than the proposed 
4-tier system. True, corpus distributions would be taxed in part 
as income but I believe this is a sacrifice which should be made for the 
sake of simplicity. 

The single-tier system would also result in greater equity amon 
beneficiaries in cases where corpus deductions of a trust sianeaan 
gross income taxable to the beneficiary. Under the four-tier system 
such excess deductions are given to beneficiaries other than those in 
the first tier. For example, suppose a trust provides that one-half 
of the income is to be distributed to A currently and the other half is 
to be distributed to B or withheld from him in the discretion of the 
trustee. The trust has current probate income of $10,000 and corpus 
deductions of $1,000 leaving $9,000 of distributable net income. The 
trustee distributes $5,000 to A and $5,000 to B. Under the 4-tier 
system A would be taxed on $5,000 and B on $4,000. Under the 
single-tier system A would be taxed on $4,500 and B on $4,500. 

I recognize that many may regard the single-tier system as too 
drastic because trust beneficiaries entitled to corpus only would in 
many instances be taxed on a proportionate part of the distributable 
net income. Therefore, as a second alternative to the 4-tier system, 
I suggest a 2-tier system with the second tier including those distri- 
butions which under the governing instrument or local law can be 
made only out of corpus. The t tier would include all other 
distributions. All charitable distributions might be put in the second 
tier to prevent tax avoidance. Since trusts providing for corpus dis- 
tributions only to a particular beneficiary are rare we would, for 
practical purposes, have a single-tier system with the resulting 
simplification. 
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If neither the single-tier system nor the 2-tier system suggested 
above is adopted, I suggest as a third alternative to the 4-tier system, 
namely, that the first and second tiers of the proposed 4-tier system be 
combined. It is difficult for me to understand why a beneficiary to 
whom income is required to be distributed should be treated differently 
taxwise from a beneficiary who receives income in the discretion of the 
trustee. The fact that a discretionary beneficiary is not assured of 
an annual income is not a relevant reason for placing him at a tax 
advantage over an income beneficiary who is so assured. It would 
be just as logical to argue that the beneficiary who is entitled to an 
annual income should be preferred over the discretionary beneficiary 
because the creator of the trust treated him in a preferred manner. 
Since there appears to be no valid reason why both types of benefici- 
aries should not be treated alike from an income tax point of view, 
both should be included in the first tier. 


Distributions by estates (sec. 663) 


The great majority of decedents’ estates in the process of admin- 
istration are small estates with a relatively small amount of income. 
They are frequently administered by persons who are unfamiliar with 
the tax laws. It is particularly important, therefore, that there be a 
simplified statute affecting the income taxation of distributions by 
estates even though some inequity might result from the simplification. 
I, therefore, suggest that an estate of a deceased person be taxed in the 
same manner as an individual during the period of administration of 
the estate. The executor or administrator of the estate would then 
file a simple income tax return since distributions would not be 
deductible. The executor or administrator would then not have to be 
concerned with the question whether distributions were deductible 
or whether they were taxable to the distributees. All distributions 
by the estate would then be tax free to the recipients because all the 
income would have been taxed to the estate. 

This proposal would subject the beneficiaries of many large estates 
to a tax disadvantage because the estate in many cases would be 
subjected to higher income-tax rates than would be the beneficiaries 
of the estate. However, as indicated above, the advantage of sim- 
plicity seems to me to outweigh this disadvantage. 


COMMENT BY LAURENS WILLIAMS 


WASHINGTON, D. C., November 12, 1957. 
I concur that the proposal to tax estates in the same manner as 
individuals are taxed would be a substantial improvement in our 
taxing system. However, I think it important to state that any 
inference that the advisory group has considered the proposal, or 
that the group has reached any conclusions regarding it, is entirely 
unwarranted. The group’s current report is confined to recommenda- 
tions within the existing structure and framework of the current 
statute. The proposal to tax estates like individuals involves a major 
change in the taxing pattern, hence is beyond the scope of the advisory 
roup’s work to date. The proposal is on the agenda for consideration 
y the advisory group at a later date. 








STATEMENT BY GEORGE CRAVEN IN REGARD TO PRO- 
POSED TREATMENT OF CHARITABLE DISTRIBUTIONS 


I disagree with the part of this report which deals with the proposed 
treatment of income of an estate or trust which is paid to or perma- 
nently set aside for charitable organizations. 

We are not concerned with whether Congress will wish to continue 
the unlimited deduction for charitable distributions which has been 
in force since the Revenue Act of 1924 but should assume that the 
deduction will be continued. We are concerned only with the proper 
method of treating that deduction for income tax purposes. 

The present section 643 (c) allows as a deduction in computing 
taxable income amounts of gross income without limitation which are 
paid to or permanently set aside for charitable organizations. The 
proposed amendment would change that rule by treating a charitable 
organization as a beneficiary of distributable net income. I agree 
that such change should result in simplification of the law. How- 
ever, if the charitable organizations are treated as beneficiaries, it is 
my view that they should be treated in exactly the same way as 
individual beneficiaries and that if there are charitable beneficiaries 
and individual beneficiaries of the same trust, the individual bene- 
ficiaries should not be required to pay a greater tax on distributions 
than they would pay if the other beneficiaries were individuals. 

Examples are given in the report of supposed tax avoidance which 
would be possible under the proposed amendment if a charity were 
treated in the same way as an individual. Example 1 is a case where 
the trust instrument requires the trustee to pay all the income to a 
charity and to pay to the grantor’s wife each year an amount equal to 
that year’s income. I fail to see that this provision presents any 
means of tax avoidance or why the wife should be taxed on an amount 
of principal if all the income is paid to someone else, whether an 
individual or a charity. If income is accumulated for a charity or 
another individual, there may be justification for treating as a distribu- 
tion of income a distribution of principal to an individual. However, 
if all the income is paid out currently to an individual or a charity, 
there is no justification for taxing as a distribution of income a dis- 
tribution of principal to an individual. The principal of the trust 
would be reduced each year by the amount of the distribution from 
principal and the principal distributions plainly would be gifts. 
Moreover, I doubt that the 16th amendment would justify taxing 
an individual on such distributions of principal, and I think the 
statute would be unconstitutional if it attempted to tax such dis- 
tributions of principal to the individual. 

Similarly, if the trustee is given discretion to make distributions to a 
charity from income and distributions to an individual from income 
and principal and distributions of income are made to a charity and 
distributions of income or principal or both are made to the individ- 
ual, the individual should be taxed on only the amount of distribut- 
able net income remaining after reducing such income by the amount 
of income paid to the charity. 
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It is probable that few cases would arise where income is paid to a 
charity and principal is paid from the same trust to an individual. 
However, the fact that such cases seldom would arise is no justifica- 
tion for distorting the tax law in this fashion. On the other hand, the 
very fact that few such cases would arise is a strong argument against 
a statute which would produce such results. 

One result of treating charitable beneficiaries differently from in- 
dividual beneficiaries is that where deductible items are paid from 
corpus, the individual may be deprived of all or part of the benefit of 
deductions for items paid from corpus. For example, suppose that a 
trust instrument provides that one-half of the net income shall be paid 
to X charity and the other half to Y, an individual. Suppose that in 
the taxable year the trust has ordinary taxable income of $10,000, of 
which $5,000 is paid to X and $5,000 to Y, and that the trustee pays 
$2,000 of commissions from principal, resulting in distributable net 
income of $8,000. If both beneficiaries were individuals, each would 
be taxed on one-half of the distributable net income, or $4,000. How- 
ever, under the proposed statute, because the other beneficiary is a 
charity, the individual would receive no benefit from the $2,000 de- 
duction, but would be taxed on $5,000. 

It is my view that the results produced by the proposed statute 
would be inequitable and that a charitable organization should be 
treated in all respects the same as an individual beneficiary. If it is 
thought that the only alternative to the statute now in force is a 
statute which would produce the results produced by the proposed 
statute, it is my view that the present statute should not be changed. 


The Carman. You are recognized, sir. 


TESTIMONY OF THE ADVISORY GROUP ON SUBCHAPTER J: A. JAMES 
CASNER, CHAIRMAN (HARVARD UNIVERSITY), CAMBRIDGE, 
MASS.; KENNETH W. BERGEN (BINGHAM, DANA & GOULD), 
BOSTON, MASS.; CARLYSLE A. BETHEL (WACHOVIA BANK & 
TRUST CO.), WINSTON-SALEM, N. C.; GEORGE CRAVEN (BARNES, 
DECHERT, PRICE, MYERS & RHODES), PHILADELPHIA, PA.; 
RUPERT GRESHAM (BOYLE, WHEELER, GRESHAM, DAVIS & 
GREGORY), SAN ANTONIO, TEX.; JAMES P. JOHNSON (BELL, 
BOYD, MARSHALL & LLOYD), CHICAGO, ILL. ; CARTER T. LOUTHAN 
(ANGULO, COONEY, MARSH & OUCHTERLONEY), NEW YORK, N. Y.; 
AND WESTON VERNON (MILBANK, TWEED, HOPE & HADLEY), 
NEW YORK, N. Y. 


Mr. Casner. Mr. Chairman and members of the committee, I should 
like first to introduce to you the members of my advisory group, point- 
ing out a little of the background of each one. In this way, the mem- 
bers of this committee will know them better and will be able to 
judge better the kind of work that has been done by my group. 

I am going to take them alphabetically and I ask each one to stand 
as his name is called, so that you will be able to see clearly each one 
and more clearly place him in your mind. 

Mr. Kenneth W. Bergen, who is on my right, is a partner in Bing- 
ham, Dana & Gould, a Boston law firm, and he is the chairman of the 
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American Bar Association Committee on Income Taxation of Trusts 
and Estates. 

Mr. Carlysle A. Bethel, on my right, is vice chairman of the board 
and senior trust officer of the Wachovia Bank & Trust Co. in Winston- 
Salem, N.C. He has been active in tax work of the American Bankers 
Association Trust Division for many years, and I am willing to 
prophesy now, although he will probably wish I had not, that he will 
be the next president of the American Bankers Association Trust 
Division. 

Mr. George Craven, on my right, is a partner in Barnes, Dechert, 
Price, Myers & Rhoads of Philadelphia. He has given many lectures 
Ms institutes for lawyers and is a prominent tax lawyer in Phila- 

elphia. 

Mr. Rupert Gresham, on my left, is a partner in Boyle, Wheeler, 
Gresham, Davis & Gregory of San Antonio, Tex. He is a former 
chairman of the tax section of the State Bar and a member, Institute 
Committee, Tax Section, Southwestern Legal Foundation. 

Mr. James P. Johnson, on my right, is a partner in Bell, Boyd, 
Marshall & Lloyd of Chicago, Ill. He was recently in the Treasury 
Department as special assistant to the head of the legal advisory staff 
and was responsible to a considerable extent for the regulations on 
subchapter J, which we are going to consider this morning. 

Carter T. Louthan, on my right, is a partner in Angulo, Cooney, 
Marsh & Ouchterloney of New York City. He is a former member 
of the New York State Bar Committee on Personal Income Taxation. 

Weston Vernon, on my left, is a partner in Milbank, Tweed, Hope 
& Hadley of New York City and is a former chairman of the Section 
of Taxation of the American Bar Association. 

Laurens Williams, who is not here, and who is very sorry he had to 
be absent today, is a partner in Sutherland, Asbill & Brennan of 
Washington, D. C., and a former assistant to the Secretary of the 
Treasury and head of the legal advisory staff of the Treasury De- 
partment. 

These gentlemen have worked very hard over the course of the last 
year, and most of the credit for what we have produced must go to 
them. 

The CuairmAn. Mr. Casner, you have introduced everyone except 
yourself. I think it would be appropriate for the Chair to mention 
to the other members of the committee, if they do not know already, 
that you are a member of the faculty at Harvard Law School, and 
that in addition to being one of the outstanding professors of law in 
the country, you are also engaged in the practice of law yourself, and 
have written a number of books on the subject of estates and trusts 
as well as a number of articles. We are very pleased to have such 
a distinguished advisory group; all of you with such outstanding 
backgrounds in the field. I know that anything you say to this com- 
mittee will be given very careful consideration by the committee. 

Mr. Casner. Thank you very much, sir. 

I should also like to acknowledge, before we go to the report itself, 
the great help and assistance that we have had from representatives of 
the Treasury Department, of the chief counsel’s office, and of the 
Internal Revenue Service. They have attended each of our meetings, 
and I want to make it clear that they are not estopped at all to object 
to what we propose, but they have been very, very helpful to us, 
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and we could not have done what we have done without their help 
and assistance. 

With the Chair’s permission, I should like to present this report 
from three standpoints this morning. I should like to make an analy- 
sis of the charter we had; secondly, what we have accomplished to 
date in carrying out that charter; and thirdly, what it is that we have 
left to do to complete our original assignment. 

Subchapter J, on the income taxation of trusts and estates, is a com- 
plex body of law. Iam not sosure that, from the nature of the eye 
matter, it can be anything but complex. We all, of course, would like 
simplification in any area. Simplification, however, many times ma 
be misleading. If you are to have a detailed body of law that will 
guide people through this area, the law cannot be simple. One of the 
things we were assigned to do was to simplify the subchapter, to the 
extent that simplification could be produced without losing something 
else of more value. 

The second thing we were asked to do was to go through the sub- 
chapter and determine where there were loopholes which permitted 
significant tax avoidance, and whether such loopholes could be closed 
without losing something else that should be preserved. 

Thirdly, there are certain ambiguities, certain gaps in. statutory 
language, that have come to light since the enactment of the 1954 
code, and we were asked to examine them and to suggest statutory 
changes that would fill up these gaps and eliminate these ambiguities. 

Fourthly, there are some unintended hardships that were caused by 
the terms of the 1954 code, and we were asked to look at them and 
suggest po ways of curing them. 

Finally, there are some unintended benefits that were produced by 
the language of the 1954 code, and we requested to examine them 
and suggest what should be done with respect to them. 

We id not consider it within our charter to suggest a completely 
new approach to the handling of the taxation of trust estates. That 

‘had been done as recently as 1954, and our job, we thought, was to 
operate within the accepted framework of the 1954 code and do what 
we could within that framework. 

What has been accomplished in carrying out our assignment ? 

This advisory group has met on an average of once every 2 weeks 
for the last year, except for the period during the summer. We have 
produced, as a result of these efforts, this document which is entitled, 
“Revised First Report” of the advisory group on subchapter J. It is 
a revised first report because we put out the first report last May and 
then, as a result of our own further deliberations in connection with 
that report, plus comments that we recived from others, plus our 
own continuing research in the matter, we made a number of changes. 
Thus, we published this revised first report as of November 22, 1957, 
incorporating the changes that we had made as a result of our further 
deliberations. 

In setting up this revised first report, however, we thought we had 
some obligation to the people who had studied the initial report, and 
thus we labeled any changes in the first report by putting the changes 
in bold-face type, so that one who had read our report of last May 
could go through the revised one rather quickly and pick out the 
changes that had been made. 

I should like to examine with you parts of this report. I do not in- 
tend to take up in minute detail the statutory language which we are 
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proposing. I shall be glad, of course, to answer any questions of the 
committee on any phase of the language which is presented in the re- 
port, but I should like at this time to give you a rather broad picture 
of what it is that we have tried to accomplish in some of the statutory 
recommendations which are found in this report. 

The first matter that you encounter in reading this report is a brand- 
new section in this subchapter which deals with multiple trust. I am 
certain most of you are aware of the fact that in recent years, it has 
become increasingly common for a grantor to set up a number of 
different trusts for primarily the same beneficiaries, so that if the in- 
come is not distributed and is accumulated by the various trusts, it 
can be taxed to these separate trusts as separate tax entities, thereby 
producing an overall tax which will be lower than would be the case 
if these trusts had been one. 

It is not an easy job to draft a statute on multiple trust. It would 
have been very easy to draft a statute to cover the obvious cases, but 
to do that and no more would have meant drawing a rigid line, and 
it would have been easy then for grantors just to move over on the 
other side of the line we had established and set up multiple trusts that 
would have the same tax-avoidance possibilities. 

Thus, in drafting a multiple-trust statute, it seemed to us that the 
dividing line seenalel not be precisely defined; that you had to have an 
area where, if a client came to you, you would have to say, “Well, 
if you get into that area, I don’t know what the answer is, but you 
better stay out of it, because if you get into that area, you are going 
to have trouble.” 

For this reason, you will find that in the language of this statute 
the line is not drawn as precisely as some people would like to have it. 
Some Po have complained to us about this very thing, saying, “We 
cannot tell clients on which side of the line certain arrangements fall.” 

To them, I have said that that was exactly the situation we were 
intending to create, so that the only advice which can be given is, 
“Stay out of that area entirely, or go into it with your eyes open to 
the possibility that you may be in trouble.” 

Any statute on ene trust that is going to be comprehensive is 
going to be complex. If you read our statute, when you get through 
you will wonder where you have been. It is a complex statute. It is 
not easy to read and to understand. But I submit that that is the 
nature of the anima] with which we are dealing. 

I think complexity is gt in this type of statute, because you 
are trying to induce people to stay away from the area entirely Thus 
you can say “You better stay out of the area entirely. If you move 
into it, you are not going to know for certain where you are. You are 
going to create very complex situations with respect to the people 
managing the several trusts involved.” 

In preparing this legislation, we were well aware of the fact that 
there are a number of family arrangements which it is desirable, from 
the family standpoint, to take care of by separate trusts. For example, 
where the primary purpose is to provide for different branches of the 
family, so that their respective shares will be kept equal, a separate 
trust for each branch of the family may be the most desirable balistion. 

Thus, we did not want to go to the point of suggesting a statute 
with respect to multiple trusts that would penalize normal family 
arrangements, where hers was not behind them the primary objective 
of tax avoidance that prompted other multiple trust arrangements. 
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It was with these considerations in mind that we undertook to write 
this statute. They explain the exceptions you will find in the statute, 
and explain the extent to which we in fact did go. 

I regard this particular section on multiple trusts as one of the most 
important we have been working on. It certainly deals with a matter 
that is in the general category of so-called loopholes in the present tax 
law. 

The material in our report does not have to be taken in its entirety. 
This matter on multiple trusts, for example, is something that might 
be conceivably lifted out and dealt with, even though other parts of 
our statutory recommendations were not accepted. 

The Cuamrman. Mr. Casner, before you leave the matter of multiple 
trusts, let me ask you a few questions, if I may, on that subject for the 
purposes of clarification. 

First of all, I do not know whether it has been pointed out or not, 
that a multiple trust of this type is one of the matters that was called 
to our attention as needing correction by the former Secretary of the 
Treasury, Mr. Humphries, in a letter to the former chairman of this 
committee in 1956, I believe it was. This subject was included in a list 
of about 72 subjects. 

In this regard, we are talking about something that has grown up 
over a period of years. 

I think you have also mentioned the fact that the multiple trust 
situation results from the same grantor creating several different trusts 
in which the beneficiaries are the same. 

For purposes of completely understanding the situation, let me ask 
you this. Are there reasons which prompt such trusts other than tax 
reasons ? 

Mr. Casner. There may be, due to lapse of time, for example. I may 
set up a trust and due to developments in the law of trusts, it might be 
desirable for me to draft another trust, rather than to add to the exist- 
ing trust. 

Weare learning all the time new ways and better ways of expressi 
our ideas and our thoughts. I know in my own case some trusts that T 
drafted 10 years ago I am not very proud of today, as far as drafting 
is concerned. Thus, I would hate to be forced, if I found it desirable 
to set up another trust, to add to that old trust, which may be out of 
date so far as a number of new practices in the field of trust law are 
concerned. 

One of the exceptions that we have written into this particular sta- 
tute is that if there is a 5-year interval between the establishment of 
the several trusts and there are not more than 3, all together—for ex- 
ample, I establish one now, 5 years later I established another one, and 
5 years later I established a third one—those 3 would not have to be 
combined under the statute we have suggested. 

The motivation back of this exception was just what I have been 
trying to express: that due to the passage of time, it may be desirable 
not to be forced into the mold of a previously drafted trust arrange- 
ment. 

The Cuarrman. In other words, it would be incorrect to assume that 
all multiple-trust arrangements develop because of a desire to affect 
the tax burden of a beneficiary. 
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Mr. Casner. I would, sir, although I will say that when you reduce 
them to the common denominator that we have here of the same grantor 
and the same beneficiary, then the tax avoidance arrangement is the 
basis in most of them, but there are still some exceptions even then. 

The Cuarrman. In how many States is it possible to set up multiple 
trusts for the same beneficiary ? 

Mr. Casner. As far as I know, there is no restriction on the number 
of trusts that -you may establish for the same group of beneficiaries, 
as far as State law is concerned. There, of course, are differences in 
State laws as to the tax advantages that you can get from multiple 
trusts. For example, in New York, due to their restrictive rule against 
accumulations, you cannot get as many advantages as in more liberal 
States. 

The Cuarrman. I was wondering about New York. Is there a rule 
against accumulations there? 

Mr. Casner. There is a rule against accumulations in New York 
that is more restrictive than the one in force in many other States and 
as a consequence, the tax advantages of multiple trusts are less exten- 
sive. That is the reason, Mr. Chairman, why I advise most New 
York residents to come to Massachusetts and set up their trusts. Then, 
they can get out from under the New York law and get many more tax 
advantages than they can in New York. 

Some of my New York friends here are not happy about this. 

The Cuatrrman. What would happen if it was decided to refuse to 
ee multiple trusts and in all cases to consider them to be single 
trusts 

Mr. Casner. Are you limiting your inquiry to all cases where the 
beneficiaries are the same ? 

The Cuarrman. That is right. 

Mr. Casner. Our proposed statute substantially does what your 
question suggests. We have made the exception previously mentioned 
where a 5-year interval between trusts exists and we also provide they 
do not have to be joined where the total income of the multiple trusts 
is less than $2,000. 

In other words, you reach a point where it is de minimis, where you 
throw the people into a eomnpiekity of arrangements in figuring out 
their tax results when the tax benefit to the Government is so small 
that it really should not be bothered with. That is our point on the 
$2,000 limitation, that it is de minimis. 

The only other thing that we have done is not to join inter vivos 
trusts with testamentary trusts. In other words, if you set up multi- 
ple inter vivos trusts, they will be joined. Then if you set up multiple 
trusts under your will, they will be joined but they will not be joined 
with the multiple inter vivos trusts. 

The question may very well be asked, Why is that done? I think 
the answer is that what you do during your lifetime in the way of 
setting up family arrangements for the purpose of getting tax bene- 
fits should not bind you when you come to consider desirable postdeath 
family arrangements. Furthermore, to require inter vivos trusts and 
testamentary trusts to be joined for tax purposes will make for an even 
more complex situation than is presented when one or the other has to 
be combined. 

We thought that the opportunities of tax avoidance in this area, 
while it does exist, by keeping inter vivos and testamentary trusts 
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separate, were such that the loss in revenue was not sufficient to justify 
introducing the complexity of requiring postdeath arrangements. to 
be taken and joined with lifetime arrangements to work out the tax 
result. 

It is a matter, I suppose, of judgment in these cases, as to the point 
where tax avoidance, though it may still exist, reaches such a minimum 
that one is not justified in eliminating it because thereby you throw 
people into the complexity that results when you require them to bring 
everything together and be taxed as one unit. 

I think, then, that to answer your original question, if you went 
right down the line and multiple trusts would have to be joined under 
all circumstances, inter vivos or testamentary, no matter what interval 
of time exists between them, no matter how much income may be in- 
volved, it would be unwise. I think you would be creating complexity 
in situations where the loss of revenue is not ae and where 
there may be significant other considerations that have caused the 
similar arrangements to be established. 

The CuarrMan. From the viewpoint of the rule itself, it just oc- 
curred to me that it might be simpler than a rule that provides for the 
exceptions that you are suggestin in the report. I was thinking in 
terms of a simplification of the oo itself, in asking the questions, 
though I am merely asking the question for the purposes of informa- 
tion. 

Mr. Casner. May I comment just a minute on that point. 

The complexity, I feel, comes from joining. The simplification is 
produced by not requiring them to join. The more you require them 
to join, the more you create complexity. 

he Cuamrman. You are bringing me to the point of my next 
question. 

I assume your rule would bring together and join most multiple 
trusts, but you provide for exceptions. Let me ask you, then, how 
trusts *oming within the purview of your new rule would actually 
compute their tax and file their returns. 

r. Casner. You have put your finger on a problem that has wor- 
ried us. What we have done to a considerable extent, I am afraid 
is to pass the buck by saying that the Secretary or his delegate will 
promulgate appropriate regulations to carry out the purposes of the 
statute. 

However, we have given some guidance in this regard. We do not 
visualize that there will be a consolidated return, but rather each trust 
will figure its own tax after receiving from the other trusts the amount 
of their currently accumulated income or taxable income allocated to 
corpus. 

We have provided in the statute that the Secretary may require the 
exchange of information between trustees, to enable them to make 
their computation. The duty will fall back on each trustee to make 
his own computation, based upon the information and knowledge 
that is given to him as to the income from the other trusts. 

For example, by this method, if there is an excess of losses in one 
trust, they are not taken into account in figuring the tax on other 
trusts. They simply remain there as a loss carryover to be applied in 
that trust. 

What we are visualizing is that each trustee will file his own return 
but will calculate the tax at a higher rate, based upon information 
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that will be furnished to him by the other trustees, once he has no- 
tice of the fact that there are other trusts that must be taken into ac- 
count in figuring his tax. 

We are careful to protect the trustee, because a trustee may not 
know, may not realize that there is another trust that he should 
take into account in calculating the tax on his trust. So we have pro- 
vided an exception from any personal liability on the trustee, if he 
has gone ahead without knowledge and paid out the trust fund 
and does not have any money left to pay the extra tax when the sit- 
uation is finally revealed. 

Even so there is still a deterrent to the creation of multiple trusts 
because the beneficiaries will have to pay the extra tax when the 
situation is finally revealed and the extra tax is calculated. 

The Cuairman. When would you make your proposal effective? 
What is your recommendation on that? 

Mr. Casner. This is a point on which we realize there is consid- 
erable difference of opinion. Our recommendation, which appears on 
page 9 of our report, states: 

It was publicly announced on November 7, 1956, that legislation in regard 
to multiple trusts would be submitted to Congress and thus [we take the posi- 
tion] it seems reasonable to make this amendment operative as of December 1, 
1956 * * *,” 

However, in making it operative as of that date, we are making it 
operative only as to trusts created after that date and only for tax- 
able years ending after its enactment. As to trusts that were created 
before that date, we do not recommend that this statute be applied to 
them except in what we regard as extreme cases. Thus, we do rec- 
ommend that if, prior to that critical date, the trusts created were 
more than five in number, were by the same grantor with the same 
trustees, were for the same beneficiaries, the law should be applied 
to them as to taxable years ending after its enactment. 

The Cyatrman. As one of the conditions for application of the 
retroactive date must there be the same trustee ? 

Mr. Casner. Yes, in this limited area. 

The Cuarrman. Why? 

Mr. Casner. That is due to the fact that if there were different trus- 
tees, then you have lack of knowledge on the part of the trustees that 
they were in an area that might get them into difficulty, and the 
trustees accepted their obligations without realizing that they were 
getting into the extra jop and extra work that has to be done if they 
are thrown into the multiple-trust principle. 

By the way, it has been pointed out to me by Mr. Bergen that the 
exception applies only if the multiple trusts created before December 
1, 1956, were created within a 12-month period. 

I may say that even in this ee group there are differences 
of opinion as to whether this statute should have any retroactivity. 
This means some feel it should not go back to December 1, 1956. This 
is an area in which some people have very strong feelings. 

The Cuarrman. Mr. Cassie in the November 1956 hearings before 
the subcommittee, one of the witnesses, Mr. Harrison Tweed, sug- 
gested that we give the Commissioner of Internal Revenue Service 
discretion to combine the income and deductions in multiple trusts 
whenever the Commissioner believed that this action was necessary 
to properly reflect income. 
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You are proposing a rule that is statutory and not discretionary. 
Was consideration given by the advisory — as to the point of 
‘whether the rule should be discretionary and what the consequences of 
making it discretionary might be ? 

Mr. Casner. I would say that we did not give any serious consid- 
eration to that. When I say serious, I do not mean that we debated 
it and did not think it was worthy of serious consideration. We got 
started down the road of trying to spell out in the statute what the 
rule should be, rather than leaving it to the Secretary, and as we 

rogressed down that road, I think we probably became sold on its 
being the more desirable road, without really seriously debating the 
other. 

I think that as far as I am concerned personally, to leave the whole 
matter to the discretion of the Secretary would create probably a 
great deal of dissatisfaction. I do not know, but that would be my 
own feeling. We have been criticized already for leaving so much to 
the Secretary. We leave a great deal to the Secretary here. If you 
went the whole distance, I think it might increase the number that 
feel Congress ought to take a more definite position in this area. 

The CuarrMan. You use language substantially the same in your 
suggested rule and discussion of income allocated to corpus. Let 
me ask you this. Do you think that if we should follow such lan- 
guage in the statute, that we would need to define it with more exact- 
ness than the report filed by the advisory group does? 

Mr. Casner. It would be my recommendation that you not define 
it to a greater extent, because, as I said earlier, I think you must leave 
an area where people cannot draw a line and say, “All we have to 
do is get just on the other side of that line.” 

By not defining the words we say to people, “The only way you can 
operate under this statute is to play it completely safe by making sure 
that the beneficiaries are not in any significant way the same.” If you 
reduced the phrase to a precise definition, you would, I think, make 
it very easy to avoid in the statute. 

For example, in the case of capital gains, where the question is 
whether the distributees of corpus, the people who may take the cor- 
pus, are substantially the same, if you define the phrase too precisely, 
all you might have to do to get out from under the statute, is to set 
up different dates of survival for the remainder men, have them sur- 
Vive in one trust to one date, and in another trust to a different date. 
That would then make them different, and under your statutory defi- 
nition, it might make them different enough. 

We say in our comment that they are still substantially the same, 
although they may turn out to be different people, because of differ- 
ences in the dates of survival that are set up under each trust. 

I think that if we leave the phrase substantially the same, unde- 
fined, it will be a more effective statute to accomplish our objective. 

The Cuarrman. Mr. Casner, in reading the report, it seems to me 
that the proposed rule is not clear as to what constitutes a primary 
beneficiary. Could and/or should this be made more specific ! 

Mr. Casner. This is a matter which was presented to us by one of 
the groups that criticized our report, the Institute of Certified Pub- 
lic Accountants. Asa result of our discussion with them, we are pro- 
posing the insertion in the statute of a definition of “primary benefi- 
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ciary.” But it will be a definition in rather broad terms. It will not 
be very precise. The words are exactly these: 

The words “primary beneficiary or beneficiaries” mean the beneficiary or bene- 
ficiaries to whom the accumulated income or taxable income allocated to corpus 
would first be distributed, where there is an order of succession with respect to 
such income and such taxable income. 

The definition now appears in our comment. But you will notice 
it is a very broad one and does not define the line precisely. It leaves 
an area where you cannot be absolutely certain in which category you 
fall. We think that you should not define this phrase too precisely 
so that people can avoid the statute by simply sAding a beneficiary on 
the other side of the line. 

The Cuarrman. Professor Casner, on page 5 of your report, it is 
indicated that a trust may be taxed under this proposal if, as events 
transpire, the primary beneficiary or beneficiaries change so that 
they become substantially the same. Is the advisory group thinking 
in this connection of the necessity of doing something from the view- 
point of tax avoidance? 

Mr. Casner. Yes, sir; because otherwise I could set up multiple 
trusts and start them out with different beneficiaries, but then as a re- 
sult of events that were reasonably certain to occur, have them all shift 
into the same pattern. Therefore, you have to take account, I think, 
of the situation from time to time, rather than what it was on the date 
the trusts were originally established. 

The Cuatrman. Your report, as understand it, refers in the area 
of multiple trusts to the same grantor. Is there any necessity for look- 
ing to the situation where the ishonel and wife may be creating trusts 
for the benefit of substantially the same or the same beneficiary or 
beneficiaries ? 

Mr. Casner. We have given consideration to that problem, and if 
I may, I should like to point out that in community-property States, 
of course, they will get a distinct advantage under the statute that 
we now have drafted, because in a community-property State, half 
of the community will be the wife’s and half will be the husband’s, 
so that the wife could set up a trust with her share of the community 
and the husband could set up a trust with his share of the community, 
with identical beneficiaries. They would have two trusts. Under 
our statute, they would not be joined. 

The Cuamman. They would not be multiple trusts. 

Mr. Casner. They would not be multiple trusts with which our 
statute deals because there would be different grantors. 

In a common-law State, of course, they can do the same thing if 
the wife has an estate of her own and the husband has an estate of 
his own. They can set up two trusts, and our statute does not require 
them to be joined. 

In a common-law State, however, we have said that if the husband 
gives his money to the wife for the purpose of having her set up a 
trust, and then he sets up one, both will be deemed set up by him. 
In other words, we bring under our statute the situation where the 
grantor sets them up indirectly. 

We considered whether there should be some kind of an attribution 
rule set up here similar to that in 318 when you are dealing with 
corporate matters. We rejected it. We felt that if a wife has 
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property of her own and the husband has property of his own, if 
they want to deal with it in similar ways by separate trusts, we should 
not throw them into the complexity of this particular statute. 

There are very good reasons why they should not set up the single 
trusts. In other words, if there are reasons why people adopt multi- 
ple trusts other than tax reasons, good, sensible, sound reasons, then 
to throw them into the complexity of working under this multiple 
trust statute seemed to us to be questionable, even though there 
might be some opportunity for tax avoidance. 

I have preached for a long time that it is basically unwise to have 
multiple grantors of the same trust. There are too many of our tax 
problems that turn on who is the settlor of a trust. it you have 
several grantors mingling trust funds in the same trust, sometime 
you may have to unravel what has been mingled. Therefore, I think 
basically it is better, where you have 2 different people with 2 differ- 
ent. funds, not to set up the same trust but to set up different trusts. 

The Cuatrman. Then you do not regard these arrangements, where 
a husband and a wife have property in their own right, and set up 
different trusts in their own right for the benefit of the same bene- 
ficiary, as done per se for tax avoidance as could be the case where a 
half a dozen trusts are established for the same child by the same 
parent. 

Mr. Casner. I think that is true. They may also do it for tax rea- 
sons, but I think they have got other good reasons for keeping their 
own funds separate. 

The Cruatrman. I know there is a possibility of avoidance but you 
feel that we would get into pretty difficult areas if we tried to make 
two grantors, even though they are husband and wife or otherwise 
related, combine property for purposes of leaving it to a beneficiary 
in a trust, do you not? I am sure there would be many, many prob- 
lems created if we should adopt such a rule. 

Mr. Casner. That was our feeling. 

The Cuarrman. That was the feeling of the group ? 

Mr. Casner. Yes, sir. 

The Cuarrman. Thank you. I am sorry to take so much time on 
these questions. 

Mr. Mason. No; I think it is important, Mr. Chairman, because it 
does clarify a good deal. 

The Cuatrman. Are there some further questions ? 

Mr. Jenkins will inquire, Mr. Casner. 

Mr. Jenxrns. I do not know whether I have learned anything or 
not, but it seems to me as if I am more confused than I was when 
we started. 

Mr. Casner. I always say that the first sign of learning is when you 
are confused, sir. 

Mr. Jenkins. Mr. Chairman, here is my viewpoint here. As a 
lawyer, I have a chance to appraise this group. Iam perfectly willing 
right now, as far as [ am concerned, just to take whatever they give us. 

Regarding this fine print in your report, do you have the unanimous 
recommendation of your group ? 

Mr. Casner. On my advisory group there is no dissent from the 
italicized part. They can object if I am mistating the fact, but as 
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far as I know, there is no dissent from what we are recommending 
on multiple trusts. 

Mr. Jenxtns. My purpose in asking that is this. I hope that we 
can resolve this thing down so that you will have something on which 
you all agree. Then, I hope that we can agree with you. The people 
of the country are entitled to have us do something, and we ought 
to do it. Iam willing to say that I am not going to hold myself out 
as competent to do it, but if we get a group of men like you are and 
who have devoted their time and attention to it, then if you can tell 
me that you are unanimous in your recommendations, I am also 
unanimous. That isthe way I feel about it. 

Mr. Casner. We thank you for that confidence. 

The only place I would qualify my statement that we are unani- 
mous is on the question of retroactivity. That is a troublesome point. 
If we were polled on that, there might be some differing degrees of 
enthusiasm as to how much you should make this retroactive. 

Mr. Mason. Mr. Chairman ? 

The Cuarrman. Yes, Mr. Mason. 

Mr. Mason will inquire, Mr. Casner. 

Mr. Mason. Mr. one you have made me proud of the fact that 
some professors are practical. We have had some professors testify 
with their heads up in the clouds, and they were not practical. I was 
not proud of them. 

Mr. Casner. Thank you, sir. 

Mr. Mason. On this question of retroactivity, you made it retroactive 
only where the facts show quite conclusively that it was set up for 5 
or more in the same year for tax evasion purposes. That, as I gathered, 
is where you say it should be retroactive. 

Mr. Casner. Right, so far as going back of December 1, 1956, is 
concerned. 

Mr. Mason. That is all, Mr. Chairman. 

The Cuarrman. Mr. Eberharter will inquire, Mr. Casner. 

Mr. Esernarrer. Professor, I want to ask you whether or not, in all 
your deliberations, you had in mind the effect on the revenue of your 
proposals. Do you think you have adequately protected our revenues 
in your recommendations ? 

Mr. Casner. I should think, sir, by eliminating multiple trusts, there 
would be an increase in revenue. I don’t know how much the increase 
will be, but the amounts that you can save through having multiple 
trusts are quite substantial. ‘Therefore, there is at present quite an 
inducement to have them in various situations. 

For example, suppose you have a tract of land that has a low cost 
basis, and you want to sell it and will have to pay a substantial gain 
when you do sell it. Suppose you want the property or its benefits to 
go to your son. You can set up 20 trusts for your son, give an undi- 
vided interest in the land to each trust, sell the land in the trust, and 
you split the capital gain 20 ways. 

That is just one example. There are so many ways you can save 
taxes through multiple trusts now that there is a great inducement 
upon the part of people to employ them. Once you enact this statute, 
I think a lawyer will not advise his clients to move into this area, 
because in addition to not saving taxes, he will throw his clients into a 
tremendously complex situation in trying to figure out the tax that 
they do owe. 
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Mr. Epernarter. In other words, Professor, your panel found that 
the 1954 code permitted some method of setting up trusts that might 
lead to avoidance of taxation, their proper share of the taxation. 

Mr. Casner. This was not just the 1954 code, sir. This was under 
the 1939 code, too, and it just was not closed up by the 1954 code. 

Mr. Esernarter. I see. 

In some cases you also found that as a result of the 1939 and 1954 
codes, there were some unintended hardships also, is that right ? 

Mr. Casner. Yes; and some of those we have tried to deal with in 
our other recommendations. 

Mr. Esernarrer. And your panel, under your chairmanship, is 
pretty well convinced of the wisdom of these recommendations, except 
perhaps for some slight differences of opinion with respect to specific 
recommendations. Is that right? 

Mr. Casner. We are unanimous on the entire report, sir, except 
for the dissents that are recorded beginning on page 57, one of which 
is the dissent of Mr. Bergen here, on which I am sure he will com- 
ment when he getsup. There is the dissent of Mr. Craven on another 
er Neither dissent is on the multiple-trust question, however. 
They are on other points in the report. 

Outside of those two recorded dissents, I would say that you are 
right that we are in accord, possibly with somewhat differing degrees 
of enthusiasm. That is, as to some of the matters we have covered, 
while everyone has gone along, some of us have done so with more 
enthusiasm than others. 

Mr. Esernarrer. Mr. Mason said the other day, “I’ll bet you this 
panel got together better than the committee itself is able to get to- 
gether.” We have varied opinions, you know. 

I think the panel is entitled to the thanks of every member of the 
committee. e know you have worked hard and done a good job. 

Mr. Casner. Thank you, sir. 

The Cuarrman. Are there any other questions on the subject of 
multiple trusts ? 

If not, Mr. Casner, let me ask you one further question. 

It has been suggested that we determine whether to join or not to 
join, in the case of multiple trusts, on the basis of the actual payments 
from the trust to the same beneficiary or beneficiaries, or substantially 
the same, and wait until the actual payment is made by the various 
trustees. 

What is wrong with that suggestion? Did the advisory group 
think of that asa possible solution of this problem ? 

Mr. Casner. I think it would be very easy for me to avoid the 
statute if that suggestion is followed, because practically all of these 
trusts are set up to give the trustee discretion to pay out accumulated 
income among a group. By carefully manipulating his payout of 
such income, the trustee could avoid the impact of the statute. 

Furthermore, all the trustee has to do is to pay out in 1 year from 
1 trust and the second year from another trust and he is out from 
under the suggested rule. If the statute is drafted to catch this situa- 
tion, it would be extremely complex in its operation. So I do not 
think it closes the door we are trying to close. 

The Cuarrman. Mr. Casner, you have enlightened the committee, 
as I was enlightened some time ago, about the weakness of the sug- 
gestion, but I wanted it explained in the record. 


sen tren 











2770 GENERAL REVENUE REVISION 


Are there any further questions ? 

If not, Mr. Casner, you may pass on to another subject, if you have 
me your statement as to the multiple trusts. 

r. Casner. As we leave multiple trusts, we move into the next 
section, which deals with certain credits and deductions so far as the 
trust is concerned. Here, we are trying to deal with things that are 
of lesser magnitude than were involved in the multiple trust section. 

In this next section, section 642, we have tried to eliminate the 
present uncertainty that exists so far as dividend exclusions are con- 
cerned, that is, the extent to which a trust is entitled to a dividend 
exclusion. We have taken a position here that I think is influenced by 
a desire to attain simplicity. In effect, we allow the trust to take its 
$50 dividend exclusion if it has held back dividends to that extent, 
rather than to apportion the dividend exclusion between the trust 
and the distributees as the regulations now suggest. 

This, as I say, is not a major point, but it is one that I think pro- 
duces a simplification in the handling of the dividend exclusion as 
far as trusts are concerned. 

The big thing that this section does, or it starts us on the road of 
doing, is to change the whole treatment of charitable beneficiaries of 
a trust. We are recommending—and this is, I think, our second big 
pemthae throughout the field of trusts, charitable distributees be 
ike individual distributees. When you make a distribution to a 
charity, the trust is to be entitled to a deduction for the distribution 
the same as is now true with respect to a distribution to an individual. 

There is great complexity in the present law as a result of treat- 
ing charitable beneficiaries differently. We think this is not only a 
simplification but produces more sensible results in the whole area of 
charitable beneficiaries. 

However, if we treated charitable beneficiaries the same as in- 
dividual beneficiaries in all respects, there would be what some of us 
think are undesirable opportunities of tax avoidance. Therefore, we 
have said that charitable beneficiaries will be dropped to the bottom 
of the ladder in determining the order of priority of income going out 
of the trust to beneficiaries. That means that the individual distribu- 
tees may have to pay an income tax and the trust will not get any 
benefit from the charitable distribution under certain circumstances. 

Let me give you one example. Suppose that I set up a trust and I 
provide under the terms of the trust that all of the income of the 
trust shall be paid to the X charity, and also in each year the trustee 
shall pay to my wife out of the corpus that amount that equals the 
income of the trust for the year. If 1 set up that ararngement and we 
treated charitable distributees the same as individual distributees, the 
distribution to the charity would be tax exempt. My wife would get 
an equal amount of money tax exempt. 

What we say in such a situation is that we are going to drop the 
charity down to the same position as the wife, and each will be deemed 
getting a distribution of one-half of the income, and half of the in- 
come will be taxed to the wife and half of it will be taxed to the trust. 

It is on this point that Mr. Craven leaves us, when we start playing 
with the charity and treating the charity in a different way from any 
other distributee of the trust. I am sure he will speak to that point in 
due course. 
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But what Mr. Craven is disagreeing with is not our bringing the 
charity over and treating it as a distributee, rather than the way it is 
treated under the present law, but after we have done that, he does not 
think it should be treated differently in determining the order of 
priority that income is deemed to come out of the trust. | De 

This is a complex problem, when you have multiple beneticiaries 
receiving distributions from a trust, the order in which they shall 
be deemed to get income from the trust. We call it the tier system, 
t-i-e-r. Some people have spelled it t-e-a-r, they have had so much 
trouble in trying to understand it. But all that means, when we talk 
about the tier system, is that when there are multiple people receiving 
distributions from a trust, what is the order of priority as to the in- 
come going out to them. 

In our report here, we have set up a 4-tier system, whereas the 
present law has a 2-tier system. The minute you mention 4 tiers, 
some people think that is more complex, that 4 tiers must be more 
complex than 2 tiers. I do not think that necessarily follows. To 
me, something may be more complex because you are mixing together 
things that are dissimilar, whereas if you place in different pockets 
those things that are similar and do not get them mixed with other 
things, you may have a more understandable system than when you 
mix them all together. 

Our four-tier system sets up an order of priority. It says first 
when you make distributions out of a trust, the first fellow that will 
get income is the fellow that the trustee is required to pay the income 
to. If, after you get through satisfying his requirements, there is 
any income ielt over and you are still distributing, the next fellow 
that will be deemed to get income will be that fellow to whom the 
trustee in his discretion could only pay income. Then if, after you 
have satisfied him, there is still some income left over and you are still 
distributing, the next fellow that will receive income will be that 
fellow to whom the trustee in his discretion could pay either income 
or principal, and then after you have satisfied him, if there is any 
income left over, the final fellow who could only get corpus will be 
deemed to get income until the income is dclithated. 

The particular sections that spell all of this out are section 661 
(a) and section 662 (a). These sections are on pages 24 and 26 of 
our report. 

Our theory is that in taxing the income of a trust to distributees, 
those nearest the funnel of income should first be deemed to get 
income. Those most remote from the funnel of income should be 
deemed to get income last. 

We break it into these four classifications, and we say that the 
charity will always be in that fourth group. Even though the charity 
is a required income distributee, the charity will be closed with the 
people at the bottom of the ladder, most remote from the funnel of 
Income, in order—as most of us think—to prevent what would other- 
will be a number of tax avoidance arrangements. 

On this point of placing the distributees in 4 tiers, we do have 1 
dissent. Mr. Bergen does not like it. He would prefer to have fewer 
tiers. He would rather have just one tier. If he cannot have 1 tier, 
he would like to have only 2. If he cannot have 2, he would like to 
have only 3. And if he cannot have 3, then he would accept 4. But 
he will speak on this matter later. 
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The rest of us, I think, with differing degrees of enthusiasm, favor 
the four different compartments. All of us with the exception of Mr. 
Craven accept dropping the charity to the bottom tier. 

Mr. Chairman, the shift in the treatment of charitable beneficiaries, 
and the reclassification of tiers, are the most complex parts of this 
whole subchapter. These are problems that I am afraid are in- 
herently complex. They do not lend themselves to simplification. 

I think at this point it would be well to ask that this chart on the 
on  aarig as compared with other systems be inserted into the 
record. 

The Cuairman. Without objection, that may be done. 

(The chart faces this page.) 

Mr. Casner. Now, Mr. Chairman, if you have any questions, it 
might be desirable to raise them at this time. It will help me to know 
where to give emphasis to this discussion. It is very difficult subject 
matter even to ask questions about, I know, if you have not been work- 
ing with it extensively and rather recently. But if there is anything 
that any of you have in your minds about this shift in the handling 
of charities, plus this reclassification of the order of priority as to in- 
come coming out of the trust, I would be glad to have the questions 
raised so I could know where to give the emphasis in the explanation. 

The Cuarmman. Mr. Casner, I would like to inquire briefly on the 
matter of the effective dates, because I think that is perhaps the most 
important problem that the committee will have to consider in con- 
nection with your recommendation on this point. 

What comment do you have with respect to the effective date? 

Mr. Casner. We have taken the position as far as the change in 
the tier system and as far as the change in the classification of the 
charity are concerned, that the changes should be operative as to 
existing as well as future trusts, but only for taxable years ending 
after the date of the enactment of the statute. In other words, it 
would not require any recalculation for past years. But for taxable 
years ending after the date it is enacted, it would apply, even though 
the trusts were created before that date. 

The Cuarmman. Let me ask you do we not possibly create some 
hardship with respect to existing trusts where a change cannot be 
made in order to accommodate the operation of the trust to the new 
rule you are suggesting? Is there a danger of adversely affecting 
some existing trusts if we apply the rule to them, even though it has 
to do with their prospective income? 

Mr. Casner. There will be cases where the tax will be greater as 
a result of the change than it was before. There is no question about 
that. 

The Cuatrman. And the trustee may be incapable of adjusting the 
provisions of the trust, in order to avoid that impact. 

Mr. Casner. That is correct. 

Take the case that I gave of a trust where all of the income is 
required to be distributed to a charity and an equal amount of corpus 
is to be distributed to the wife. Under the present law, there would 
be no tax payable by the trust beneficiaries. Under the changed law, 
there would be a tax payable on one-half of the income going to the 
wife, one-half of the payment to the wife. So that there you would 
have a, situation where the change would increase the taxload. 
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There would also be many other cases where the tax would be dif- 
ferent, and as a result of its being different, it might be greater than 
it would be under present law, not necessarily to the trust, but to the 
beneficiaries. 

For example, under the present law, if you have a case where 
income may be paid to a beneficiary and corpus may be paid to an- 
other beneficiary, the recipients will be taxed half and half if the 
each get the same amount, whereas under our proposed change, all 
of the income might be taxed to one of these beneficiaries. So it 
would change the taxload on the recipients, not necessarily on the 
trust. 

Of course, some of the beneficiaries are probably going to wonder 
why last year they paid one tax and on the same amount of distribu- 
tion they will now pay more tax, which could conceivably happen. 

I think, to answer your question, there would be various changes 
in the taxload both on the beneficiaries and on the trust. Some bene- 
ficiaries might be better off; some might be worse off. 

The Cuairman. What is the theory of it, then, if it does adversely 
affect either the trust or the beneficiary ? 

Mr. Casner. I suppose the theory back of it, sir, is that if by draft- 
ing a trust you can get immunity in perpetuity as to changes of tax 
law applying to that trust, you would create a frozen tax situation 
with respect to that body of wealth which economically it may be 
highly undesirable to establish. 

he CHatrMAN. I mean beyond that, Mr. Casner. I understand 
that to be your thinking. But does the advisory group in the instance 
where the beneficiary is to be taxed more under this new rule feel 
that existing law does not levy a proper amount of tax upon that 
recipient ? 

r. Casner. I think that question goes to the very heart of this 
whole matter, what is the proper tax to put on the recipients, the 
distributees from a trust. 

In this sheet; for example, are spelled out the differences in the tax 
that will be assessed on beneficiaries under differing approaches to this 
problem. When I look at the result, I have an extremely difficult time 
in determining on any moral ground or any other ground whether the 
tax should be one amount or another. It just comes out differently, 
depending upon differences in approach as to the taxation of trust 
income, and I do not see anything in the pattern that tells me this 
fellow should be taxed necessarily and this one should not. 

What is influencing us, I think, is that when the settlor has estab- 
lished an order of taking care of beneficiaries out of income, possibly 
that is as good a guide as any as to the people that ought to pay 
the tax on the distributions. If the settlor says, “You have got to pay 
to A so much,” he is first in line. He is the most certain to get income. 
If he says as to B, the trustee in his discretion may pay him some- 
thing, but only out of income, he is next in line with respect to income. 
If he says as to the third fellow, “You may pay C and you may pay 
him out of income or out of corpus,” he is more removed from the 
income than the other two. 

It is these considerations that have guided us into this order of pri- 
ority. But whether or not, in the overall picture, A should pay a 
larger tax or the tax should be split between A and B or should be split 
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between A, B, and C, is something that depends on a great many other 
factors: how much other income has A got, how much other income 
has B got, how much other income has C got? These factors will 
determine what the overall tax is that is going to be paid by each one. 

There are these other factors that are unrelated to the trust that 
relate to the question of the taxation of the beneficiary, but we have 
ignored them and we have gone back to the manifestation of the 
settlor as to where he has placed them in regard to the funnel of income 
and taxed them in that order of priority. 

The Cuairman. Which your group would assume would create more 
equitable results? 

Mr. Casner. That is what I think, but if you asked us to prove why 
it is more equitable, I think we would have a hard time saying any- 
thing more than it is more equitable because the settlor himself has 
lined them up in this order. 

The Cuairman. The basic theory of your approach is more equity 
is needed in the situation than existing law provides and you feel the 
rule you suggest to the committee would give us more equitable re- 
sults ? 

Mr. Casner. That is correct. We think this is more equitable than 
the present law. The degree to which it is more equitable is not 
tremendous. 

I think the thing that has led us to recommend this, at least on my 
part, and on the part of most of the members of the advisory group, 
is this is more simple. There is something to be said for getting it as 
simple as you can. 

The CHarrman. You bring out the next question I had in mind. 
You are not thinking, in this area, in terms of simplification alone. 

Mr. Casner. That is correct. 

The CHarrman. You feel your rule not only has the attribute of 
greater simplicity, but you think it produces more equitable results. 

Mr. Casner. That is correct. We think it does the two things. 
Although, on the whole, if somebody said that some other rule is far 
more simple and could establish it, we would not feel, I think, that the 
equities are so Ne that something that is far more simple ought 
not to be adopted. Here we think that there is a great deal to be 
said for simplification because the equities of the situation are hard to 
establish. Whether this result or that result is unequitable here de- 
pends on what premises you start from, and people start from differ- 
ent premises, as to what is the equity of taxing distributees. Once 
you accept somebody’s premise then you can determine the equities of 
the situation. 

The Cuarrman. I know. But your recommendation started off 
with the premise that you want to tax these distributions, as near as 
you can, in the manner of the priorities established within the instru- 
ment itself for distribution. 

Mr. Casner. That is correct. 

The Cuatrman. So, certainly, it would seem to me, you create pos- 
sible inequities so far as the creator of the trust intended. Is that 
not one of the primary considerations ? 

Mr. Casner. I think you expressed it very well. We are going to 
go back to that basic approach and here is what is said: Why should 
we not tax the distributees in the order in which the settlor lined them 


up? 
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Mr. Exseruarter. Mr. Chairman? 

The Cuarrman. Mr. Eberharter has a question. 

Mr. Exsernarter. Mr. Casner, it seems to me there has been a tend- 
ency for the Congress to look more favorably upon the idea of encour- 
aging contributions by way of trusts and contributions to charity by 
institutions. But your approach would appear to have a tendency 
toward discouraging them. 

Mr. Casner. I think that is an extremely good question. 

Let me point out, if I may, that the only time we get involved in 
this problem that we are tallein about is when you mix charitable 
beneficiaries and individual beneficiaries. Normally, when you set up 
a trust for a charity, you set it up for a charity and that isall. There 
are no other beneficiaries under the trust. If that is the kind of trust 
you set up, this has nothing to do with that. It is taxed just the same 
way that it is now. There is no tax paid because all income is paid 
or permanently set aside for charity. 

What we are talking about is a situation where somebody, instead of 
setting up a trust solely for charity, establishes a trust primarily for 

rivate individuals and injects into it the possibility of making distri- 

utions to a charity, here is where the tax avoidance can come in. 
Here is where it may be set up in a way, in the opinion of many of us, 
that permits income to go to the family free of tax and what is basi- 
cally corpus to go to the charity. 

All we are saying here is if you are using the charity primarily for 
the purpose of working out income tax avoidance arrangements, then 
the charity ought not to be allowed to be used for that purpose and 
ought to be dropped down to the point where it cannot be used for 
that purpose, 

As to the point you are raising, even under present law, there is a 
certain amount of the same thing possible. 

Mr. Exernarter. I was a little concerned about that. 

Mr. Casner. I am sure all of us, if we felt that this recommendation 
would be a serious deterrent to charitable gifts, would not be in favor 
of it, at least I would not. I work for a charitable institution. In 
case you do not know, gifts to Harvard are deductible. I would cer- 
tainly not be in favor of an arrangement which would destroy the 
inducement for charitable gifts. But the kind of trust we are talking 
about is not the kind of a trust that is the normal funnel for gifts 
to charity. 

Mr. Exernarter. I am glad you cleared up the point. 

Mr. Ikarp. Mr. Chairman? 

The Cuarrman. Mr. Ikard will inquire. 

Mr. Ixarp. I had no question, but I wonder if we could have the 
analysis you referred to for the record, sir? 

The Cuatrman. In conclusion I intended to ask Mr. Casner if there 
was anything in addition to the report itself he suggests we include. 
in the record. 

Mr. Ixarp. Fine. 

The Cuatrman. And I hope I will not forget to ask you about tha 
analysis. 

Mr. Casner. I shall remember to place it in the record. 

The Cratrman. There is one further question I had in mind, Mr. 
Casner, and that is whether or not in the use of the four-tier system 
that you recommend you contemplated that there will in all instances 
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be uniform treatment in the taxation of the beneficiaries, even in the 
fourth tier. 

Mr. Casner. Yes. Once you get into the fourth tier, there will be 
uniform treatment, with one exception. There is one situation where 
we drop the charity even out of the fourth tier. 

Let me give you an example. Suppose that under the terms of the 
trust the trustee is required to accumulate the income for a charity 
and is required to pay to the wife out of the corpus of the trust eac 
year an amount equal to the accumulated income. In that instance 
there is no distribution made to the charity in the taxable year. There 
is simply an accumulation for future distribution to the charity. In 
that situation we say that the charity will drop below the wife. So 
the wife will be taxable on the entire distribution to her up to the 
amount of distributable net income. If there is any distributable 
net income it will be deductible as being permanently set aside for 
the charity. 

This is, again, for the reason that otherwise the type of trust that 
I have just suggested to you sets up an annuity for the wife income- 
tax free and there is restored to the principal each year the amount 
going out to the wife. The trustee is simply paying out to her the 
amount he is accumulating. If we did not have this additional pro- 
vision which drops the charity down to a fifth tier in that situation, 
you could establish a trust which keeps your amount of principal con- 
stant, make your payments to your wife equal to the amount of income 
each year and nobody pay any income tax. It is an income-tax-free 
annuity to the wife without causing a depreciation of principal. 

The Cuarrman. I raise the question because I thought I could con- 
ceive of a situation where you would have both beneficiary and charity 
in the fourth tier and I was disturbed a little bit as to how you would 
make the allocation between the two. 

Mr. Casner. If you have them in the fourth tier and distributions 
are in fact made to each then we would treat them equally. In other 
words, the charity would get its proportionate share of the distrib- 
utable net income and the individual beneficiary would be deemed to 
get his eee share. If you have this quirk of permanently 
setting aside income for charity then we drop it behind the fourth 
tier individual beneficiary. 

The CuatrMan. Actually, the rule may well mean five tiers. 

Mr. Casner. It will mean, in that particular instance, a fifth tier, 
which will be made up solely of the charity, where you accumulate 
for the charity and make no distribution to it. 

The Cuarman. Are there any further questions on this point? 
If not, Mr. Casner, you may proceed to another one. 

Mr. Casner. The next item that I want to mention is, I think, re- 
garded by some of my advisors as the most important thing we deal 
with in this report, and that is our change in section 663, 

The CuHarrman. That is on exclusions. 

Mr. Casner. Yes. The statute begins on page 29 of our report and 
extends over to page 30. 

I think there is widespread dissatisfaction with the handling of 
income taxation of estates under the 1954 code. Let me give the stock 
illustration of the income-tax result which has caused so much 
concern. 
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Suppose in my will I provide that one-half of the residue of my 
estate is to go to my wife, and the other half of the residue of my 
estate is to go in trust for my children. Then during the first year 
of administration, the estate earns some income. During that year 
the executor distributes to my wife the family automobile, and dis- 
tributes to my wife some cash. Now, of course, my wife is primarily 
a distributee of the corpus of my estate. 

It is true when final distribution comes under the trust law in the 
various estates, she will be entitled to a proportionate share of the 
income earned by the estate during administration, when we make a’ 
final settlement, but certainly nobody would have thought that the 
family automobile was income to her when it was turned over to her. 
Yet under present law that may be the result. 

If there is distributable net income of the estate in any year in 
which a distribution is made to my wife, the distribution to her will 
be deemed income up to the amount of distributable net income, no 
matter what it is I gave her or what the executor gives her. 

This result is just contrary to the way ae think and they, of 
course, when it finally dawns on them that that is what has happened, 
are extremely shocked about the result. I think this is a phase of the 
tax law, although I have no way of proving it, that is more honored 
in its breach than in its acceptance. I have no doubt that income-tax 
returns of estates are being filed that do not, in the case I have given, 
treat the family automobile as income to the wife. Furthermore, 
we think it is just making too complex the whole matter of adminis- 
tering small estates to subject them to the complicated trust rules. 

The courses of action that are available to change this result are 
several. One of them is to take estates out from under trust rules 
entirely and set up a different body of law to govern income taxation 
of estates. 

The most often recommended arrangement, if that is to be done, is 
to tax the estate as an entity, no matter what it distributes, give it 
no distribution deduction. atever the income of the estate is, it is 
taxed to the estate, no matter what is distributed. You do not change 
the income-tax picture of the estate by any distribution that may 
made during the course of the year. 

That is the position that Mr. Bergen in his dissent would recom- 
mend. 

What we have done in our recommendation here is somewhat of a 
straddle. We have taken the position that for a limited period of 
time estates ought to be ome differently than trusts—a period of 
time that would take care of most estates—and that after the limited 
period of time has expired, then the estate is to be thrown back into 
the trust rules. The limited period of time that we have selected is 
3 years. 

or this 3-year period we have not said the estate will be taxed as 
an entity. We have said that distributions out of the estate during 
that 3-year period will be taken into consideration. If these dis- 
tributions are of income they will be taxed to the distributee and re- 
duce the taxable income of the estate. 

If the distributions are, in fact, of corpus, they will not reduce the 
taxable income of the estate and, of course, will not be taxable to the 
recipient. 
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Who is going to determine whether what the estate distributes is 
income or what the estate distributes is corpus during this 3-year 
period? We have said the executor will determine that. 

We admit in the report that this means that the executor can juggle 
the tax results by what he calls the distribution to a beneficiary during 
this 3-year period. And he will, I assume, try to call his shots in 
the way that will produce the best tax result to the beneficiary and 
to the estate. 

That is, in substance, the 1939 Code rule that we are proposing to go 
back to for a 3-year period. 

We think that the simplification that is produced in the handling 
of small estates by this recommendation outweighs the continuance 
of a more complex set of rules that may avoid taxes for this limited 
period of time. 

We have not said “this 3-year hiatus will apply to estates below X 
dollars and will not apply to estates above X dollars.” As the estate 
increases in size, it increases the possibility of tax avoidance for that 
3-year period by the juggling process that the executor may conceiv- 
ably engage in. Our justification for not drawing a dollar line is to 
produce as much simplification as we can in the handling of all estates 
that will have to be administered. 

Mr. Chairman, I think this would be a good point to throw this 
open to discussion. This is, I think, one of the most important things 
we are proposing. 

The Cuairman. Yes, sir; I think it is. 

Let me see if I understand, Mr. Casner, just what you are pro- 


sing. 

In the first place, you are proposing to broaden somewhat the ex- 
clusionary provisions of the present Jaw. Would you say that that 
is a fair statement ? 

a. Casner. As to estates, we are broadening them quite substan- 
tially. 

The CuHarrMAN. Yes. I had in mind estates. 

Mr. Casner. That is right. 

The Cuamrman. You are doing that in two ways, if I understand it. 
Your proposal extends the separate share rule to apply to estates 
whereas that is not true under existing law? 

Mr. Casner. I had not mentioned that. You are correct. That 
is one way in which we would broaden it; that is right. 

The Cuatrman. Because the separate share rule applies only to 
trusts under the existing law. 

Mr. Casner. Only to trusts; that is correct. 

The Cuarmman. Your rule excludes distribution, paid out of corpus 
for the 3-year period referred to and permits the executor of the 
estate to designate whether the distribution is from corpus or from 
income. 

Mr. Casner. With this exception: If the beneficiary is one who is 
only entitled to income under the terms of the will then, of course, 
the distribution can only be income. 

The Cuarrman. I was referring to your general rule. 

Mr. Casner. That is right. 

The Cuarman. You discussed the possibilities of some opening of 
the door to manipulation and tax avoidance opportunities within that 
3-year period. There is that possibility. I am not too much con- 
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cerned about it with respect to the smaller estates perhaps but with 
respect to the large estates, I think we would have to be concerned. 
If we should adopt your proposal there would have to be some counter- 
balancing reason that would outweigh the admitted fact that there 
could be manipulation and tax avoidance under the proposal. 

What are the reasons that prompted the Advisory Committee to 
make this recommendation in spite of the tax avoidance opportunities 
contained in it? 

Mr. Casner. I think the thing uppermost in our minds was that 
when we are dealing with estates there is a great deal to be said for 
making the executor’s job as simple as possible; in other words, for 
letting him do what comes naturally rather than to force him to do 
something that is unnatural in the administration of estates. 

The Cuatrman. Off the record. 

(Discussion off the record.) 

Mr. Casner. When you are the executor of an estate and you make 
distributions to the widow during the administration of the estate, 
they will be what we call partial distributions. 

The Carman. I understand, 

Mr. Casner. In many estates you cannot make substantial partial 
distributions because the executor cannot afford to risk making distri- 
butions until he knows the total debt structure and the total possible 
liability for taxes. He is sticking his neck out if he starts making par- 
tial distributions of a substantial nature. While there is theoreticall 
the possibility that he may make partial distributions for tax-avoid- 
ance purposes, until the overall liability is known, he does not have 
great freedom. He may make limited distributions to take care of 
the wife and to take care of the children during administration. If he 
makes extensive distributions for tax purposes, he may find himself in 
considerable difficulties later when the full tax bill is known and this 
danger to the executor increases when you get into larger estates. So 
there are compensating factors that work against planning distribu- 
tions for tax avoidance purposes in estates. 

The tax avoidance that existed under the 1939 Code was that execu- 
tors would keep large estates in administration for 7, 8, and 9 years, 
after they knew the whole picture, and knew the whole debt structure. 

We think that this short period is such that it will keep to a mini- 
mum the making of distribution for tax avoidance purposes in large 
as well as in small estates, even though theoretically the opportunity 
does exist, because there are other pe competing situations that 
work against taking advantage of the opportunity. The proposed 
change produces a more simple job for administrator or executor of 
an estate because he does not have to worry about all these complicated 
and detailed rules that we now apply to estate administration. 

I think if we tried to draw a dollar line, we would have extreme 
difficulty in drawing it satisfactorily. Furthermore, the larger the 
estate gets, the greater the potential liabilities of the executor may be in 
making distributions until he knows what the whole picture is. 

The Cuarrman. What disturbs me is this. We proposed to close 
what we thought was a loophole in the code of 1954 and this recom- 
mendation takes us back to all the weaknesses of the 1939 law. 

Mr, Casner. That is right. 

The Cuarrman. For this 3-year period, the cutoff period. 

Mr. Casner. That is right, sir. 
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The CuarrmaNn. That is disturbing to me. 

Mr. Casner. It looks like we are going the wrong way. 

The CHarmman. Frankly, as I read the report I was concerned 
about this recommendation. 

Let me ask you this, and I am not passing judgment on it at this 

oint. 
: Mr. Casner. I understand. 

The Cuatrman. I think I see other weaknesses in the 3-year cutoff 
in addition to the possibility of tax avoidance we have been discussing. 
Does the 3-year cutoff, in the opinion of the advisory group, encoura, 
holding estates open for the period when otherwise some might 
closed at an earlier period? Is there any possibility that that is a 
weakness ? 

Mr. Casner. I think it is. I think if a beneficiary could get along 
without a final distribution of the estate, the tendency will be to keep 
it open for the 3-year period. Any period that you select will have 
ions tendency. ‘There is the alternative which is to cut the period 

own. 

We have debated this matter of length. Some people thought a 5- 
year period was proper. We got it down to a 3-year period. Maybe 
a 2-year period ought to be set up. That is a matter on which people 
will disagree. But whatever period you set you are going to en- 
courage keeping the estate open until 1t ends. Even if you move to 
the so-called entity theory that a great many people suggest, you are 
going to encourage keeping the estate open when there is a tax ad- 
vantage in so doing. The present law encourages keeping estates 
open in some situations because of the tax advantage in so doing. 

I can under the entity theory make distributions for tax avoidance 
purposes. I do not do it by distributing income, but by distributing 
the income-producing property, so that in the future the income from 
the distributed property will not be in the estate. 

Any change produces that tendency and the weaknesses which you 
point out, and it is only a question of whether or not here is an area 
that the complexity that otherwise is produced must give way to 
simplification in spite of the possibilities of tax avoidance that are 
produced by it. 

I think that is the thing that has'to be weighed. But the weaknesses 
that you mention are certainly present. 

Mr. Mason. May I ask a question ? 

The Cuareman. Yes, Mr. Mason. 

Mr. Mason. I want to ask the panel this: Did you among your- 
selves argue as to whether it must be at least 3 years, or whether a 
2-year period would not be better? Were there differences of opinion 
as to the length of the period ? 

Mr. Casner. We started out with 5 and ended up with3. Wenever 
got below three. 

It was a struggle to get from 5 back to 3. I think there are prob- 
ably some of us that would prefer the adoption of our recommendation 
rather than its abandonment, even if it meant reducing to a 2-year 
period. There ought to be some reasonable period during adminis- 
tration where you are not thrown into the complexities of the trust 
rules. 

The Cuatrman. Mr. Casner, I recognize, in line with present law, 
that there are some hardships in this area. I recognize that fully. 





GENERAL REVENUE REVISION 2781 


If we should adopt your proposal would you feel that it would 
tend to eliminate these existing hardships? 

Mr. Casner. I think it would. It would require a little higher 
intelligence on the part of some executors and administrators than 
may be the fact. I am not speaking about Mr. Bethel’s trust company 
operating in this capacity. Iam sure they will do all right, but there 
are in some localities people that might make mistakes, because they 
would not be aware of. the importance of their records showing what 
it was that they had distributed to a particular beneficiary. There 
might be some hardship created due to the inadequacy of records. 
But any executor who keeps adequate records in this area and who 
is aware of what he is doing ought to be able to eliminate the hard- 
ships. There ought not to Se any more cases where the wife has to 
pay income taxes on the family automobile or anything of that sort. 

The Carman. Actually, do you feel that in the case of smaller 
estates there is a tax paid ? 

Mr. Casner. Usually they do not know it is to be paid; but under 
the law it is payable. 

The Caatrman. I can see that hardship cases can arise as I have 
already indicated. But I have difficulty in going across the board 
with a 3-year rule whén it is apparent that the distributions arise 
from cash accumulations and saying that for this period there may 
be a distribution of corpus disturbs me quite a bit. 

Mr. Casner. I think you have put your finger on the difficulty, and 
we certainly admit in the report that it is there. We are fully aware 
of it, and I think the only answer that I can give is that this is an 
area in which we think simplification is of extreme importance. 
When you add up the dollars and cents that you are losing in taxes, 
bearing in mind that the estate is going to pay an income tax on the 
income that is not distributed, we do not think the loss will be signifi- 
cant. In your smaller estates the income-tax bracket of the recipient 
will probably be low. Therefore, by splitting the tax between the 
estate and the recipient there is some but not great savings. As you 
get into _— estates the tendency is likel bs that the beneficiary 
is going to be in the high income-tax brackets. So you get counter- 
balancing factors and how you would come out on a dollar-and-cents 
basis if you had all the facts, I do not know, but I doubt that the 
amount that would be lost in revenue would really be significant. 
This likelihood influences me somewhat in desiring to get away from 
the complexity. I do not know how we would go about proving what 
the actual loss might be without a tremendous statistical study that 
would probably take years to accomplish. 

The Cuarrman. Mr. Casner, I think it might be advisable at this 
point to dwell at length on the point you are now making so that those 
reading the record may have a better understanding of how the sepa- 
rate share rule works in this particular area with emphasis upon the 
tax treatment that would result under the rule. 

Mr. Casner. The separate share rule under the 1954 code, of course, 
applies only to trusts and has no operation in connection with estates. 

us, in the case that I gave before where one-half the residue of my 
estate was given to my wife and the other one-half of the residue of 
my estate was going to my children or in trust for my children, sup- 
pose that in the first year of administration we had $10,000 of distrib- 
utable net income in the estate and we made a payment to my wife of 
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$10,000, made no payment to the trust for my son in that first year. 
Under the present law, the result will be that my wife will pay an in- 
come tax on the $10,000 even though in the final analysis half of that 
ought to be attributable to my son because he is going to get half 
of the income of the residue. Since we paid out to the wife $10,000 
this year and we have that much income in the estate, it is all taxed 
to the distributee. 

We are proposing under our recommendation that you carry over 
into the field of estates the so-called separate share rule so that in 
this case you would regard the wife’s half of the residual as one 
share and the son’s half as one share. So actually with respect to the 
wife’s share there would be only $5,000 of distributable net income. 
Thus, even though you paid her $10,000, she would only be taxed 
on $5,000 because that is all that is properly allocable to her share. 
This result is separate from the operation of the 3-year rule previously 
discussed. : 

Under our recommendations, you do not invoke the separate share 
rule during the 3-year period unless there has been a distribution of 
income. The extension to estates of the separate share rule is not 
opening the door of tax avoidance any more than already exists in 
trusts. It is simply carrying over what was deemed to be an equitable 
rule in trusts oe also a fortiori seems to be an equitable rule in 
estates. 

It is possible to adopt our recommendations as to the separate share 
rule even though the 3-year-period rule is rejected. But we are recom- 
mending that you apply even with the separate share rule this 3-year 
rule that we have been talking about. 

Mr. Kean. May Lask a question on that? 

The Cuatrman. Yes. 

Mr. Kean. That $10,000 is income for the estate. 

Mr. Casner. Income to the estate. 

Mr. Kean. Under your suggestion that would be taxed $5,000 to 
oe —_ and the income fee. be taxed to the estate for the other 

000 

> 

Mr. Casner. That is correct. 

Mr. Kean. So it would not escape taxation. 

Mr. Casner. It does not escape taxation. 

The Cuarrman. Mr. Casner, we are going to ask you to do the same 
thing with respect to the 3-year rule. Tell us how this new rule would 
work for tax purposes in a given situation. 

Mr. Casner. Let us take the same situation that I gave rather than 
change it. We have this estate with $10,000 of distributable net income 
for the first year. Half of the residue goes to my wife and half of the 
residue to the children. The executors distribute $10,000 to my wife. 
Under the separate-share rule only $5,000 of the distributable net 
income would be attributed to the wife’s share. Even with respect 
to that $5,000, since she is entitled in the final analysis not only to 
receive income but also corpus, a determination must be made as to 
what is paid to her. Under our 3-year rule for the first 3 years the 
executors will determine whether the $10,000 paid to her was all 
corpus, was to be assigned against her share of the income or was to 
be assigned partly against her share of the income and partly against 
her share of the corpus. 
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Suppose the executor decided that in this year the $10,000 pay- 
ment would all come out of corpus. Then the entire $10,000 of in- 
come would be taxed to the estate because no income has been 
distributed. 

If they decided, however, that they would distribute $5,000 of in- 
come to her and $5,000 of corpus then she would be taxed on $5,000 
and the estate would be taxed $5,000. 

Mr. Kean. On that, again, if the will said that they were entitled 
to income, would there be an opportunity for the executor to perhaps 
lower the tax rate generally if the estate had a lower rate and the 
wife had other income and was in a high bracket and the executor 
said, “We are going to pay it out of the corpus.” 

Mr. Casner. The oahy thing is the will has to permit payment to 
her out of the corpus as well as income. If she can only get income 
then she will get income no matter what the executors call it. 

Mr. Kean. A lot of wills will say in case of hardship that they may 
pay corpus but the executor generally sticks to paying income. You 
find a position where the executor can get away and unfairly take 
money away from the United States for the benefit of the beneficiary 
which of course they will try to do. 

Mr. Casner. It must be a case, though, sir, where the executor 
can pay her corpus. You say they can pay the corpus to her in case 
of a hardship but if they cannot establish hardship they can not pay 
corpus to her. 

it comes back to what the will says can be paid to her. If there is 
a wide-open discretion to pay her either corpus or income, then dur- 
ing this 3-year period they can call their shots. It must be a case 
where they can make the payments to her out of one or the other. 

The Cratrman, Mr. Casner, when we were discussing the separ- 
ate-share rule you advised me that in your opinion the application of 
the rule to estates would generally eliminate hardships that we now 
experience under the application of existing law. 

Mr. Casner. I would only qualify that by saying in some cases. 
There are some where it would and there are still some where it would 
not. 

The CuatrMan. Are those cases so important that this rule would 
not effect and eliminate hardships ? 

We need to go in both directions here. I can see that hardship 
exists. I can see that the separate-share rule might well eliminate 
most if not all of the hardships that come to my attention. If that 
is the case, why do we need to go the second step of applying the 3- 
year rule which effects the same situation that we were endeavoring 
to cure under the separate-share rule? Would we not in the interest 
of trying to do equity and eliminate hardship be overdoing so far as 
a cure is concerned ? 

Mr. Casner, Let me give you several examples of situations that 
I think are fairly typical. 

The Cuarrman. Pardon me just a second for interposing again. 

I can conceive of a case where the separate-share rule would not 
eliminate all the hardships. But what I am concerned about is that 
where both the new rules are applied in the process of eliminating a 
hardship we perhaps eliminate it twice. 

Mr. Chstebs. Let us examine the situation which I think is not at all 
uncommon in estates, where you have, for example, stock in a closely 
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held corporation, and in order to carry out your partial distribution 
plan, the executor makes a distribution to the wife of 50 shares of 
stock. Under the present law and under the law even with the separate- 
share rule she will have to pay an income tax on the distribution of the 
shares of stock, if there is distributable net income in the estate for that 
Hine that equals the value of the stock that is distributed. It may be 
ighly desirable to make such a partial distribution, in many cases, 
to get the stock out into the family member that is going to control the 
business. If such a partial distribution is made, it seems to us to tax 
that as an income distribution is not a natural thing to do and will 
not be so regarded by executors, administrators, or recipients. The 
separate-share rule does not eliminate the result. It will eliminate 
it in part, because you can only attribute to the wife’s share a portion 
of the distributable net income. In other words, when you have a dis- 
tribution in kind out of an estate as distinguished from cash, that is 
when the hardship appears, I think, in its most exaggerated form. 

You might say, “We will apply this 3-year rule to distributions in 
kind but not to Yui Ghutions in cash.” That would be a possible place 
of drawing the line which might be worth some consideration. 

I think our feeling was that this matter for the 3-year period ought 
to be handled without a lot of exceptions to it which serve to create 
complexities in the administration of smaller estates. The simplest 
thing to do is to avoid exceptions to the rule, realizing that simplifica- 
tion is worth paying a considerable price to attain. 

Furthermore, as I have said, we do not think there will be any 
substantial reduction in revenue, That is only a guess on our part. 
These partial distributions in kind, that do so frequently happen, are 
where significant hardships have been produced. 

The Cuarrman. I understand the case that arises out of distributions 
in kind. But the rule you suggest, the 3-year rule, which was presum- 
ably developed to eliminate the hardships in that area, goes beyond 
that particular case and applies to a situation where there is no hard- 
ship. That causes me to raise the question of what public purpose is 
served if we extend the rule that eliminates this hardship in area A 
to B and C and D where there is no hardship and we do it solely for 
purposes of simplification? I am interested in simplification, as you 
well understand. 

Mr. Casner. Right. 

The Cuarrman. But I am not so interested in simplification that we ° 
create situations, in the application of the rule, where there is no 
public policy to be served through the institution of the new rule by 
the degree of its application. 

Mr. Casner. I think you have put your finger right on the problem, 
and the only answer I can give is once you start down the road of 
simplification, if you start drafting exceptions, go back to complexity 
again. 

“The CuamrMan. Why could the general rule not apply only in the 
situation wherein you make distributions in kind if it is to apply at 
all. 

Mr. Casner. When you talk about distributions in kind as distin- 
guished from distributions in cash, I suppose there are cases where 
the stock is sold and the cash turned over to the beneficiary. That 
means if the stock should be sold then the result depends on whether 
it is sold and the cash distributed or is distributed and then sold. The 
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tax consequences to the distributee should not be made to turn on such 
factors. If you want to say our proposal applies to cash distribution 
if the cash comes from the sale of items in the estate, when you get 
through you have carved out by way of a rather complicated exception 
what is a relatively narrow area. 

The Cuatrman. I recognize there can be distributions in cash at- 
tributable to corpus, because resulting from the sale of a part of corpus 
within the trust. But the hardship cases that have come to my atten- 
tion are distributions in kind. 

Mr. Casner. Those are the principal ones; yes, sir. 

The Cuarrman. If that is the case that we are trying to help it just 
occurred to me we might limit our remedy if we adopt the remedy at 
all to that particular situation. 

Mr. Casner. That would be a step in the right direction and would 
eliminate many hardships. I am not sure that I have been able to 
foresee here all of the difficulties that conceivably might come up if 
you eliminated cash distributions from our re osal. Maybe some 
of my colleagues here, when they get up, will address themselves to 
that point. 

As far as I can see now, it would certainly be a step in the right 
direction but whether such an exception to our proposal would intro- 
duce so much complexity that it would not be worth while would de- 
pend on how that exception is phrased. 

The CuatrmMan. I know you have not completed all the points in the 
report. 

[r. Casner. I think I will say just a few more things. 

I think what I have to say can be said in very few minutes and then 
I would like the members of my group to say what they would like 
to say. 

As far as the balance of our report is concerned, I do not think 
we need to examine the points in the same detail. Many of our rec- 
ommendations are conforming amendments. If you make the changes 
we have suggested you will have to conform other sections to the 
changes. Other recommendations cure ambiguities that everybody 
admits are in the present law. There are no great policy considera- 
tions in the balance of the report. 

I would like to conclude with some comments on the part of our 
work we have not completed. We have a program which we hope 

ou will want us to carry through to completion which includes four 
items not dealt with in this report. 

We are in the process of examining and will have recommendations 
to make on income in respect of a decedent, section 691. 

We are also in the process of examining the throw-back rule. We 
have made a few recommendations on the throw-back rule in this 
report but they are conforming amendments essential in connection 
with other changes that we have made. 

The third thing that we are considering is the area of support trusts, 
how they should be taxed, where income is used to discharge a legal 
obligation. Finally, we are examining the area of legal short term 
interests. There is a growing tendency to set up legal interests on a 
short-term basis to get certain income-tax advantages. Section 673 
only deals with short-term trusts. We have no specific legislation 
on short-term legal interests as distinguished from interests under a 
trust. 
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These are the four areas we are examining and we hope to have a 
report by the first of May on these areas. We do not regard these 
things that we are working on as an integral part of what is in the 
published report. In other words, we think you can go forward with 
this report and consider the later report as a separate item. You do 
not have to have both of them before you take any action on this report. 

The Cuarrman. Mr. Casner, I want to thank you for a very clear 
and comprehensive statement. 

Subchapter J is a very technical and complex part of the code. 

You have done a very outstanding job before the committee this 
morning. 

Mr. Casner. Thank you. I enjoyed it. 

I would like to go around my group here and ask each one if he 
would like to make any statements either correcting what I have said 
or adding to what I Lowe said or expressing any personal point of 
view. I think I shall call on the members of the group alphabetically. 

I shall ask Mr. Bergen if he cares to make any statement. 

The Carman. I think it might be helpful if Mr. Bergen, in con- 
nection with anything else he desires to say, would discuss his point of 
difference with the group on the tier system. 

Mr. Bergen. Thank you, Mr. Chairman. 

I would like to say at the outset that any views I express here are 
my own personal views and in no way represent the views of the 
American Bar Association. I happen to be chairman of the commit- 
tee on income taxation of estates and trusts and in that connection am 
working on this report with a view to getting the views of the Ameri- 
can Bar Association. 

The Cuarrman. Mr. Bergen, let me make this statement, if I may, 
with respect not only this advisory group but all other advisory 
groups: What the members of the advisory groups recommend and 
the statements that they make to the committee, are presumed to re- 
flect their own thinking and not the thinking of any organization they 
otherwise represent or any connection that they may have in private 
life. At the beginning we pointed out that we were asking for work 
in the public interest to try to work out some of these knotty problems. 

Mr. Bercen. Let me tell you, if I may, what we are contemplating 
in the American Bar Association in our committee. We have two 
alternatives. One is to obtain letters from the individual members of 
our committee, numbering over 100, and transmit those letters to Mr. 
Stam’s staff and the Treasury Department for their consideration. 
They would represent many differing views. 

The other alternative would be to have this report studied through 
the normal channels of the American Bar Association. What we 
contemplate is to pick out major proposals, study them in our com- 
mittee, and have our committee make recommendations to the ABA 
tax section. Those recommendations would be debated on the floor of 
the tax section at its annual meeting in August; and, if the tax sec- 
tion approves, they would go to the house of delegates; and, if it 
approves, they would come to you as the official view of the American 
Bar Association. 

Now I realize that that takes time, and it may be too late. On the 
other hand, we thought the latter to be the better alternative. 

The Cuarrman. Mr. Bergen, on that point if I may interpose again, 
it had been my hope from the beginning that we might be able to legis- 
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late ~ year with respect to some of the problems in subchapters J, 
C,and K. 

"Mr. Casner has pointed out that it might be possible for the com- 
mittee to take some of the suggestions of the advisory group without 
having to take all of them in that they are not interlocked. There is 
one particular matter that has been discussed this morning in view of 
the fact that it was suggested to the committee as being a problem area 
by a former Secretary of the Treasury that I was hoping the com- 
mittee might be able to legislate this year, if not on other subjects 
within the report. That problem is multiple trusts. Now, whether we 
take all of your suggestions and recommendations remains to be seen, 
but I would Like for us to legislate in that area this year, if we can. 

I do not mean to say that we should try to legislate in the other 
areas. If it is your view as chairman of the particular committee 
of the tax section that would deal with this that we might make better 
time by permitting the entire report to be analyzed before trying to 
take action, I would have no objection to that. But I would hope 
that we could legislate at least with respect to the matter on multiple 
trusts this year. 

Mr. Bercen. I certainly would not want to say what this committee 
should do in regard to time at all. 

The Caairman. I understand. 

Mr. Bercen. I can say this: That we could try to get as many 
individual views on the multiple trusts provisions as we can. 

The Cuarrman. Could you do that more promptly than the other 
views are submitted ¢ 

Mr. Bercrn. They would come in as individual views of members 
only. Wecould try to do that. 

The Cuairman. If we could have the benefit of those views before 
we complete our executive sessions with the committee on the subject 
of tax revision, I think it would be helpful. But I would not want 
us to be in the position of delaying action on multiple trusts until next 
year. 

Mr. Bercen. Yes. Wecan try to get individual views on that. 

The CuarrMan. Fine. Thank you, sir. 

Mr. Breroen. My cry in my dissent in the advisory group report has 
been for simplification. I have seen executors and trustees, particu- 
larly those in smaller towns, struggling with this law. Revenue agents, 
I might add, do not understand it in many cases. I had hoped we 
could have a more simple law. I well recognize the difficulties in sim- 
plifying subchapter J as it is not an easy subject. But I do 
think the Ways and Means Committee is right in attempting sim- 
plification. I have filed a minority report in two areas, motivated 
primarily by simplification. 

The first of these areas has to do with the 4-tier system. It is 
my feeling that a 1-tier system is a lot simpler than a 4-tier system. 

Let me give an illustration. Suppose a trust has $10,000 of income 
and $1,000 of expenses which are charged against the corpus. Let 
us say that charge to corpus constituted trustees’ commissions. So 
it has a distributable net income of $9,000. Let us say that the trust 
provides for income for two children of the grantor. One is a son, to 
whom the grantor wanted income to be distributed currently. The 
other child is a daughter, and the grantor in setting up the trust felt 
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that he wanted the trustee to have a discretion as to whether income 
should be withheld or distributed to the daughter. 

Under a 1-tier system, if $5,000 is distributed to the son and $5,000 
is distributed to the daughter, both would be treated alike taxwise. 
The son who is entitled to the income absolutely with no discretion in 
the trustee at all would be regarded as receiving $4,500 of taxable 
income and the daughter, the discretionary income beneficiary, would 
be regarded as receiving $4,500 of taxable income. 

Under the 4-tier system, the daughter is in the second tier because 
she is further away from the funnel of income in that there is a 
discretion in the trustee as to whether income should be paid to her 
or not. 

The daughter receives $5,000 because that is her share of the pro- 
bate income of the trust. But although the trust had $10,000 of 
probate income, it has only $9,000 of distributable net income to be 
taxed to the beneficiaries because there is $1,000 trustees’ commission 
paid out of corpus which reduced the income to be taxed to the bene- 
ficiaries. Under the 4-tier system as well as under the existing stat- 
ute, the son being in the first tier because he is entitled to one-half 
of the probate net income, would be taxable on the $5,000 he receives. 
However, the daughter, who likewise receives $5,000, is taxable on 
oy $4,000, the remaining amount of the distributable net income to 

taxed. 

Now, to me, these two beneficiaries should be treated alike. In one 
sense, you can say that the grantor of the trust intended that the son 
be treated more favorably than the daughter, because he wanted him 
to have $5,000 or have half of the income every year and he might 
have been more interested in the son than he was in the daughter and 
if there was going to be any tax advantage it should go to the person 
who was going to be absolutely entitled to the income rather than to 
the person who had a discretionary right to income. Yet the 4+tier 
system would give the advantage to the second-tier beneficiary. 

The Cuarrman. May I interrupt you at that point? Is it not also 
likely that the grantor may have had the interest of the daughter in 
mind in this arrangement taxwise ? 

Mr. Brrcen. That is true. In fact, in this case he probably would 
have wanted them treated alike. 

The Cuarrman. Could that have been accomplished by dividing the 
income equally between them ? 

Mr. Bercen. Under the 1-tier system they would be treated alike. 

The Cxarrman. I have difficulty with your suggestion at this 
point: Your result taxwise might be contrary to that which the 
grantor himself may have conceived and intended. He might have 
been well informed by an attorney as to what tax consequences would 
be to beneficiaries and to have taken his action with that in mind. 

Mr. Bercen. That is true. 

The Cuatrrman. And use of one tier, which may be, as you say, in 
the interest of simplification, result in the complete disregard of the 
wishes of the grantor. 

Mr. Bercen. Well, if the grantor were well advised by a person 
well versed in the tax laws, you are correct. The difficulty is that 
many trusts are created by persons who are not aware of the tax 
consequences. In this case the presumption would be that the grantor 
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referred to have the beneficiaries treated alike taxwise rather than 
Hifferently. 

The one area where I stumble on my recommendation of a single 
tier system is in the area where a person is entitled to trust corpus 
only. Suppose a trust provides that the trustee can pay corpus to 
the wife if she needs it but she is not entitled to any income but that 
income is to be paid to others. If the trustee pays corpus to the wife, 
to have her taxed as though she receives income may be a hardship. 

So I suggest an alternative of a two-tier system. In those cases 
where corpus only can be paid to a beneficiary, place that beneficiary 
in the second tier but have all other distributees in the first tier. Now 
I suggest that fairly readily because I do not think there are many 
trusts where corpus only can be paid to a beneficiary. 

The Cuarrman. Would you put a charity in the second tier or the 
first tier ? 

Mr. Bercen. I would be inclined to treat a charity like any other 
distributee. 

The Cuarrman. Do you differ with the advisory committee on that 
recommendation ? 

Mr. Bercen. I did not differ so strongly that I felt I should write 
a minority report in this respect. 

The CHamman. You conceive of a need for a second tier. Do you 
not also conceive of a possibility of some different treatment for char- 
itable trusts? 

Mr. Brercen. Yes. 

I now want to mention my view with regard to the income taxation 
of estates, which is I think the most important problem of all. 

The Cuatrman. Distributions? 

Mr. Bercen. Distributions by estates is the most important part 
of this report as Professor Casner has already indicated . I have sug- 
gested having estates taxed like individuals. Then it would make 
no difference whether distributions are from corpus or from income. 

The Cuatrman. Because you would not allow them exclusions ? 

Mr. Bercen. Would not allow any distribution deductions and 
would not tax the beneficiaries on any distributions. The income would 
be taxed to the estate. 

The Cuatrman. Would that not create hardship if the matter is 
under litigation ? 

Mr. Bercen. It would. It would also create a hardship where you 
have a large estate with a large number of ultimate beneficiaries of 
the estate. 

It might be desirable to have this problem separated in some way so 
that estates with incomes of say, under $5,000 would be taxed like 
individuals. With regard to estates having income above that figure 
another rule, such as that suggested in the report. Here again I have 
been motivated by the problems of the ordinary executor with a normal 
estate, which is a shall eatabe with income of $2,000 or $3,000. Should 
he have to grap le with the complicated rules of the present law or of 
the proposal? Many executors do not keep track of what is distributed 
as corpus and as income. An executor makes a distribution and the 
revenue agent comes along under the proposal and says, “You made 
a distribution of income.” The executor says, “No, ave made a 


distribution of corpus.” The revenue agent then says, “You have the 
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burden of proof.” The executor then has the problem of proving that 
the distribution was of corpus. 

The Cuairman. Mr. Bergen, as I understand your suggestion, you 
would treat estates as individual for purposes of distribution. We 
have always tried to tax estates and trusts alike and with few excep- 
tions in the case of trusts we do treat them alike for tax purposes. 

If we take your suggestion with respect to estates, does it follow 
that we would have to extend the same treatment to trusts? Is that 
what you are recommending ? 

Mr. Bercen. Not at all. This suggestion would only apply to 
estates. Estates would be treated differently from trusts. 

The Cuatrman. The only point you make, then, is that estates and 
individuals should be treated the same respecting distributions. 

Mr. Bercen. That is right. 

The Cuarmrman. And you do not think like treatment would have 
to be extended to trusts? 

Mr. Bercen. Not at all. 

The Cuamrman. Why not? Iam not arguing that it should be. I 
am merely interested in your thinking as to why it does not follow. 

Mr. Bergen. When a person dies his estate is to be administered 
for only a temporary period. During that temporary period my 
thought would be: Let’s not have the executor worry about how dis- 
tributions he makes are going to be taxed. Let’s have him prepare 
an income-tax return for the estate similar to that of an individual. 

In the case of a trust, a long period of time is generally involved. 
The estate lasts for only a temporary period during which the property 
of the decedent is transferred to the heirs of the decedent. 

The CuarrMan. It may be a 10-year trust, and the estate itself may 
be open for 10 years. 

Mr. Bercen, I would say that you ought not to permit an estate 
to continue beyond an unreasonable time. Have some limit, the way 
there is a limit in the present law. If an estate should have been 
wound up and the executor has been keeping it open for tax avoidance 
reasons, then, as under the present law, I think that the estate could 


- be closed and the heirs of the estate regarded as the owners of the 


property. 

The Cuatrman. It could be in litigation for the 10-year period. 
I am concerned with that type of case primarily because I do not con- 
ceive an estate remaining open for 10 years as a general rule although 
there might be some other circumstances that require estates to remain 
open. 

Mr. Bercen. What you are saying is, suppose you have a large 
estate in litigation. If this estate is taxed as an entity, won’t it impose 
a severe hardship to the beneficiaries of the estate because the estate 
would be taxed in high brackets, when the income belongs to the 
beneficiaries who are in low brackets? That does create a problem. 

I hope it is important in considering revision to the tax law in the 
trust and estate area to see how the revisions will show up on the tax 
return itself. We ought to constantly keep that in mind. 

Thank you very much. 

The CHamman. Without objection, the committee is adjourned 
until 2 o’clock. 

(Whereupon, at 12:30 p. m., a recess was taken until 2 p, m.) 








GENERAL REVENUE REVISION 2791 


AFTERNOON SESSION 


The Cuarrman. The committee will please come to order. 


TESTIMONY OF THE ADVISORY GROUP ON SUBCHAPTER J: A. JAMES 
CASNER, CHAIRMAN (HARVARD UNIVERSITY), CAMBRIDGE, 
MASS.; KENNETH W. BERGEN (BINGHAM, DANA & GOULD), 
BOSTON, MASS.; CARLYSLE A. BETHEL (WACHOVIA BANK & 
TRUST CO), WINSTON-SALEM, N. C.; GEORGE CRAVEN (BARNES, 
DECHERT, PRICE, MYERS & RHODES), PHILADELPHIA, PA.; 
RUPERT GRESHAM (BOYLE, WHEELER, GRESHAM, DAVIS & 
GREGORY), SAN ANTONIO, TEX.; JAMES P. JOHNSON (BELL 
BOYD, MARSHALL & LLOYD), CHICAGO, ILL. ; CARTER T. LOUTHAN 
(ANGULO, COONEY, MARSH & OUCHTERLONEY), NEW YORK, N. Y.; 
AND WESTON VERNON (MILBANK, TWEED, HOPE & HADLEY), 
NEW YORK, N. Y.—Resumed 


Mr. Casner. Mr. Chairman, going on with our alphabetical presen- 
tation, Mr. Bethel would like to have a couple of minutes to make a 
few remarks. 

Mr. Berner. Mr. Chairman, it has not been my intention to take 
the time of your committee, but I have been so concerned with the 
discussion of Mr. Bergen on the estate as an entity that I would not 
like to see that go unchallenged by a member of our group. 

In the first place it has not been considered by our group as pointed 
out by Mr. Williams and in the second place, we are not informed of 
any hardship either on the part of the Treasury Department or on 
the mn of taxpayers, particularly in trust institutions, with the pres- 
ent law. 

I suppose if you ask me what my chief concern is, I would say prob- 
ably fear of the unknown. Subchapter J, as you know was rewritten 
in 1954 and has caused a great deal of complexity in the preparation 
of income-tax returns by thousands of trust institutions all over the 
United States. 

I would look with great concern on such a major change in the 
method of taxation of estates as proposed by that suggestion and to 
oppose it for the reasons I have mentioned. I hope that no real con- 
sideration would be given to that proposal without more notice as to 
what is probably going to be done than we have had here today. 

The Cuatrman. Certainly, if the committee should undertake to 
give consideration to Mr. Bergen’s minority views, it would be neces- 
sary for the committee to have rather exhaustive hearings because I 
am certain that there would be a number of people who would desire 
to be heard, including Mr. Bergen. 

Mr. Berue.. Thank you, sir. 

Mr. Casner. Mr. Craven of Philadelphia. 

The Cuarrman. Mr. Craven, you are recognized. 

Mr. Craven. Mr. Chairman, there are three points on which I 
would like to comment briefly. First the proposed treatment of mul- 
tiple trusts: As Mr. Casner said this morning we are in unanimous 
agreement on the proposed treatment of trusts. I disagree on one 
point and that is the proposed effective date. 
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Under the proposal of the advisory group, in the case of the trusts 
of the more flagrant type, the proposed statute would be applied to all 
trusts regardless of when cabatiba. I do not object strongly to that 
provision, although even in that case I think it might be more equit- 
able to apply the rule only to trust agreements in the future. 

However, in the other area, where the same grantor creates more 
than one trust with an accumulation of income for substantially the 
same beneficiaries, where there may be reasons other than tax consid- 
eration of the trust, the advisory group in its report proposes that the 
amendment be made applicable to trusts created on or after Decem- 
ber 1, 1956. 

That is because some public announcement was made shortly prior 
to that date of proposed legislation to deal with multiple trusts. How- 
ever, the reports of that sort are not widely circulated or read except 
among tax specialists. I feel that since this represents a complete de- 
parture, a completely new method in the treatment of multiple trusts, 
the proposed statute certainly in the case of trusts which are not of 
the more flagrant type, should be made applicable only to trusts 
created after the passage of the proposed statute, or in any event, 
trusts created after the report of the Ways and Means Committee 
proposing specific legislation. 

The CHamman. You would not apply the rule to income of trusts 
which are already in existence and which is derived after the enact- 
ment of the bill or the announcement. 

Mr. Craven. Not in the case of: trusts which are not of the more 
flagrant type. 

The Cuarmman. How would you define the kind of a trust to which 
you would apply the rule ? 

Mr. Craven. That is already defined in the statute. There is an 
exception under the proposal of the advisory group. The proposed 
statute would be made applicable to all trusts regardless of when 
created when more than five trusts are created by the same grantor 
with substantially the same provisions, with the same trustee, and in 
the same taxable year. 

I do not object, particularly, to that effective date. But in the case 
of all other trusts, that is, where the same grantor merely creates 
more than one trust for substantially the same beneficiary, regard- 
less of why he happened to create those trusts, those trusts were 
created under statute which taxed them separately, and where the 
rules are changed drastically as the group proposes to do in the case 
of multiple trusts, I think the change should be made applicable to 
only trusts created after the taxpayers generally are made aware of 
what the proposed legislation would be. 

The Cuarmman. I wonder if you do not attribute to trusts a lot 
more sanctity than accorded to the individual. Do we not increase 
taxes with respect to individuals who begin to work after the enact- 
ment of the law? We increase taxes with respect to the income of all 
individuals derived after the enactment of a new premium or new 
rate. 

I wonder if it is not fair to apply the rule with respect to future 
income of a trust that may have been created in the past. I am talk- 
ing about income derived after the enactment of legislation. 

Mr. Craven. I do not think so. Congress has always been careful 
to prevent a statute from operating retroactively where it is too late 
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to change what the taxpayer has already done. That is particularly 
true in the estate and gift-tax field. It is true that in some areas 
statutes in the income-tax field, a change was made in the rules appli- 
cable to something transferred irrevocably prior to the passage of 
the statute. This represents a drastic change. 

In many cases trustees have accepted trusts with the understandin 
that the trust would be taxed in a certain way. Under the cama 
statute if the same grantor creates a trust with a New York trustee, 
a California trustee, and a Kansas trustee, each trustee will have to 
find out what income each of the other trusts has. He is charged 
with the duty of furnishing sufficient information to enable the trust 
ble only to trusts created in the future. 

I think in a good many of those cases the trustees would not have 
accepted the trusts if they understood they would be taxed in this 
fashion. It will increase the expenses of the trustees. I feel it would 
be more equitable if the rule in this particular area is made applica- 
ble only to trusts created in the future. 

The Cuarrman. Is there the thought that Congress would be tak- 
ing on the role of a despot if it taxed future income from trusts exist- 
ing in a way different from that which was in effect at the time the 
trusts were established? You would not attribute to us that despot’s 
role, I know. You will recall Justice Cardozo’s statement in the case 
of Irenee du Pont in the Supreme Court to the effect that one who 
retains for himself so many of the attributes of ownership is not the 
victim of despotic power when for the purpose of taxation he is 
treated as owner altogether, so also one who takes advantage of bene- 
fits which he was not entitled to runs the risk of losing those benefits. 
I do not believe any constitutional question is presented here. 

Mr. Craven. I do not think there is any constitutional consideration 
involved. It is purely a question of what is most equitable under all 
the circumstances. 

The Cuatrman. In other words, if they are enjoying tax avoidance, 
we should let it continue. 

Mr. Craven. It is very difficult to distinguish between something 
that is or is not a tax-avoidance device. I think the more flagrant 
cases would probably represent tax avoidance taxes. The others do 
not necessarily do so. 

The Cuamrman. Thank you very much. 

Mr. Mason. I have a question right there. Here is a flagrant case. 
We have taken care of it. Here is a case that is absolutely to the 
other extreme. You are pleading for that. But what about all these 
cases in between in the twilight zone? Who is going to decide whether 
it is flagrant or just a little flagrant? 

Mr. Craven. That has to be done in a more or less arbitrary 
fashion. I think we can all agree where the same grantor grants 
five trusts with the same trustee every year in the same year with 
substantially identical provisions that represents flagrant abuse. 

We can find cases on the other side that would not represent any 
abuse at all. We cannot say in the case of trusts that fall in between. 
I think those will just have to take their place in the statute. 

Mr. Mason. If the statute does not distinguish a dividing line, then 
the department of revenue will have to in their rules try to place a 
dividing line in between the two extremes. They would have just 
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as much difficulty in doing that as we would in putting it in the 
statute. 

Mr. Craven. In directing my remarks to the proposals of the ad- 
visory group, in the case of trusts of the less flagrant type, the advis- 
ory group proposes that the new statute be made applicable to only 
trusts created after December 1, 1956, because of some publication. 
I am saying that in that case the effective date should be moved up 
in the case of trusts created either after the passage of the statute or 
after issuance of the report of the Ways and Means Committee pro- 
posing specific legislation because unless that is done, no one is 
really put on notice on how these particular trusts will be treated for 
tax purposes. 

Mr. Mason. That is all, Mr. Chairman. 

The Cuarrman. Mr. Craven, you had some other points, I believe? 

Mr. Craven. I dissented on the proposed treatment of charitable 
contributions. My dissent is printed in the last two pages of the ad- 
visory group’s report. I won’t spend much time on that dissent. 

Under the proposal of the advisory group, if a trust is created with 
a provision for payment of all the income to a charitable organiza- 
tion, either mandatory or discretionary payments of principal to a 
beneficiary, the advisory group would treat the payments just alike. 

It would treat the individaal who receives principal as if he re- 
ceived income, whereas if both beneficiaries were individuals, the 
individual would not be taxed on the receipt of principal. Thus, the 
individual who receives principal is penalized merely because the 
other beneficiary of the trust is a charitable organization. Assuming 
that Congress will wish to continue to permit individuals to create 
trusts with provisions for payment of all income to charities and 
have that income exempt from tax, I see no reason for penalizing the 
distribution of principal just because an individual provides that 
all the income shall be paid to charity. 

An individual may take money out of his pocket and give it to 
somebody.else free of tax. He may create a trust providing that 
all the income be paid annually to charity, and if he may do that, 
I don’t see why he cannot do both things in the same trust instrument. 

If all the income is being paid to charity and an individual gets 
regular distribution of principal, then that depletes the principal 
of the trust. I do not see why it should be taxed as income. There 
may be even serious constitutional objections to that treatment. I 
don’t see any objection to taxing an individual on a distribution of 
principal if trust income is accumulated for a charitv or for another 
individual. 

If all the income is clearly paid out annually to a charitable organi- 
zation or anyone else, I don’t see any justification for taxing the per- 
son who receives nothing but principal as if he had received income. 

There is one other point on which I would like to comment—the pro- 
posed treatment on the exemption of distributions of principal from 
an estate within the first 3 years. Prior to the 1954 Code, no distri- 
bution of principal by an estate was treated as a distribution of in- 
come uniess it was a payment of principal to be made at intervals, 

The 1954 Code changed that. It treated a distribution of principal 
as a distribution of income, but made an express exception in the case 
of a payment of a specific bequest. It made no exception in the case 
of a payment to a residiary legatee. 
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I do not know whether that was done deliberately or through over- 
sight. I assume it was done deliberately. An estate is not a tax-avoid- 
ance plan. It comes about only because someone dies. The executor 
has a very difficult problem in the administration of the estate. It is 
not always possible to determine who will get income. There may be 
litigation over distribution of income or who gets principal. 

We frequently find that certain legatees ask for a distribution of 
prineipal. They need principal. Under the statute now in force, if 
a distribution of principal is made to a residiary legatee that will be 
treated as a distribution of income, although he may never become 
entitled to income. 

We quite often find that because of a possible deficiency in the estate 
tax which bears interest at 6 percent oie the estate may be earning 
only 3 or 4 percent, an executor has to retain all the income of the 
estate until the deficiency is determined. 

Under the rule now in force, if a distribution of principal is made 
to a residiary legatee he may be taxed on income doles he will never 
get income if all the income were held by the executor and used to 
pay interest on an estate-tax deficiency. Then this beneficiary will 
not get any income. 

The CuatrmMan. What difference does it make as a matter of fact? 
My question has to do with this present rule which I always thought 
was fair in the case of distributions, that is the distribution in kind 
is taxed to the extent that there is income in the estate. 

If the income of the estate is used to pay inheritance taxes, what 
is the difference as far as the ultimate result is concerned ? 

Mr. Craven. I am not speaking of use of income to pay tax. I am 
speaking of the use of income to pay interest which will be deductible 
by the estate from income when it is paid. If an executor wishes to 
make a distribution of $50,000 to a residiary legatee and he happens 
to have $10,000 or $20,000 or anything up to $50,000 on hand in income, 
he may later have to use all that income to pay interest on a deficiency 
in Federal estate tax. 

Nevertheless, this distribution of principal will be taxed on that 
$50,000 although there may never be any income after the estate-tax 
deficiency is satisfied. I think the rule now in force may result in pro- 
longing the period of administration unduly. 

In that particular situation which I have just mentioned, if someone 
wants a distribution of principal and he is made to realize that if prin- 
cipal is distributed to him this year he may be taxed on income which 
he may never get, then he will simply sit back and wait until the 
estate 1s completely administered. 

The extent of liability for taxes is determined before he will request 
a distribution of principal. 

The Cuairman. If later, the income is distributed to the bene- 
ficiary, then the tax will apply. Is that your point? 

Mr. Craven. If later, the income is distributed to the beneficiary 
he will be taxed to the extent of the income of the estate for the year 
in which that income is distributed. 

The Cuairman. It would apply then. 

Mr. Craven. Yes. There is no objection to taxing him on anything 
that is distributed to him as income up to his share of the current 
income of the estate. 
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The Cuarrman. It would amount to a postponement in the appli- 
cation of the tax. 

Mr. Craven. Yes. 

Mr. Casner. Mr. Chairman, next is Mr. Gresham 

Mr. GresHam. I have only these few comments in connection with 
our thinking about the 36-month rule which Mr. Craven has just talked 
about. That is, that the administration of an estate is very much like 
a receivership and particularly so for a comparatively short period of 
time, and the executor is confronted with a very difficult cash 
obligation. 

He has to, using a little slang, do a lot of financial scrambling. So it 
was our thought that where, in the administration of an estate you 
have something akin to almost the same thing as a receivership, you 
ought not to straitjacket the application of the tax during a limited 
period of time whereby he has to do the many things he might be called 
upon to do. 

Even a comparatively small estate has an estate tax that is a con- 
siderable impact. The cash drainage on estates presents a very serious 
problem and a very difficult problem. You have to liquidate your best 
assets. So if you don’t give the executor some room to turn around 
without imposing additional income-tax burdens on him when he is 
trying to meet his estate inheritance tax burdens, I think you are un- 
duly penalizing a situation which no one created of his own accord; 
it is just death that brought it about. 

I think the matter of tax juggling that could occur within 36 months’ 
time is overemphasized. I feel that it could not be to a very large 
extent detrimental to the Treasury. I agree with you if you continue 
it for a longer period of time, and that was a tradition obtained under 
the 1939 code, but where you have cut it to the 36-month rule, I think 
you have reduced it to a minimum. 

Mr. Casner. Mr. Johnson. 

Mr. Jounson. I would like to comment briefly on 2 or 3 of the 
subjects that were discussed this morning. 

First, I would like to say I am vice chairman of the American Bar 
Association committee of which Mr. Bergen is chairman. 

I hope his remarks this morning do not imply any request by the 
American Bar Association that consideration of our proposals be 
postponed for a year. I do not believe any responsible representative 
of the Bar Association would either presume to make such a request 
or desire to. 

I know I feel strongly and I believe most people who work in this 
area feel strongly, that at least a substantial portion of our recommen- 
dations should be adopted this year. There are various inequities, 
various loopholes, in subchapter J, that should be corrected promptly. 

Secondly, I agree with Mr. Bethel’s remarks about the proposal to 
tax an estate as an entity or as an individual rather than the present 
manner of taxing it. As Mr. Williams pointed out in his concurring 
remarks to this report, the group purposely adopted the position that 
that was a long-range proposal which should not interfere with prompt 
correction of particular inequities. 

Furthermore, it is neither simple nor equitable. You cannot simply 
say we are going to tax an estate as an individual. Does it file a joint 
return? Does it get a medical deduction? Does it get credits for 
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expense? By the time you have carved out a thousand exemptions 
you have vials the statute more complicated than the present one. 

In the second place, you would be lumping a beneficiary of $50,000 
with a beneficiary of a million dollars, requiring the first man to have 
paid for him a tax at the rate that the second man would pay. Those 
are very complicated problems. 

As I say, I think that proposal should be put on a long-range basis. 

With respect to immediate proposals for taxing estates, I would like 
to emphasize that the proposal for extending the separate-share treat- 
ment of estates is severable from the 3-year proposal which you had 
some question about. If you persist in feeling the latter proposal is 
dubious, I would like to urge that at least the separate share propesed 
be broken off and enacted promptly. I would also like to suggest a 
possible addition to that. In some States, such as Illinois, we have 
what is known as the clear residue, which means that if any estate 
assets are sold for the purpose of paying taxes or paying debts, the 
income from the property sold is for State law purposes treated as 
corpus. 

o the extent that is so, a beneficiary who is entitled to income should 
not have that much income taken into account in computing the distrib- 
utable net income which he might be taxed. The American Bankers 
Association, I think 2 or 3 years ago, proposed an amendment which 
would exclude that type of income from distributable net income. 

I believe if only the separate share rule is adopted, that some such 
exception of it should be considered. 

The Cuarrman. That was not recommended by the advisory group. 

Mr. Jounson. No, sir; it was not, because we had gone further with 
this 3-year proposal which would make that unnecessary. 

The CHarrman. You suggest an exception might be necessary if 
we do not adopt the 3-year proposal ? 

Mr. Jonnson. Yes, sir. 

The Cuatrman. I understand. 

Mr. Jonnson. A similar problem might arise in connection with 
income which is held by trustees because it is subject to dispute. I 
would like to mention a second: Your proposal that distributions in 
kind might be exempt from tax as income. 

The Cuarrman. Do not identify that as my proposal. 

Mr. Jounson. Your comment. I can see one objection to it, which 
is this: An executor has a duty to decide whether or not certain assets 
should be sold for investment reasons. If there is going to be a dif- 
ferent income-tax treatment of assets distributed in kind and assets 
converted into cash which is distributed, the executor’s decision is go- 
ing to be cluttered up with an extraneous tax consideration which I 
do not think ought to be there. I think you are making his job 
harder. 

The Cuarrman. I see. Let me ask you this, Mr. Johnson, before 
you conclude. I wish you would comment on the argument made by 
Mr. Craven with respect to the matter of taxing the beneficiary who, 
under the will is supposed to receive corpus, because of your sugges- 
tion that the charitable beneficiary be put in a lower tier. This is 


where the charity is receiving the actual income. 
Mr. Jonnson. To me, a buck is a buck, and I do not see why you 
should not be taxed on the same dollars, whatever they are called. 
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The Cuarrman. Do you get into the problem of attributing the 
tax to one on another’s income? Is that one of the elements that dis- 
turbs Mr.Craven? Are we getting into that area? 

Mr. Jounson. I think in the area in which Mr. Craven is talking, 
it is a matter of labels. 

The Cuarrman. The will specifically says that the wife is to be paid 
outofthecorpus. The only income is to go to the beneficiary. Under 
your proposal, the wife is going to pay tax on what she receives 
even though it may bea part of the corpus. 

Mr. Jounson. From her point of view, she has gotten an equal 
amount of dollars whichever way the draftsman drew the will. 

The Cuatrman. There is a lot of difference in getting dollars from 
income and dollars from corpus. 

Mr. Jounson. That is true if it is from the corpus. If you are to 
receive X dollars a year for life and Harvard University is to get the 
corpus, as far as you are concerned, apart from taxes, you do not care 
which pocket the dollars come from. 

The Cuarrman. I would if it affected my tax. 

Mr. Jounson. That is right. I am not sure that is an equitable 
consideration. Mr. Craven thinks it is. We differ. 

Mr. Mason. It isa personal consideration. 

The CuHatrmMan. It would have a degree of equity involving the 
individual who suffers from the consequences of the new rule, I think, 
in paying more tax. 

Mr. Jounson. May I mention one more study ? 

The Cuarrman. Is there anything to the point, Mr. Johnson, that 
you may be requiring one to pay the tax of another under your assump- 
tion and actually raise a constitutional question ? 

Mr. Jounson. The same problem certainly exists in connection with 
corporate distribution. I do not think it has ever been attacked as 
unconstitutional. Subchapter (c) presumes that any dollars dis- 
tributed by a corporation are with certain exceptions, also paid out of 
income. If subchapter (c) can do it, I don’t see why we cannot. 

The Cuarmman. Isacorporation subject to due process ? 

Mr. Jounson. It is not the corporation; it is the stockholder that 
Tam talking about. 

The Cuatrman. Yes, but is the corporation ? 

Mr. Jounson. No, but the stockholder is subject to due process. He 
is getting dollars which he says come out of the capital account of the 
corporation. The Revenue Code says it comes out of income. 

he CHatrMan. Maybe there is not any difference, although I 
thought there was. I bow to your superior knowledge. 

Mr. Jounson. You had better bow to Mr. Craven’s. 

The Cuamman. Youand Mr. Craven can argue that matter. 

Mr. Jounson. We have been for some month’s time. 

May I mention one more subject ? 

The Cuarrman. Yes. 

Mr. Jounson. Getting back to the tier system, I personally agree 
with Mr. Bergen that 2 tiers are better than 4 both as a matter of 
equity and as a matter of simplicity. However, I would like to point 
out that in this area as in the estate area there are two considerations 
in our recommendations which do not have to be taken together. 

The present code lumps principal beneficiaries and discretionary 
income beneficiaries in the same pocket, which I think produces con- 
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siderable inequity. Our proposal breaks out the corpus beneficiaries 
as our bottom fourth tier. I believe that such change should be made 
whether the remaining upper tier is left as 1 or turned into 3. 

The Cuarrman. Thank you, Mr. Johnson. 

Mr. Casner. Mr. Louthan. 

Mr. Louruan. Mr. Chairman, gentlemen, this morning you inquired 
as to whether the advisory group had given any consideration to 
Mr. Tweed’s proposal that we should look into the question of a dis- 
cretionary application of a multiple trust statute. 

I think perhaps one reason that this group did not spend more 
time on it is that there are four members of the group who, while 
Mr. Williams was assistant to the Secretary and Mr. Johnson was 
his first assistant, Mr. Gresham and I were on the committee, which 
was then in the Treasury, where we considered the multiple-trust 
problem. 

We four, at least, brought that learning we had gotten in about a 
year’s work there, to this committee. At the time we gave serious 
consideration to that it seemed to us that it had the very positive defect 
that it would leave every trust susceptible to attack by the first revenue 
agent that came along. 

It seemed to us that that produced too much uncertainty from the 
standpoint of both the administration of the Treasury and from the 
standpoint of the trustee. At least, that was my own thinking. I 
believe it was largely shared by the rest of the then Treasury advisory 
group. 

I would also like to discuss a little bit this question of putting the 
charity into the fourth tier. I did not join in Mr. Craven’s dissent. 
However, I would like to state that, as a matter of principle, I think 
he is absolutely correct. I will also state that the reason I did not 
dissent was that I felt it far more important to put through the change 
which we have in our report, of making a avian: except for this 
thing, a distributee rather than a deduction. That would avoid the 
great complexity which was injected into the law by the provision of 
the 1954 code. 

If you will look at the instructions on the fiduciary return, you 
will dnd that we would probably be able to omit almost two pages 
of very fine print just to get rid of all the wrinkles that were caused 
by treating a charitable distribution as a deduction. 

You raised just now in the discussion as to why was a trust different 
from acorporation. Itseems to me there isa difference. If you make 
a distribution to stockholders, one of whom is a charity, the fact that 
it pays no tax on that dividend does not mean that those earnings 
are deemed to still remain there available for distribution to some- 
body else. 

That, of course, is, in effect, the way this thing operates under our 
present proposal. 

Going to the question of the 3-year rule as applied to an executor, 
it seems to me that perhaps something is implicit in there and has 
not been brought out by anyone, and that is, that 3 years is not a long 
time. A return for estate-tax purposes is not filed until 15 months 
after death. It is rare, at least in my own experience, that you 
will have a revenue agent to come around and take a look at the return 
under a year. That would be 27 months. 
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That leaves you only 9 months to settle up all the problems that can 
come up on an audit. There is not very much time where anybody 
is in a free motion to do what he pleases in either distributing or not 
distributing income or principal. 

As far as the small estates are concerned, I think largely economic 
pressure is always, “Give us as much money as you can.” That is 
not limited necessarily to the small estates. You can have an estate 
which is very large which may have small beneficiaries or often people 
who have a lot of money are always needing more than they have; 
so there is at least a pressure on the executor to get some money out 
to his beneficiaries. 

I do not try to urge that is always true or that there will not be 
some holding back for pure tax reasons. However, it does seem to me 
that those practical considerations once you apply a 3-year rule, take 
an awful lot of chances of avoidance out of it. 

The Cuarrman. On that point, you do not minimize the fact that 
there are 3 taxable years within the period that you are talking about 
and each can be separate years of distribution. 

Mr. Loutnan. Yes, sir. 

The Cuatrman. That can happen although you do not file your 
first return until 15 months after death. You may consume another 
12 months before the auditor gets around. The executor will make 
three distributions if he wants to. 

Mr. Lournan. The point I am making is that the executor may 
not be in a complete position to be as free as he would like to be. He 
may have deficiencies. He may have a very uncertain Federal estate 
tax picture. He may overdistribute income and find himself in diffi- 
culties later on. 

In other words, it is not all just a complete tax avoidance situation 
as far as I can see. 

The CHatrman. I understand that. You have one more point, I 
believe. 

Mr. Lovrnan. I believe that is all. 

Mr. Casner. Mr. Vernon. 

Mr. Vernon. Being the end man, I will be brief. I have only 1 or 
2 points to mention. They relate to this question of estate distribu- 
tion. During the questioning this morning, there was some suggestion 
that perhaps our proposals might be applied only to small estates and 
the distinction made between small and large estates. 

I would like to point out that you are not dealing here, necessarily, 
with the estates as such. You are dealing with the beneficiaries of 
the estates. You may have a small distributee of a large estate or 
a large distributee of a small estate. The burdensome problem that 
the 1954 code created was to turn corpus into the income in the hands 
of that recipient regardless of the size of the estate. 

It was also suggested that perhaps this defect is overlooked in some 
small estates or the cases of recipients to whom it does not matter 
very much. I would like to say that I do not think the advisory 
committee approached the committee on that basis. It has always 
been our experience that sooner or later the internal revenue people 
eatch up with you, regardless of the size of your income, and if this 
defect is permitted to continue the small recipient will be in trouble 
just as much as the recipient of a large distribution from an estate. 
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I would like to say, finally, that I think the question of avoidance 
here in the 3-year period may have been overemphasized. In the 10 
or 15 years that this general problem has been considered at various 
levels, we have heard on a number of occasions, the amount of avoid- 
ance that takes place in connection with the distribution of estates. 

I have yet to see any tangible evidence of that except in individual 
instances which are small in comparison to the whole problem. I 
think it was the unanimous view of our committee that whatever these 
possibilities are—and I am now quoting from page 31 of our report— 
that the possibility of avoidance in this area does not appear to be 
sufficient to justify continuance of the present arbitrary rules of at- 
tribution of estate income to beneficiaries with its resulting inequities. 

That, I think, was the unanimous judgment of our advisory group. 
We could be wrong, but I do not think we have seen any evidence yet 
that indicates we are wrong. 

Thank you. 

(The following statement was filed by Mr. Vernon :) 


This statement is made to urge (1) that the remedial amendments to section 
663 (a) recommended by the advisory group on subchapter J in its first revised 
report to the Subcommittee on Internal Revenue Taxation of the Committee on 
Ways and Means be adopted, and (2) that they be made retroactive to the 
effective date of the 1954 Internal Revenue Code at the election of the taxpayer, 
and (3) that alternative proposals such as taxing an estate as an entity be 
rejected. 


I 


The application of the rules for the attribution of estate income contained in 
sections 661 (a) and 662 (a) to all distributions made from an estate to bene- 
ficiaries, except those expressly excluded by section 663 (a), has produced 
inequitable tax consequences. Because of the extremely narrow scope of the 
exception in section 663 (a), distributions which can properly be made only 
from the corpus of an estate are included in allocating the distributable net 
income of the estate among the beneficiaries. This results, in some instances, 
in an attribution of estate income to persons who are entitled to, and have re- 
ceived, distributions which can be made solely out of corpus; while, in other 
instances, it leads to a distortion of the share of the estate income attributable 
to a beneficiary. 

The inequitable operation of the present law in an ordinary estate situation is 
illustrated by the following example : 

The testator’s will after making minor specific bequests to friends leaves the 
residuary estate one-half to his wife and the remaining half, after payment of 
estate taxes therefrom, in trust for his minor son. As is usual, none of the estate 
income is required to be distributed currently. The executor pays estate taxes of 
$20,000 in the taxable year. The estate has distributable net income for that year 
of $10,000. If the executor distributes to the widow an amount out of corpus 
equal to the amount of estate taxes paid, that is $20,000, so as to equalize the 
shares of the widow and the trust in the residuary estate, and makes no other 
distribution in the taxable year, the widow will have attributed to her the entire 
distributable net income of the estate for such taxable year, and will consequently 
be required under section 662 (a) to include $10,000 in her gross income. Should 
the executor distribute the estate income equally between the widow and the 
trust for the son in addition to making the equalizing distribution of corpus to the 
widow, the result will be to distort the share of the estate income attributable to 
both the widow and the trust. The widow would be deemed under the attribu- 
tion rule of section 662 (a) to have received that portion of the $10,000 estate 
$25,000 (total distributions received by her) 


income represent by the fraction $30,000 (aggregate distributions to beneficiaries) 
or $8,333.33, although she received only $5,000 of income. The trust for the son 
which actually received $5,000 of income would have attributed to it, however, 


only $1,666.66 ( $5,000 x $10,000 ). The widow is thus unjustly taxed on more 








$30,000 








| 
| 


2802 GENERAL REVENUE REVISION 


income than she received, while the son’s trust is unjustly taxed on less income 
than it actually received. 

In order to remedy such inequities, the advisory group has recommended amend- 
ments to section 663 (a) to broaden the class of corpus distributions excluded in 
aplying the attribution rules of sections 661 (a) and 662 (a). The proposed 
amendments exclude from the operation of those attribution rules amounts not to 
be paid or credited at intervals and which are properly paid or credited in full 
or partial satisfaction of a bequest, share, award or allowance from the corpus 
of a decedent’s estate during a 3-year (36 months) period immediately following 
the death of the decedent. The proposed amendments also provide for giving 
effect to a fiduciary’s identification of the source of a distribution, as was per- 
mitted under the 1939 code. 

These proposed amendments do not afford any substantial area for tax avoid- 
ance. Both the timing and method of making the distributions provided therein 
are extremely limited. The additional distributions covered by such proposed 
amendments are those payable from corpus alone, as, for example, those made in 
full or partial satisfaction of a residuary bequest, a widow’s statutory award 
or allowance under local law, a share in intestacy, and a will contestant’s share 
on a settlement. Such amendments are directed to and limited to remedying the 
particular hardships resulting from the operation of the attribution rules of the 
1954 code. 

II 


The advisory group in recommending amendments to section 663 (a) to exclude 
certain distributions of corpus by decedents’ estates from the operation of sections 
661 (a) and 662 (a) stated that “consideration should be given to granting 
relief retroactively to the effective dates of the 1954 code.” 

The adoption of the remedial amendments to section 663 (a) proposed by 
the advisory group will, if given effect retroactively to the effective date of the 
1954 code (August 17, 1954) upon the election of the taxpayer, be adequate to 
relieve against the injustice of the existing law. 

The purpose of granting to a taxpayer the right to elect that amended section 
663 (a) operate retroactively to the effective date of the 1954 code is to provide 
relief from the apparently unintended inequities caused by the application of 
sections 661 (a) and 662 (a) of the 1954 code. The amendments to section 663 (a) 
proposed by the advisory group are designed to correct such inequities pros- 
pectively. Prospective operation of those amendments, however, would not 
afford adequate relief to taxpayers. 

Retroactivity is necessary to afford relief to beneficiaries who have been 
subjected to taxation on income of an estate, although they were not entitled to 
share in estate income at all, being beneficiaries of corpus only. A residuary 
legatee, often the testator’s widow, has been adversely affected in this way. 
Others aggrieved, and entitled to retroactive relief, are beneficiaries who have 
been taxed on a disproportionately larger share of the estate income than they 
were entitled to or did receive, because of corpus distributions made to them, 
while other beneficiaries were taxed on less than the amount of estate income 
which they received. 

No constitutional difficulty would be raised by a provision which would give 
the amendments to section 663 (a) proposed by the advisory group retroactive 
effect to the effective date of the 1954 code upon the election of the taxpayer. 
Taxpayers who have been adversely affected by the existing attribution rules 
of the 1954 code would be able to elect retroactive operation of the amended 
section 663 (a) and thereby be relieved of hardship, while other taxpayers would 
be unaffected. Although some loss of revenue may be sustained, it may not 
exceed that which would result even in the absence of such retroactivity in view 
of the doubtful constitutionality of section 662 (a) of the 1954 code insofar as 
it results in a beneficiary being taxed on principal or on a larger part of the 
estate income than he was entitled to, or did, in fact, receive. 

The suggested retroactivity of the proposed amendments to section 663 (a) 
would eliminate the need for litigation testing the constitutionality of section 
662 (a) of the 1954 code, thus saying both the Government and taxpayers time 
and expense, while at the same time, remedying the injustice caused by the 
application of the arbitrary attribution rules of section 662 (a) to estate dis- 
tributions of corpus. 
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III 


The amendments proposed by the advisory group do not propose any radical 
and far-reaching change in the taxation of estate income such as that recom- 
mended by some. For example, it has been suggested that an estate should be 
taxed in the same manner as an individual for a specified period (such as 51 
months) and as a trust thereafter, unless the estate has elected to be treated like 
a trust. That type of proposal ignores the realities by continuing to tax income 
in which a number of beneficiaries have become interested in the same way as 
if the decedent were still alive. The inequities existing under present law, under 
this proposal, would continue unchanged in respect of estates which might elect 
to be treated like trusts. As to estates which might not so elect, other inequi- 
ties would result from taxing them as individuals. 

Under the proposal to treat estates as entities beneficiaries of medium-sized 
and large estates would be discriminated against, since the amount of tax on the 
income of such estates in many instances would be greater than would be payable 
in the aggregate by all beneficiaries entitled to receive it and to whom it is 
distributed. For example, in an estate with income of $30,000 which is distrib- 
uted to 5 beneficiaries, A, B, C, D, and E in equal shares, that is, $6,000 each, the 
tax payable by the estate under the proposal to tax estates as individuals would 
be approximately $13,000. The aggregate tax of the 5 beneficiaries would, 
however, amount to only $6,600 (approximate) under the existing law, assuming 
the following facts: 

(1) A and B each file joint returns and have no taxable income, after 
taking exemptions, deductions, and exclusions, except the $6,000 of estate 
income. Each would pay a tax on such income in the amount of $1,240, or 
a total of $2,480. 

(2) C files a joint return but has additional taxable income of $4,000. 
Adding the $6,000 of estate income to his other income would increase his 
taxes by $1,400. 

(3) D files a return as head of household and has additional taxable 
income of $2,000. Adding the $6,000 of estate income to his other income 
would increase his taxes by $1,420. 

(4) E files a separate return and has no taxable income after taking ex- 
emptions, deductions, and exclusions, except the $6,000 of estate income. 
He would pay a tax on such income in the amount of $1,360. 

The increase in tax resulting from treating an estate as an entity will be 
greater where the amount of estate income is larger and the result is aggravated 
by the graduated income tax rates. 

An estate should not be forced to elect trust treatment in order to avoid such 
disparity in taxes. That election would subject the estate to inappropriate pro- 
visions of the law designed for a different kind of entity. An estate, unlike a 
trust, has for its purpose the liquidation of assets, not the holding of assets over 
a prolonged period, and the same rules do not apply equally well to both situa- 
tions. Provisions of existing law, such as those requiring corpus distributions 
to be included in the income of beneficiaries (sec. 662 (a)), while operating 
reasonably well as applied to trusts where such distributions might otherwise be 
used to avoid tax, are both unnecessary and unjust when applied to estates 
where tax considerations can play no significant part in the distribution of 
corpus. 

Compulsory treatment of estates still in administration 51 months (or some 
other fixed time) after the death of the decedent as trusts would put a premium 
on estates which are liquid and can be readily distributed, while penalizing those 
which are not. Estates having productive but nonliquid assets might be placed 
in the position of having to sell at a sacrifice in order to avoid the inequities 
which would result in event of continued administration and treatment as 
trusts for tax purposes. 

Estates are of sufficient importance in law to merit a tax treatment designed 
for their own particular needs and peculiarities. The existing law, if amended 
in accordance with the proposal of the advisory group so as to broaden the 
class of corpus distributions which are included under section 663 (a) in apply- 
ing the attribution rules of sections 661 (a) and 662 (a), and if such amend- 
ment is given effective retroactively to the effective date of the 1954 code at 
the election of the taxpayer, will adequately meet the special needs of estates 
and remedy the inequities arising under section 662 (a) in respect of the 
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attribution of estate income. In those instances in which an estate administra- 
tion may be unduly prolonged, the Secretary of the Treasury (or his delegate) 
may within the framework of the existing law, take appropriate steps to tax the 
beneficiaries in accordance with the true situation. 

The Carman. Mr. Casner, do you have anything further to say in 
conclusion ¢ 

Mr. Casner. No. I think everybody has spoken his piece. If the 
committee has any further questions to address to us, we will certainly 
be glad to be at your disposal either now or at any other time. 

The Cuarrman. Mr. Casner, may I ask you one final question ? 

Have you determined the effect of your report upon the return to the 
point that you could advise us whether or not the adoption of these 
recommendations would bring some degree of simplification to the 
return ? 

Mr. Casner. Yes. We have had at all of our meetings representa- 
tives from the Internal Revenue Service that are particularly con- 
cerned with the form of the fiduciary return. These scan that 
we are making have been considered from the standpoint of seeing 
what they would do to the return. I think the shift of the charity to 
the position of a distributee will reduce to a considerable extent some 
of the present complexity of the fiduciary return. 

That has been a matter of concern with us and each time we have 
done anything we have tried to see to what extent it would affect 
the return itself. Our proposals, I think, as far as I recall, have 
always been in the direction of simplification and not adding further 
complexity to the return. 

The Carman. Mr. Casner, have you been able to reduce to statu- 
tory language the suggested changes and all of the suggested changes 
which are contained in the report ? 

Mr. Casner. In all instances, we have given you the statutory 
language we recommend that Congress enact. You will find our 
recommendations italicized in each statute to distinguish them from 
the present statute and we have struck through what has been left out 
of the present statute. 

The only thing we have not done that would have to be done in 
order to put our recommendations in final form would be to work 
out the provisions as to the effective dates. 

The Cuareman. That is what I had in mind. 

Mr. Casner. We have in our report recommendations as to what 
the effective dates should be but we have not drafted statutory lan- 
guage to carry out these recommendations. 

The Cuarmman. Would it be possible for us to do for your group 
as we agreed a few days ago to do for the subchapter C group and 
introduce a bill reflecting your views as to the appropriate effective 
dates of the various provisions that you recommend to us. 

Would it facilitate consideration of this matter by making a bill 
readily available to those interested if we introduce a bill for your 
advisory group, as the advisory group bill and, if so, how long would it 
take you to reach some conclusion with respect to effective dates? 

Mr. Casner. We have reached conclusions as to the effective date 
on all of the proposals that we have made. There is, as has been 
indicated here, not unanimous agreement on these effective dates, but 
we have at least a majority decision so far as the advisory group is 
concerned. 
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The Cuatrman. In all effective dates? 

Mr. Casner. Yes. We have considered with respect to every recom- 
mendation what should be the effective date of it. That is in our 
report here in general language but not in See language. 

he CuarrMAn. I wonder if you could make those facts clear to 
Mr. Stam before you leave town today so that the final preparation 
of the bill could be in progress. 

Mr. Casner. I shall be glad to. I can go through this report and 
mark as to each recommendation the effective date that we did agree 
on at the time this report was submitted. 

The Cuatrman. It is your thinking that it might facilitate making 
available the report’s recommendation. 

Mr. Casner. For my part, I should be very glad to have that course 
of action taken. We have not as a committee considered that question, 
but since we have an approval of the recommendations, at least from 
a majority, I should think it would be acceptable to the group to 
proceed in that way. 

The Cuarrman. It would be understood, of course, that it is not 
the bill of the committee, not my bill, but it is the bill which you as 
an advisory group recommend to our committee. 

Mr. Casner. Yes, sir. I should think that would be an excellent 
way to proceed. 

The Oscjmaneean If you will confer with Mr. Stam before you leave 
town I think we can get it in shape in a short time. 

Mr. Casner. Yes, sir. 

Mr. Mason. Mr. Chairman, this tentative bill that you expect to 
introduce would then be the foundation for the committee to work on 
later to produce a finished bill, if you want to call it that? 

The CHarrman. Yes. It would be referred to our committee for 
further consideration. Are there any further questions? If not, let 
me thank you gentlemen again for the very fine public service that you 
have rendered in connection with the preparation of this report and 
the many days and hours of study that you have given to it. I am 
sure that your work will receive every consideration by this committee. 

You have done an outstanding job and we want to thank you again 
for the contribution that you have made in assisting the committee 
with some of its very difficult problems, particularly, in a very complex 
and difficult area of the law. 

Thank you, gentlemen, each and every one of you. 

Mr. Casner. Thank you, sir. 

The CHatrman. Our next witness is Mr. J. S. Seidman. 

Will you identify yourself for the record ? 


STATEMENT OF J. S. SEIDMAN, ON BEHALF OF THE NEW YORK 
BOARD OF TRADE 


Mr. Semman. My name is J. S. Seidman. I am a member of the 
accounting firm of Seidman & Seidman. I appear on behalf of the 
New York Board of Trade. I ama member of its board of directors, 
executive committee, and finance committee. 

The Cuatrman. Mr. Reed wishes to be recognized. 

Mr. Reep. Mr. Seidman, we are very glad to have you here. You 
have appeared before this committee before and have made very con- 
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structive suggestions. I believe your brother-in-law is a very out- 
standing citizen of my district, Mr. Samuel Lasser. 

Mr. Seripman. That is right. 

Mr. Reep. We value him very highly. He has done wonderful work 
in our district. 

Mr. Serpman. Weare very pleased to hear that. 

The CuarrmMan. You are recognized, Mr. Seidman, for 10 minutes. 

Mr. Semman. Thank you, sir. 

You have granted me 10 minutes. Within that time I will try to 
outline the principles and pattern of a 10-point tax program that we 
think appropriate at this juncture of our country’s affairs. 

(1) Budget balance is first. Expenditures should be fixed at the 
lowest safe level. That attained, raise all the taxes needed to cover 
those expenditures. Furthermore, in determining whether the budget 
is balanced, provision should be made for a regular program of debt 
amortization, at least for the debt increase that is now proposed. 

(2) When rates are as high as they are now, fairness and equity 
are of utmost importance. We have a remarkable self-assessment sys- 
tem. The ability to keep our Government afloat stands or falls on 
taxpayer confidence. That confidence is jarred or toppled if two 
people making the same money over the same period of time wind up 
paying widely different taxes. 

The tax law is riddled with instances of this. Most notorious is the 
way the rate rackets hit risktaking or creative people, who will inher- 
ently have fluctuating income, and favor the fellow who plays it safe 
with resulting evenly spaced out income. The answer is obviously to 
figure income taxes on the basis of average income. 

(3) Tax favoritism, discrimination, and loopholes must go or, 
again, the seeds of taxpayer distrust are sown. The Mills bill, H. R. 
8381, does a fine job on some of these. We commend your chairman 
for sponsoring it. There are many more items to go. We urge you 
to wipe the slate clean while the going is still good. 

Just look at the way a mighty large and important segment of 
our economy—namely, proprietors and partners—take it on the chin 
merely because they did not file a paper incorporating their business. 
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Working for their own company instead of for themselves, they could 
have tax-exempt sick pa , group life insurance, health and accident 
payments, meals and aan tax-free death benefits, deferred com- 
pagent arrangements, pension and profit-sharing programs, and 
so forth. 

All of these are denied to proprietors and partners. We urge upon 
you the equality of treatment. The J ahien tame bills, H. R. 9 and 
10, would close some of the gap in respect to pension programs. We 
hope you will approve it. 

(4) There is another tax manacle around the wrists of proprietors 
and partners. Recent decisions and rulings hold that money spent 
by an individual to investigate a business proposition that is then re- 
jected is not deductible. In the most recent case, York, 29 TC, No. 60, 
the disallowance was for money spent by a developer of shopping cen- 
ters to determine whether a certain area could be Raed for indus- 
trial use. We think the holding is unsound and crippling from every 
point of view. We ask you to reverse it by an affirmative provision 
in the law that will make such business expenditures deductible. 

(5) A new look is needed at the entire field of tax exemptions. 
Whether it be exemption of income, exemption through deductions, or 
exemption of organizations, the effect is merely to get the other fellow 
to pick up the tab. Here are a few items in this area. 

(a) Giving to charity is noble and should be encouraged. 
Debasing charity to a tax gimmick should be stopped. 

(6) Cooperatives should not get a free ride, or close to it, when 
they are in competition with heavily taxed commercial enter- 
prise. 

(c) The law properly makes exempt organizations toe the 
mark and live up to a requirement that the organizations cannot 
feather the private nest of an individual. This applies to chari- 
ties, business and civic leagues, clubs, and so forth. There is one 
glaring and unfortunate exception—labor, agricultural, or horti- 
cultural organizations (section 501 (c) (5)). They can, with tax 
immunity, stuff the pockets of an insider. We think the excep- 
tion does not make sense. Had it been eliminated at the outset, 
it may have nipped in the bud some of the bizarre financial doings 
recently disclosed in the Senate racket investigationg. 
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(6) Small business starts with two tax strikes against it. Both 
should be eliminated. One has to do with the ability to attract capi- 
tal, the other with the ability to attract personnel. As to capital, a 
large company has access to the money markets and can float a bond 
issue, the interest on which gives it a tax deduction. 

A small company does not have this access. Furthermore, a debt 
issue is likely to jeopardize its credit. Its only real hope, therefore, 
is through private funds invested as capital. But there is no tax 
deduction for dividends on this capital. The small company is, there- 
fore, behind the tax lighthouse compared with the big ones. 

When public utility companies faced a somewhat similar problem, 
the solution applied was to allow deductions for dividends on pre- 
ferred stock, section 247. We suggest this same principle be applied 
clear across the board. 

(7) As for the personnel phase, large companies can make an at- 
tractive appeal to prospective executives, or those already in the com- 
pany, by angling efore the executives possible capital gains through 
stock options. That effective lure is closed to small companies. e 
reason 1s that, to make the tax advantage work, it is necessary to know 
the value of the stock with certainty. Large companies get that cer- 
tainty from the quotations on the stock exchange. Small companies 
do not have that. The door to executive stock options is, therefore, 
closed to small companies. 

We suggest that the law set a formula for the determination of 
value, merely for this purpose, and thereby enable small companies to 
get out from under their present tax handicap in the personnel race. 

(8) With tax rates as high as ours, the tax should be imposed on 
real income and not arbitrary definitions. Income, for tax purposes, 
should be on the same wavelength as true income under good account- 
ing. As things now stand, if a businessman, in a financial statement 
to his bank, showed the same income as he had to swear to in his income 
tax returns, he could well land in jail. 

For example, if 5 years’ rent is collected in advance it must all 
be reported in the tax return as income at the time collected. No 
current deduction is permitted for expenses that will have to be paid 
out in future years to earn that rent. Likewise, the full sales price 
of a product is immediately taxable, though the price includes a serv- 
ice guaranty on which the vendor must make good in later years. 

The law dealt with this area in 1954 and allowed precollected in- 
come to be spread and expense reserves to be deducted. The trouble 
was the law was too liberal. It pulled out all the stops. In 1955, 
it was retroactively repealed, pending further study. It is now 
almost 3 years later. We think the basic principle, with adequate 
safeguards, should now be enacted. 

(9) We would like to turn to an area that we hope is not immediate 
but is nonetheless urgent. We have reference to the need for a study 
now of a program of taxation to apply in an all-out emergency. In 
the past 40 years when such an emergency arose, an excess profits tax 








GENERAL REVENUE REVISION 2809 


was brought into the picture, although experience each time with that 
type of tax proved it to be unsatisfactory. 

We recommend that you designate an advisory group to explore 
this problem promptly and extensively. A thoroughly considered 
and appropriate tax program for an emergency can be half the battle 
in licking the emergency. 

(10) Finally, we urge upon you one other advisory group study. 
This would be a searching, critical, overall look at our wists tax 
structure. Many problems cry for attention. Here are some: 

(a) How the law says what it wants to say is mighty im- 
portant. The law must be clear and digestible for 60 million 
taxpayers. We now have a law that covers close to 1,000 pages, 
and contains so many technical complexities that although more 
than 3 years have passed since enactment, it has not been possible 
to complete some of the regulations. With high taxes, under- 
standability and administrability of the law are crucial. 

(6) Another problem that can bedevil our Nation is our ex- 
cessive reliance on the income tax. Close to 80 percent of our 
revenues come from that source. That is fine while our economy 
is looking up, but were we to experience a sustained tailspin, we 
would find that we were resting on quicksand. 

(c) Still a further area for study is that of Federal-State- 
local tax laws and allocations. The differences in laws of almost 
200,000 taxing agencies, the duplications, the administrative over- 
ae and jealousies, come at a tremendous cost to the Nation, not 
only in dollars but, even more important, man-hours. 

Our board believes that one way of coming to grips with these 
knotty problems is for you to get the benefit of the views of an ad- 
visory group composed of the best objective minds in the country. 
There must be no taint of party or politics, and the group must be 
prepared to reexamine the most fundamental Solna of the law, 
oe matter how strong the resistance from those now favored by the 
aw. 

That’s about it. I would like to revert, if I may, to the very first 
point; namely, the importance of a balanced budget. As Secretary 
Anderson said— 

Our military and our economic strength are inseparable. The Communist 
world would welcome the neglect by us of either. 

An unbalanced budget is supposed to have the virtue of putting 
more power in the hands of the people. All it really does is to aug- 
ment purchasing dollars. Unbalanced budgets tend to increase price 
levels, thereby neutralizing the meaningfulness of increased dollars. 

Increased price levels that come about in this way are an insidious 
and harmful tax. They corrode the citizens’ savings reflected in bank 
balances, savings bonds, life insurance, pension benefits, etc. 

Tax reduction is always welcome, but the road to it is through 
expenditure reduction. I realize that the expenditure part of the 
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equation comes before the Appropriations Committee, not yours. 
Nevertheless, you are influential Members of Congress and will have 
your say about spending. We, therefore, want you to know that we 
are fully aware that lipservice and pious resolutions by business won’t 
bring about expenditure reduction. 

There must be acceptance by everybody of the fact that expendi- 
ture reduction may temporarily curtail, or eliminate, advantages that 
certain groups, areas, or parties, now seemingly enjoy. The missile 
age is no excuse for $1 of unneeded expenditures. 

There is another weapon in the arsenal aimed at expenditure reduc- 
tion. That is the fact that 60 million taxpayers have a stake in it. 
For that reason, we urge that when tax reduction becomes feasible 
it be done through lowering of rates, rather than increasing exemp- 
tions. 

It may be politically cute ostensibly to remove millions of people 
from the tax rolls. It is not good for our Nation to dilute the tax con- 
sciousness that is indispensable for a reduction of expenditures. What 
is not good for the Nation will turn out not to be good politically. 

In signing off, I would like to say a word about tax rates. They 
sure are plenty high now. Yet I find that people do not hesitate 


to pay through the nose when survival requires it. But they also want: 


to feel that everyone is in the same boat, and that their neighbor is not 
getting away with it. For some, the high rates are palatable because 
the law gives them avenues to get out from under. It is far better, 
far more forthright, to lower the rates, but to have them apply uni- 
formly to all. 

Adam Smith, a great classical economist of the 17th century, said 
that taxation is the badge of a democracy. In this country we cer- 
tainly have a mighty big badge to show it. Let us make sure that the 
badge is also a clean one and that it fits in the same way all in the 
same circumstances. 

Your committee has the opportunity and responsibility of bold, 
courageous leadership in tax matters. With your continued wise 
exercise of it, we can show the world the great things possible under 
the system of free enterprise and freemen. 

The Cuarrman. Are there any questions of Mr. Seidman? 

Mr. Reep. Yes. 

The Cuarrman. Mr. Reed is recognized. 

Mr. Reep. Mr. Seidman, you are an outstanding businessman in 
New York City, are you not? 

Mr. Sempman. I am a professional man, sir. 

Mr. Reep. You are also engaged in business ? 

Mr. Seman. I am not personally in any business activity. Our 
clients are. 

Mr. Reep. We have had high snperment and high investment 
under our tax program. Does that indicate that everything is all 
right with taxes in this country ? 

Mr. Semman. What you are saying, Congressman, is correct, of 
course. We have had high investment and we have had high em- 

loyment. The thing that bothers me is that the kind of jobs, the 
ind of investment, the choice that employees or investors have, has 
become very much narrowed or affected by our tax system. 

For example, where a person lives, when and whom he marries, 
whom he unmarries, whether he works, when he works, whom he will 
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sell to, whether he will sell, are all questions that are at times domi- 
nated by taxes. The result is that we have taxes, instead of sound 
judgment or creative planning, controlling many of our decisions. 

That, I submit, is not wholesome in spite of the large number of jobs 
and high investment rate. 

Mr. Reep. How do you stand on the tax relief recommendations in 
the Joint Economic Report ? 

Mr. Seman. There are two recommendations that we are in full 
agreement with. One has to do with the right of a closely held corpo- 
ration to be taxed as a partnership. The other is the suggestion that 
estate-tax payments be spread over a period of 10 years. 

The additional recommendations, we think, involve some technical 
problems on which we would like to urge caution on your part. One 
of them has to do with allowance of a fixed amount, say $50,000, of 
used equipment that could be depreciated each year at a fast clip. 
Whenever a tax deduction pivots around a fixed amount like that in 
a fixed period, then a number of complications develop. 

For example, does the $50,000 in a partnership apply to each part- 
ner or to the entire partnership? In a company it applies only to the 
company. That creates pressure to organize as many companies as 
possible so that each company can get the benefit of the deduction. 

In the case of individuals, if it applies to each individual, there is 
a doubling in community property States where automatically there 
are 2 individuals rather than 1 individual, with any business activity 
conducted by a married man. 

Then you get into problems that deal with timing. The buying of 
$50,000 worth of used equipment on December 31 and another $50,000 
worth on January 2 makes $100,000 worth of equipment eligible 
whereas buying $100,000 worth at either of those dates results in 
only $50,000 being eligible. 

If fast depreciation for used equipment is sound at all, then there 
ought to be no limitations. If it is unsound, then there ought. not to 
be any special deviation. 

Likewise, with the other recommendation that has to do with allow- 
ing an ordinary deduction for loss on stock investments in small en- 
terprise. Again, you create the same problems of amounts and of 
time. We think that if you will adopt the provision whereby closely 
held companies can report as partnerships, any loss in the business 
will then become reportable by the partners as an ordinary loss, and 
that will take care of most of the problem. 

Mr. Reep. What are your views on individuals having to show re- 
imbursed expenses in their returns? 

Mr. SrempMan. That is a very interesting and also a very serious 
administrative problem. 

The problem divides itself into two categories: One is where an ex- 
pense allowance is made to an executive, and the other is where the 
executive is reimbursed specifically for identified expenditures. 

In the case of the allowance to the executive, I think that existing 
requirements should continue and that the executive be required to 
report the amount of the allowance as income, and then take as a 
deduction whatever he can show he is entitled to. In addition, I 
would require the corporation to file an information slip reporting 
the expense allowance to the Government. 
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Today the rule is that if the executive submits some sort of ac- 
counting for the funds the company does not have to make such a 
report. My view is to require the report no matter what type of 
accounting is submitted by the executive. 

So heh for the expense allowance. So far as the reimbursed ex- 
pense is concerned, that has no business whatsoever on the individual’s 
return. It is the expense of the company and the Government has 
ample facilities to catch up with the expenditure in the examination of 
the company’s return. 

In supplementation of existing procedures, if it were deemed neces- 
sary to bring that phase into sharper focuse, if any additional line 
were required on a return, it would seem to me that the line should 
be on the corporation’s return. The corporation should be required 
to disclose the aggregate expenditures for travel and entertainment 
and promotion. 

Then in supplement of that, a schedule might be required of the 
amounts that have been paid from that total to the group that we 
might colloquially call the insiders—the officers, the directors, the 
high-paid employees. This would be the group where there is not 
likely to be any real dealing at arm’s length. With that sort of an 
approach, and considering that it is the practice of the Service to 
examine the corporation and the so-called insiders at the same time, 
it seems to me that the expense account problem might begin to be 
solved. 

Mr. Reep. Thank you very much, sir. I notice that in your paper 
you believe that the one way to insure tax reduction safely 1s to reduce 
the expenditures of the Government. 

Mr. Seman. That is correct, sir. 

Mr. Reep. Thank you very much. 

The Cuatrman. Are there any further questions of Mr. Seidman? 

If not, Mr. Seidman, we thank you for coming to the committee and 
giving us your views. 

Mr. Semman. Thank you for the opportunity. 

The Cuarrman. Our next witness is Mr. Lee I. Park. 

Although we recall with pleasure your previous appearances before 
the committee, for the purpose of this record, will you identify your- 
self by giving your name, address, and the capacity in which you 


appear ? 


STATEMENT OF LEE I. PARK, CHAIRMAN OF THE SECTION OF 
TAXATION OF THE AMERICAN BAR ASSOCIATION ; ACCOMPANIED 


BY WILLIAM R. SPOFFORD AND EUGENE F. BOGAN 


Mr. Park. My name is Lee I. Park. I reside in Virginia and I 
practice law in Washington in the Shoreham Building. I am chair- 
man of the section of taxation of the American Bar Association and 
I am appearing here in that capacity today. 

Mr. Chairman, if I may be permitted to do so, I would like to have 
Mr. Spofford and Mr. Bogan sit here with me and help me out. 

ae CuatrMAn. For purposes of the record, will you identify 
them 

Mr. Park. Yes. On my right is Mr. William Spofford of the firm 
of Ballard, Spahr, Andrews & Ingersoll of Philadelphia. Mr. Spof- 
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ford is vice chairman of the section of taxation of the American Bar 
Association. 

On my left is Mr. Eugene Bogan, I am sure you all know Mr. 
Bogan and Mr. Spee ase, too. Mr. Bogan is a member of the firm of 
Sharp & Bogan of Washington, D.C. He is chairman of our coordi- 
nating committee. He screens our legislative recommendations and 
our comments from members which are submitted to the staffs of 
Congress and the Treasury Department with respect to legislation. 

The Cuarrman. Mr. Park, y would like to say that Mr. Bogan 
served as chairman of the special advisory group to the Subcommittee 
on Internal Revenue Taxation dealing with the reorganization and 
administration of the Internal Revenue Service. 

Mr. Park. Mr. Chairman, I was going to mention that because I 
was going to mention the fact that we are proud of our people havi 
served on those advisory groups and proud of the grand job whic 
they have done. 

I have heard their testimony on the three subchapters, (C), (J), and 
(K), and I think they have done a stupendous job. I think the com- 
mittee is to be congratulated in going about the job in that way. 

The Cuarrman. Thank you, sir. You are recognized for 40 min- 
utes. Can you complete your presentation in that time? 

Mr. Park. I will try to doso, sir. 

I would like to make a statement first, Mr. Chairman. In view of 
some of the comments that were made this morning in connection with 
the American Bar Association and the section of taxation, I would like 
to assure this committee that it is the desire of the section of taxation 
and of the American Bar Association to cooperate with this committee 
in every way that we possibly can. 

The Cuatrman. I am sure that all of us so recognize. Certainly it 
would never be the purpose of the tax section to delay final considera- 
tion by this committee of any proposal to improve the tax law. 

Mr. Park. Insofar as submitting official recommendations of the 
American Bar Association is concerned, we are subject to some limita- 
tions. However, we have, I think, cooperated without submitting 
official recommendations, in this way. We solicited comments, for 
example on H. R. 8381, from members and they were submitted to the 
staffs of the joint committee of the Treasury Department, not as recom- 
mendations of the American Bar Association—because they could not 
be submitted that way—but as the informed views of individual law- 
yers, eeibar of our section of taxation, for whatever benefit they 
might be. 

Unfortunately, you might have them disagreeing with each other. 
You might have one member taking one position and another member 
taking the exact opposite position. We hope that they had some 
worthwhile thoughts that could be used by the staffs, at least as far as 
technical matters are concerned. 

We have prepared and filed a mimeographed statement which I 
assume you have, to which is attached a booklet. The first three and 
a little better pages of the mimeographed statement is a general, some- 
what detailed oe of what is in the booklet and # I may do so, 
I should like to state briefly what it is. 

The Cuarrman. Yes. 

Mr. Park. The booklet contains 56 proposed recommendations for 
legislation. Fifty-four of those recommendations would provide for 
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amendments of the Internal Revenue Code of 1954. There are two in- 
cluded in an appendix which are related to tax, but do not directly 
involve the Internal Revenue Code. One has to do with the social 
security system and laws, and the other has to do with venue for suits 
by corporations for refunds of taxes. 

On that latter one, we assumed that the Judiciary Committees of 
the Congress would be interested and we filed copies of that recom- 
mendation with the Judiciary Committees and Mr. Celler has intro- 
duced a bill using our recommendation with respect to venue for 
suits by corporations. 

The 54 recommendations for amendment of the Internal Revenue 
Code of 1954 have been compiled in the order of the code under the 
appropriate subtitle, chapter, subchapter, and part, and numbered 
consecutively 1 through 54. I shall refer to them in that manner. 

The releases with respect to these hearings stated that there would 
be no oral testimony with respect to H. R. 8381. Six of the recom- 
mendations in this booklet do cover subjects—in fact, they closely 
parallel, I think, in purpose and effect similar recommendations in 
H. R. 8381 except for effective dates. We shall not discuss those. 

We hope that the entire booklet and the statement may be incorpo- 
rated in the record as it contains all of our tax section recommenda- 
tions pending at this time. 

The Cuarrman. Mr. Park, there is no question in my mind about 
the advisability of putting your entire statement in the record and, 
without objection, the entire statement will be included in the record 
at this point. 

(The statement is as follows:) 


STATEMENT OF LEE J. PARK, CHAIRMAN OF THE SECTION OF TAXATION OF THE 
AMERICAN Bar ASSOCIATION, ACCOMPANIED BY WILLIAM R. SporrorD AND 
EUGENE F. Bogan 


Mr. Chairman and members of the Committee on Ways and Means, my name 
is Lee I. Park. I am chairman of the section of taxation of the American Bar 
Association. I am here to present the recommendations of the association for 
legislation in certain Federal tax areas which we understand to be within the 
score of these hearings. 


GENERAL STATEMENT WITH RESPECT TO PROPOSALS 


The section has proposed, and the house of delegates of the association has 
approved, 54 different recommendations for amendment of the Internal Revenue 
Code of 1954. Two other recommendations relating to taxes, but not directly 
involving amendments of the code, have also been approved since the 1954 code 
was enacted; one deals with the social security system and laws, and the other 
proposes a change in the provisions of the Judicial Code with respect to venue 
for suits by corporations for refunds of Federal taxes. 

All of the 56 proposals, to which I have referred, are set forth in the attached 
booklet. The 54 proposals for amendment of the Internal Revenue Code of 1954 
are numbered consecutively 1 through 54 under the appropriate subtitle, chapter, 
subchapter, and part of the code. The other. two, which do not involve any 
amendment of the Internal Revenue Code, are shown in an appendix. We 
have assumed that the proposal with respect to venue for suits for refunds by 
corporations would also be of interest to the Judiciary Committees. Copies 
have been filed with the chairmen of those committees, and a bill, H. R. 9817, 
has since been introduced by Mr. Celler, Chairman of the Judiciary Committee 
of the House. 

The news releases with respect to these hearings stated, among other things, 
that no testimony would be received with respect to H. R. 8381. The attached 
booklet, Which was prepared for the purpose of including all of the tax section 
recommendations in one compilation as well as for submission here, includes six 








GENERAL REVENUE REVISION 2815 


recommendations which relate to items covered by H. R. 8381. My discussion 
of the recommendations, therefore, will be limited to other other 48 recommenda- 
tions for amendment of the code, but it may be of interest to you to know that, 
except for differences in effective dates, the six recommendations to which I 
referred; namely, Nos. 2, 6, 9, 49, 51, and 53 in the attached booklet, closely 
parallel, in purpose and effect, sections 3, 12, 16, 70 (a), 71 (a), and 72 of H. R. 
8381. 

The other 48 proposed amendments of the Internal Revenue Code of 1954 are, I 
believe, clearly within the scope of these hearings as announced in the news 
releases. We are, accordingly, presenting them at this time and urge that they, 
or their equivalent in purpose and effect, be incorporated in the Federal tax laws. 
In this connection, however, I should also point out that 31 of the 48 were sub- 
mitted to the Subcommittee on Internal Revenue Taxation in November 1956. 
It it is appropriate to do so, we also at this time urge this committee to consider 
the two recommendations set forth in the appendix. 

Some of our proposals would close what we consider to be loopholes that 
permit unintended benefits under the present law; some, on the other hand, 
would eliminate what we believe to be unwarranted discriminations against tax- 
payers under the present law ; some would cure what we consider to be errors of 
omission in the present law; others would correct what we consider to be mere 
imperfections in the present law; and some would simply clarify ambiguous pro- 
visions of the law and thus avoid controversy and litigation. 

The 48 proposals cover a considerable range of the code. Thus, as may be 
readily seen by reference to the table of contents, we have, under chapter 1 of 
subtitle A, with respect to income taxes, proposed amendments under the following 
subchapters: Subchapter B, dealing with the computation of taxable income; 
subchapter C, dealing with corporate distributions and adjustments ; subchapter 
F, dealing with exempt organizations; subchapter I, dealing with natural re- 
sources, with particular reference to carved-out production payments ; subchapter 
J, dealing with taxation of income of estates, trusts, beneficiaries, and decedents ; 
subchapter K, dealing with partners and partnerships ; subchapter N, dealing with 
tax based on income from sources within or without the United States with 
particular reference to Western Hemisphere trade corporations; subchapter O, 
dealing with gain or loss on disposition of property, with particular reference to 
certain basic rules; subchapter P, dealing with capital gains and losses; and sub- 
chapter Q, dealing with readjustment of tax between years, with particular 
reference to payments for services rendered for a period of 36 months or more. 

We have three proposed estate and gift tax amendments under subtitle B. 
We also have several procedure and administration amendments under subtitle F. 

I do not mean to imply, by referring to this rather long list of reeommended 
changes, that we have covered all of the problems that merit consideration. 

We know that there are numerous other problems. These are all that have been 
processed through the association’s house of delegates up to this time. The 
entire code is under constant study by our committees, and I anticipate that, in 
due course, we shall have further recommendations to present for your consid- 
eration. 

COMMENT ON CERTAIN PARTICULAR RECOMMENDATIONS 


Since each of the recommendations in the attached booklet is accompanied by a 
general explanation of its purpose and effect, I do not propose to take up the 
time of this committee in discussing all of the recommendations. There are, 
however, certain recommendations and situations which I believe should be 
mentioned. 

First, I think I should mention four recommendations which might appear 
to involve departures from, or modifications of, previous policy patterns. The 
four are Nos. 7, 8, 16, and 48. For convenience, and without intending any 
significance thereby, I shall discuss them in the order of the numbering. 


NO. 7. EXPENSES INCURRED IN ADVOCATING OR OPPOSING LEGISLATION 


Recommendation No. 7 would allow a deduction, for income tax purposes, 
of certain expenses incurred in advocating or opposing legislation. The regula- 
tions have consistently disallowed all such expenses—and the courts have con- 
sistently held that the regulations have the force and effect of law by virtue 
of successive re-enactments of the statutory provisions under which the regula- 
tions were promulgated. We are not proposing that all expenses which may be 
incurred for advocating or opposing legislation should be allowed. Unquestion- 
ably, public policy considerations require that the benefit of a tax deduction be 


20675 O—58—pt. 3——-25 








2816 GENERAL REVENUE REVISION 


denied as to some expenses incurred for such purpose. But we do not believe 
that there should be any public policy against a taxpayer appearing, or em- 
ploying representatives to appear for him, before committees of Congress or 
other legislative bodies for the urpose of urging or opposing legislation which 
would affect his business or property interests. 

In this connection, it may be appropriate to observe that many people appear 
before the committees of Congress by invitation. In fact, I suspect that an 
example of this may be the appearances before this committee in connection 
with these hearings, which we understand include representatives of interested 
taxpayers as well as the Government. This, we believe, is not only proper but 
is the best, if not the only way, in which a committee can make informed 
decisions as to what legislation would be in the best public interest. We propose, 
therefore, that certain expenses incurred for such limited purpose should be 
allowed as a deduction if they are otherwise of a deductible character. 

The CHatrman. I have some question in my mind about including 
in the record material that is already available to the committee and 
to the staff in pamphlet form. I think it would serve our purpose 
just as well for this not to be included in the record, since it is avail- 
able to each member of the committee and to the members of our 
staffs. 

Mr. Park. Very good, sir. We can make more copies readily avail- 
able to you. 

Mr. Reep. May I ask a question ¢ 

The CHarrman. Yes, Mr Reed. 

Mr. Reep. I have been looking over your pamphlet and I am very 
much interested. How many recommendations did you say there are / 

Mr. Park. There are 54 recommendations for amendment of the 
Internal Revenue Code of 1954, 6 of which parallel recommendations 
in H. R. 8381, so that there are only 48 left. 

Mr. Reep. I notice here in this pamphlet you have 251 recommenda- 
tions, is that right? 

Mr. Park. Two hundred and fifty-one ? 

Mr. Reep. I had the wrong pamphlet. I amsorry. 

Mr. Park. I might say, Mr. Chairman, the statement is integrated 
with the booklet. 

The Cuarrman. If we need additional copies of this pamphlet you 
would be glad to make them available? 

Mr. Park. Yes, sir. 

The Cuarrman. You may proceed. 

Mr. Park. Mr. Reed, do you understand the number of recom- 
mendations we have in the booklet now ? 

Mr. Reep. That is what I want.to know. 

Mr. Park. We had 54 in the booklet for amendment of the In- 
ternal Revenue Code of 1954, 6 of which are not appropriate for 
these hearings because they are in H. R. 8381. 

Mr. Reep. I see. 

The Cnamman. There are 48 recommendations in the pamphlet 
that have to do with matters other than H. R. 8381. 

Mr. Park. Yes, sir, insofar as the code is concerned. 

Our proposals might be broken down into a considerable number 
of categories. I think we can say this: Quite a numberof them would 
close what we consider to be loopholes that permit unintended bene- 
fits under the present law. Some, on the other hand, would eliminate 
what we believe to be unwarranted discrimination against taxpayers 
under the present law and some would simply cure what we consider 
to be errors of omission. 
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The Cuamrman. That is in the area of the 48 recommendations ? 

Mr. Park. Yes, sir; others would correct, what I would call for 
lack of a better term, mere imperfections in the law. Others would 
simply clarify provisions of the law in order to avoid litigation and 
controversy. They cover a considerable range of the code. I have 
listed them on page 3 of the statement. 

Of course, they are readily apparent from an examination of the 
table of contents, the particular subchapter and so forth under which 
they appear and a topic description of each recommendation. Each 
recommendation is set forth in proposed statutory language and each 
recommendation is accompanied by an explanation. 

I now come to that part of my statement on page 4 which is headed 
“Comment on Certain Particular Recommendations.” I have just 
referred to the fact that each recommendation has an explanation ac- 
companying it. For that reason I do not propose to take up the time 
of this committee in discussing all of them and I doubt if it would 
be appropriate to discuss all of them because some of them are mere 
clarifying amendments and I believe the release stated that there was 
not to be any oral testimony with respect to those. 

The CHarrMan. That is right. 

Mr. Park. There are, however, certain recommendations and situ- 
ations which I should like to mention. First, I should like to men- 
tion four recommendations which might appear to involve departures 
from or modifications of previous policy patterns. I might say, Mr. 
Chairman, I had some question in approaching this problem because 
the release indicated that only policy questions might be considered. 
The four to which I refer are Nos. 7, 8, 16, and 48 in the attached 
booklet. Without intending any significance thereby, I shall discuss 
them in the order of the numbering. 

Recommendation No. 7 would allow a deduction for income-tax 
purposes of certain expenses occurred in advocating or opposing leg- 
islation. The regulations have consistently disallowed all such ex- 
penses—and the courts have consistently held that the regulations have 
the force and effect of law by virtue of successive reenactment of the 
statutory provisions under which the regulations were promulgated. 

We are not proposing that all expenses which may be incurred for 
advocating or opposing legislation should be allowed. Unquestion- 
ably, public policy considerations require the denial of some deduc- 
tions, but we do not believe there should be any public policy against 
a taxpayer appearing, or employing representatives to appear for him, 
before committees of Congress or other legislative bodies for the pur- 
pose of urging or opposing legislation which would affect his business 
or property interests. 

In this connection, it may be appropriate to observe that many peo- 
ple appear before the committees of Congress by invitation. In fact, 
I suspect that an example of this may be the appearances before this 
committee in connection with these hearings, which we understand in- 
clude representatives of interested taxpayers as well as the Govern- 
ment. This, we believe, is not only proper but is the best, if not the 
only way, in which a committee can make informed decisions as to 
what legislation would be in the best public interest. 

We propose, therefore, that certain expenses incurred for such lim- 
ited purpose should be allowed as a deduction if they are otherwise of 
a deductible character. By that we mean they must otherwise be 
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ordinary and necessary business expense or nonbusiness expenses un- 
der section 212. 

The Cuatrman. In other words, you are saying, Mr. Park, that you 
are not in favor of disallowing them for this specific reason if they 
otherwise qualify as expenditures necessary to a trade or business. 

Mr. Park. They must qualify as an ordinary business expense or as 
a nonbusiness expense under the present statutory Tee Other- 
wise, they cannot be allowed under our proposal. They can be allowed 
only if they do qualify, but these limited expenses for this limited 
purpose, we say, should be allowed and that there should be no public 
policy against the allowance of these limited deductions. 

Mr. Baxer. On that very point, you mean the expenses of lobbyists 
are not deductible now ¢ 

Mr. Park. No, sir. 

Mr. Baxer. There is no deduction allowed whatever by a full-time 
lobbyist ¢ 

Mr. Park. That is my understanding, sir. 

Mr. Baxer. I should know, too. I never realized that there was 
no deductibility whatever. 

Mr. Park. There is nothing in the statute. The statute allows ordi- 
nary and necessary business expenses. 

Mr. Baxer. I thought expenses incurred in a business or profession. 

Mr. Park. I think many people have thought that. This question 
started out back in, I believe, 1924 or 1926—I am not sure exactly— 
when we had a general deduction provision in the law. It was not 
broken down like we have it now. 

The Treasury issued a regulation that expenses incurred for advo- 
‘ating or opposing legislation would not be allowed, the reason being 
public policy. Then it was broken down in the Revenue Act of 1926 
or 1928, 1926 I think, where we had 23 (a), allowing ordinary and 
necessary business expenses, and then we had a deduction to charitable 
organizations. 

That same regulation that had been promulgated under the old gen- 
eral statute was put in the regulations under the deduction for con- 
tributions to charitable organizations, but was not put under sec- 
tion 23 (a). 

There was some question then as to whether ordinary and neces- 
sary business expenses would be allowed since the regulations did not 
exclude the deduction under 23 (a), but the Supreme Court held that 
the regulation was applicable to the deduction, no matter under what 
section it came. 

Mr. Baker. Ifa full-time salaried lobbyist ? 

Mr. Park. I think that is right. 

The Cuarrman. Mr. Park, did not some of this trouble arise be- 
cause of the conflict within the statute over the effect of section 23 
in this area and the old section which has now become section 501 ? 

Mr. Park. That is right; section 23 (a) and section 23 (q). 

The Cuarrman. The Congress enacted legislation—I have forgotten 
just when, but in recent years—with respect to section 501, putting 
in the prohibition against exemptions, in the instance of organizations 
that would otherwise be exempt from tax, if they engaged substan- 
tially in an effort to effect legislation in the Congress. 

I think that may have lent some of the confusion that presently 
exists, the new section supplanting section 23. 
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Mr. Park. Our proposal is, you will note, limited to hearings before 
committees of Congress or preparing statements for the purpose of 
committees of Congress. We had great argument in our tax section 
as to where the line should be drawn. There was a question as to 
whether or not advertising and so forth in connection with a refer- 
endum should be allowed. Our group was not willing to recommend 
that that be allowed as a deduction. 

Mr. Reep. Pardon me, Mr. Chairman. 

The Cuarrman. Mr. Reed? 

Mr. Reep. Did you come to any final conclusion at all in regard 
to the language to be drawn ? 

Mr. Park. We have drawn it on this basis: Expenses incurred for 
the purpose of appearing before committees of Congress or preparing 
statements to be submitted to the committees of Congress, 

Mr. Reep. Those would be deductible ? 

Mr. Park. Yes. 

Mr. Reep. Not the traveling expenses ? 

Mr. Park. Traveling expenses; ves. 

Reasonable expenses (including but not limited to traveling expenses and the 
cost of preparing testimony) incurred by a taxpayer in connection with appear- 
ances before or submissions of statements to, the committees of Congress, or any 
legislative body of a State, a Territory, or a possession of the United States or 
any political subdivision of any of the foregoing, or of the District of Columbia, 
shall be deductible from gross income if the expenditures for such purpose other- 
wise qualify as deductions under either section 162 or section 212— 
that is, as ordinary and necessary business expenses or as nonbusiness 
expenses. 

Mr. Rrep. What do you mean by “qualify” in that ? 

Mr. Park. It must be ordinary and necessary business expenses 
under section 162 or nonbusiness expenses within the statute under 
section 212. 

Mr. Reep. Thank you. Thank you, Mr. Chairman. 

The CuarrmMan. Mr. Park, has not most of this trouble arisen since 
1934 when the Congress wrote in the prohibition against exempt or- 
ganizations engaging in propaganda ¢ 

Mr. Park. I think that is right, Mr. Chairman. 

The Cuarrman. Is it not also true that the Supreme Court itself, in 
some cases, has construed this prohibition, which is confined to section 
501. to other sections ? 

Mr. Park. That is right. They said it applies under the old 1939 
code, section 23 (a). 

The Cuatrman. Mr. Mason? 

Mr. Mason. Yes, Mr. Chairman. I want to try to get clear in my 
mind what this means. I am a businessman and to further my own 
interests I spend a good deal of money preparing a statement to pre- 
sent to the committees of Congress to try to persuade them to see it 
my way. Then I am asking now that I will be able to deduct that 
amount of expense—travel expense—and so forth, to further my 
own interests, from my taxes; is that the point ? 

The CHarrman. Mr. Park is pointing out that under existing Treas- 
urv regulations, it is not deductible. 

Mr. Mason. That you cannot deduct ? 

The Cuatrman. That is right. 

Mr. Mason. I have it clear now. 
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Mr. Park. The next one of the 4 is our recommendation No. 8 in 
the attached booklet, which would allow deductions for expenses in- 
curred in connection with estate planning. 

At the present time, expenses incurred by a taxpayer during his 
life for the management of his property held for the production of 
income are allowable as a deduction, as a nonbusiness expense, under 
section 212. 

There seems to be grave doubt, however, whether expenses incurred 
by him for the disposition of his property at death are an allowable 
deduction. For example, apparently the Treasury Department will 
allow the deduction of the expenses incurred in connection with the 
creation of a revocable trust of income-producing property but would 
probably deny a deduction for expenses incurred in connection with 
the creation of an irrevocable trust or the drafting of a will. 

The CyHatrman. Are there not some Tax Court cases upon which 
the Treasury can rely? 

Mr. Park. I think there are. There is more confusion in this area 
than in the other one. 

We believe that the cost of planning for the proner management or 
disposition of pronerty at death should be treated the same as the cost 
of plannine for its management or disposition durine life: further. 
that the nlannine for the management of property during life and 
its disposition after death are so interrelated that nothing but con- 
fusion in the administration of the tax laws can result from attemnts 
to draw such an arbitrary distinction. 

Recommendation No. 8 would eliminate anv such distinction by 
allowing a deduction in the case of an individual for expenses in- 
curred— 
in connection with planning, arranging for, or making, by will, revocable or irrev- 
ocable trust or otherwise, a donative or testamentary disposition of property or 
any interest therein, including proceeds of insurance, by such individual, whether 
or not such disposition becomes effective. 

Recommendation No. 16 would limit the exemption of churches. 
conventions, or associations of churches, under sections 511 and 512 of 
the Internal Revenue Code of 1954. to that portion of the unrelated 
business income of the church which is attributable to the investment 
of its own funds. and would exclude from the exemption that portion 
of the unrelated business income attributable to borrowed funds other 
than business accounts payable and certain evidences of specified short- 
term indebtedness. 

It is believed that there have been. for some considerable period of 
time, fairlv widespread abuses, or attempted abuses. of the present pro- 
visions which exempt all of the unrelated business income of churches 

The principal form of abuse at which our pronosal strikes hos been 
the use of “shoe-strine” purchases bv churches of stock of closelv held 
corporations as a “bail-out,” in effect. of the earnings of such cornore- 
tions to the stockholders. A tynieal method followed in such cases is 
for the stockholders of the closely held cernoration to sell their stock, 
or for the corporation to sell its assets. to the ehurch for a certain nrice. 
with the downpayment. usually a fairly substantial amount, beine 
naid out of the cornoration’s own cash funds which the church acauires 
by liauidatine the cornoration or de*larine a tax-free dividend. with 
the rest being paid only out of, and contingent upon, the future tax- 
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exempt earnings realized from the business; and frequently, if not 
usually, with little or no investment by the church. 

The selling stockholders are secured by a mortgage back and a long- 
term contract under which they continue to operate the business to 
all intents and purposes as they had operated it prior to the sale. In 
some of the more flagrant cases, it is understood that the sellers also 
have a repurchase option which would leave the church a fairly good 
profit for its bother but small in amount compared to the saving the 
sellers hope to accomplish by taking all of the earnings at capital gain 
rates in payment of the purchase price. 

Thus, the church risks only a token investment, if anything at all, 
and the seller pays himself a handsome price with his own earnings 
which, by virtue of the arrangement, are not burdened, or reduced, 
by taxes until they reach his hands, as capital gains. In short, until 
he is paid off, he, in effect, borrows the church’s exemption. 

Although we think this is a serious loophole in the law, we do not 
propose to make the change applicable to anyone who has relied upon 
the liberality of the present total exemption. Thus, it will be noted 
that we are not only proposing to limit the applicability of the sug- 
gested amendment to taxable years beginning after date of enactment, 
but we also propose to exclude from the effect of the amendment all 
acquisitions or improvements of trades or businesses, or properties used 
thereon, which occurred on or before such date of enactment. 

I think it should also be noted that, under our proposal, churches— 
like other exempt organizations—will continue to receive tax-free 
income from rented property and—unlike other exempt organiza- 
tions—will continue to receive tax-free income from the active conduct 
of a business to the extent purchased with their own funds or with 
donated funds or property. 

The Cnarrman, Is this a widespread development ? 

Mr. Park. We understand it to be so from the members of our 
section. 

The Cuatrman. It does not come in just one area or it is not just 
one case / 

Mr. Park. No, we have understood it to be fairly widespread. 

The CHAIRMAN. Sn 

Mr. Park. No. 48—Civil fraud statute of limitations: Recommen- 
dation No. 48 would provide an 8-year statute of limitations in cases 
of civil fraud. At the present time, there is a statute of limitations 
against the assertion of a deficiency against a taxpayer who has filed 
a return but committed no fraud. 

There is also a statute of limitations against criminal prosecution 
where the taxpayer has filed a fraudulent return. But there is no 
statute of limitations which would bar the collection of a deficiency 
ina case where the return was fraudulent. 

It is our understanding that the policy back of the statute of limi- 
tations with respect to criminal prosecutions is not that the taxpayer 
should be excused from his sins, but that there should be a statute of 
repose because of the difficulty of proof incident to the passage of time, 
such as loss or destruction of records or the dimming of memories. 

If we are right that this is the policy back of the statute of limi- 
tations on criminal prosecutions, it seems to us that the same con- 
siderations justify a statute of repose in civil fraud cases. Perhaps, 
because the loss of property is not so serious as the loss of one’s per- 
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sonal liberty, the statute should be longer in the case of civil fraud 
than in the case of criminal prosecution. 

For that reason, we have suggested a period of 8 years for civil 
fraud rather than the 6-year period now provided for in the case of 
criminal prosecutions. 

No. 17—Treatinent of “carved out” production payments: I be- 
lieve that some comment is also appropriate in connection with rec- 
ommendation No. 17. That recommendation would provide for treat- 
ing as ordinary income, rather than capital gain, the proceeds of sales 
or exchanges of certain carved-out, production payments, with respect 
to oil, gas, or other minerals, and in taxing the donor of such carved- 
out production payments on the proceeds of the sale of production 
attributable to such payments when received by the donee. 

The recommendation would accomplish this by way of a new 
section 633, and necessary conforming amendments of ste mais 
of the code, which are very similar to the provisions of H. R. 9559 
(84th Cong., 2d sess.). This recommendation was approved by our 
house of delegates, and H. R. 9559 was introduced, before the Supreme 
Court granted certiorari in five cases which involved the question of 
whether the creation or sale of carved-out oil payments resulted in 

‘apital gains or ordinary income under the present law. 

T hose cases, all decided by the Fifth Circuit, are Scofield v. O’Connor 
(241 F. 2d 65), Commissioner v. Weed (241 F. 2d 69), Commissioner 
v. P. G. Lake, Inc. (241 F. 2d 71), Commissioner v. Wrather (241 F. 
2d 84), Fleming v.Commissioner (241 F. 2d 78). (Certiorari was 
granted in all five cases on June 3, 1957.) 

It is possible, therefore, that some of the objectives of this recom- 
mendation may be accomplished by court decisions under the present 
law. The Fifth Circuit, I think, had suggested in one of its cases 
that legislation might be desirable. 

The Cuamman. Would you think it would be the better part of 
wisdom for the committee to delay taking any action in this area 
until the Supreme Court has had an opportunity to interpret existing 
law? 

Mr. Park. Yes, sir; that is why I mentioned those cases were 
pending. 

The CHatmman. Hold it up until we find out from the Supreme 
Court its interpretation of existing law so we would know what 
should be done, if anything. 

Mr. Park. Recommendations closely paralleling, or dealing with 
subjects covered by, other recently introduced bills: 

In addition to recommendation No. 17, dealing with sale of carved- 
out production payments, and the 6 which parallel provisions in 
H. R. 8381, as I have already noted, there are also at least 4 other 
recommendations in the attached booklet which deal with subjects 
that have been covered by other recently introduced bills. 

They are recommend: ation No. 37, dealing with basis of joint tenan- 
cies In community property States (H. R. 2525 by Mr. Utt and H. R. 
5676 by Mr. Magnuson) ; No. 38 entice with adjustment to basis of 
property acquired from a decedent prior to his death for predeath 
depreciation or depletion (H. R. 8622 by Mr. Herlong) ; No. 47, pro- 
viding for Peay of mechanic's liens in certain circumstances (S. 
514 by Mr. Curtis, H. R. 451 by Mr. Smith of Mississippi, H. R. 5281 
by Mr. Taylor, and H. R. 7637 by Mr. Smith of Wisconsin. There is 
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also No. 52, providing for an extension of the statute of limitations so 
that a taxpayer can change his election to deduct, or take credit for, 
foreign taxes in connection with a net operating loss carryback so 
long as he has a right to claim the carryback (H. R. 8766 by Mr. Fre- 
linghuy sen), but I am inclined to think we should not have included it. 

Both No. 52 and H. R. 8766 refer to the statute of limitations with 
respect to foreign taxes, but Mr. Frelinghuysen’s bill does not cover 
the point that we cover in our recommendation No. 52. 

There is one that I should mention that is not in the statement. That 
is our recommendation No. 39, providing for a stepped-up basis for a 
restricted stock option passing on death. That point has been covered 
by H. R. 9035, which I believe probably has become law. It has 
passed the Senate and probably has become law by this time. 

The Cuarrman. I know that it has passed the Senate. I do not 
know whether it has been signed yet. 

Mr. Park. We had a question in our minds as to whether the bill 
went as far as we did, whether it did not leave a possible loophole, but 
[ hope it is all right. 

The Cuarrman. You mean there is a possibility that the bill has a 
loophole ? 

Mr. Park. Not if the regulations are right. I hope it is all right, 
but under what we think to be the reading of the plain language of the 
statute, section 421 (d) (6), we thought it was necessary to amend 
that provision in order to make it perfectly clear that there would not 
be a loophole. 

The Cuarrman. There certainly was not intended to be one when 
we considered it. 

Mr. Park. That isright. I know that. 

I might say that our concern about these piecemeal approaches is 
that we will leave a loophole or create a hardship some other place. 

I would like, Mr. Chairman, if I have time, to come back later to 
two of these that I have referred to and explain them a little further. 

I now come to the reports of the advisory groups. I have heard 
the reports of the advisory groups, and, as I have stated before, I was 
very much impressed with them. On subchapter J, our recommenda- 
tions Nos. 18, 19, and 20 relate to provisions of subchapter J, and I 
believe are the equivalent in purpose and effect, insofar as they go, 
with the counterparts on the same matters included in the advisory 
group’s report. 

No. 18 disallows the deduction under section 642 for charitable 
deductions. 

The Cuairman. The bar takes that position, too, does it? 

Mr. Park. Yes, sir. We do not go on to that other question, that 
difficult question of tiers. We have not resolved that. 

Our No. 19 deals with the treatment of capital gains for the purpose 
of distributable net debt income under section 648, and is, J feel sure, 
the equivalent in purpose and effect of the advisory group’s proposal. 

No. 20 deals with the treatment of corpus charges; in other words, 
that they will be charged against corpus to the extent that there is 
corpus and only the balance will be charged against income. I believe 
it is similar to the advisory group’s report. I think they may have 
done a more finished job of drafting. 

On subchapter K we have 15 recommendations. They are recom- 
mendations Nos. 21 through 35. T heard their report and I have tried 
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to study and make a comparison between our recommendations and 
their proposals, and I believe I can say—I may find those who disagree 
with me—that until we get to the collapsible partnership provisions 
we completely parallel, slightly different language, but I don’t believe 
there is any different intention. 

The Carman. You disagree with them with respect to the treat- 
ment of collapsible partnerships ¢ 

Mr. Park. On the collapsible partnerships they have an ingenuous 
new rule for simplification. We are in agreement with them insofar 
as the sale of a partnership interest is concerned. 

In other words, we haven’t changed the present pattern. We haven't 
proposd to change the present pattern. Where we differ, I think, 
with respect to the retiring partner or the successor of a deceased 
partner. Our proposal would leave that in the collapsible provisions. 

They have devised an ingenuous method for taking care of receiv- 
ables, I think, by providing for the accrual of those receivables. They 
leave, however, the question of substantially appreciated inventory 
in the case of a retiring partner and I think the question is whether 
there can be juggling w ‘ith that in the first place. They pay that price 
for simplicity, and of course they also say that someone is going to 
pay tax on that income on the substantially appreciated inventory 
very shortly. I raise this question : I think that is true in the ordinary 
case where the partnership is on the first-in-first-out basis, but I raise 
the question as to wether that is true in the case of “life” inventory 
which ‘an be carried on ad infinitum. 

We have only two recommendations under subchapter C, proper, 
Nos. 12 and 13. No. 12 would prohibit the deferment of unrealized 
appreciation on property distributed by one corporation, as a dividend 
in kind, to another corporation, where the latter is not entitled to a 
dividends received deduction. 

No. 12 parallels the advisory group proposal, but again I think they 
have done a better job of drafting. They have done what we have 
said we were doing in our explantion. I think our language actually 
did a little more than we said we were doing in our explanation. That 
is the situation where you have dividends to or from a foreign corpora- 
tion and that is what our proposal is intended to cover. 

The Cuairman. Do you use the same ratio in determining treat- 
ment ? 

Mr. Park. We didn’t have a ratio. That is dealing with the divi- 
end received credit. 

The CHarrman. Do you go into that ? 

Mr. ParK. We propose ‘to disallow referment where you have a 
foreign dividend—and a dividend received credit is denied. 

The Cuarrman. And it is denied now? 

Mr. Park. That is right. 

It is denied now and so we would treat that as an ordinary dividend, 
just like they would. 

The Cuarrman. I see. That is in order to enable them to get the 
dividend credit which they can’t get now. Is that the purpose? 

Mr. Park. If they can’t get the dividend received credit we see no 
oecasion for postponing the income. 

No. 13 would describe certain corporate debts to stockholders which 
should be treated as debts for all purposes of the code and not as 
equity capital for any such purpose—in other words, a nonexclusive 
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mechanical rule to be applied in the so-called thin corporation situa- 
tions. This also closely parallels recommendations by the advisory 
group on subchapter C. 

With respect to thin corporation obligations, we do have this differ- 
ence: They recommend a ratio of 5 to 1. We have recommended a 
ratio of 10 to 1. We have this in our recommendation that they do 
not have. I don’t know whether we have accomplished anything by it 
or not but it relates, Mr. Chairman, to a question you asked and that 
was whether or not we took care of the situation on the other side and 
definitely exclude from the debt situation certain obligations. We 
haven't done that but we were very conscious of it and we tried to 
put in an evidence rule that if the taxpayer could not qualify under 
our restrictions he would have the preponderance of the evidence in 
establishing the debt. I am not sure just how much that accom- 
plishes. We were conscious of that point but we didn’t think we could 
pinpoint that line that you suggested might be drawn. 

I think the explanations for so few recommendations in the sub- 
chapter C area may be that our committees have been waiting for the 
advisory group report, which was only recently made available, be- 
fore coming to grips with the many problems in that area. 

In this connection, however, I think I should point out that, while 
we have only 2 recommendations for admendment of subchapter C, 
proper, we have 2 other recommendations for amendment of other 
provisions of the 1954 Code which affect corporate distributions. Ree- 
ommendation No. 10 would amend section 246 and 172 so as to elimi- 
nate a certain presently imposed restriction on the dividends received 
deduction allowed to corporations in certain situations. Recommen- 
dation No. 40 would amend section 1201 so as to make it clear that 
taxable income, for the purpose of computing the 4-percent dividends 
received credit under section 34, includes capital gains. 

Perhaps some further explanation of recommendation No. 10 is in 
order as its purpose is to eliminate the possibility of a particularly 
incongruous and, we believe, unintentional result under the present 
law. Under the present law, as you know, a dividend received by one 
domestic corporation on the stock of another domestic corporation 
is included in the income of the recipient but reduced by a “dividends 
received” deduction of 85 percent thereof. 

The aggregate of certain deductions, however, including the divi- 
dends received deduction, is limited to 85 percent of taxable income 
computed without regard to such deduction. But then there is a 
further provision which says that such taxable income limitation 
shall not apply for any taxable year for which there is a net operat- 
ing loss. Various possible results of these provisions are illustrated 
in the explanation of this recommendation. 

As shown by the illustration, where there is a net operating loss 
(exclusive of any dividend income or deduction), which is not in 
excess of 15 percent of the gross dividends, the dividends received 
deduction is computed, not on the gross dividends, but on the lesser 
amount of taxable income, computed without any dividends received 
deduction. 

On the other hand, if such net operating loss exceeds 15 percent of 
such gross dividends, the dividends received deduction is computed 


upon the basis of gross dividends and not on the lesser amount of the 
so-called taxable income. 
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Thus a taxpayer, who makes every effort to hold his operating loss 
(exclusive of dividends) to a minimum may find himself severely 
penalized as compared with the more careless and inefficient tax- 
payer. For example, in the illustration in the explanation of recom- 
mendation No. 10, a reduction of $1 in the net operating loss (ex- 
clusive of dividends) increases the tax liability by $127,500. Rec- 
ommendation No. 10 would eliminate the pousibility of such a 
penalty. 

In connection with the advisory group reports, including the report 
on Internal Revenue Administration as well as subchapters C, J and 
K, I would like to say that they are all under consideration by our 
committees and we shall, no doubt, have further recommendations 
to make with respect to them in due course. 

In this same connection, I would also like to observe for the record 
that we take pride in the fact that many of those serving on each 
group are also active members of the tax section of the American 
Bar Association. Although we cannot officially endorse their recom- 
mendations in the reports, except to the extent that such recom- 
mendations have been officially approved by the house of delegates of 
the American Bar Association, I can say that they are all men of 
outstanding ability in the tax field and their views are highly re- 
spected by both the tax section and the association on tax matters. 

This concludes my statement and I would like to thank the chair- 
man and all of the members of the committee for granting us this 
opportunity to appear and present our recommendations. 

The CuHatrman. Mr. Park, when you began your testimony you 
called our attention to the tax section’s list of legislative reecommenda- 
tions. I had not at that time had an opportunity to read your pre- 
pared statement. I think actually so far as this record is concerned 
it cannot be completed on the basis of your prepared statement with- 
out also including the pamphlet containing your legislative recom- 
mendations. 

I think that this ought to be included in the record for clarification 
of the record. I ask unanimous consent, therefore, that it be in- 
cluded, as Mr. Park has originally suggested. Without objection it 
will be included in the record. 

(The document referred to follows :) 
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FOREWORD 


The Section of Taxation of the American Bar 
Association has proposed, and the House of Dele- 
gates of the Association has approved, fifty-four 
recommendations for amendment of the Internal 
Revenue Code of 1954. The Section has also pro- 
posed, and the House of Delegates has also ap- 
proved, two other recommendations relating to 
Federal taxes; one urges the adoption of H.R. 
7770 (84th Cong., Ist Sess.)* dealing with the 
social security system and laws, and the other 
proposes a change in the provisions of Section 
1402 of Title 28 of the United States Code deal- 
ing with venue for suits by corporations for re- 
funds of Federal taxes. 

The fifty-four recommendations for amend- 
ment of the Internal Revenue Code of 1954 are 
set forth below under the appropriate “Subtitle,” 
“Chapter,” “Subchapter” and “Part” of the said 
Code; the other two are set forth in an Appendix. 


* Reintroduced in the 85th Congress as H.R. 239. See 
also H.R. 8309, 85th Congress. 
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SUBTITLE A—INCOME TAXES 


CHAPTER 1—NORMAL TAXES AND SURTAXES 
Subchapter B. Computation of Taxable Income. 


Part II. Items specifically included in gross income. 


1. TO EXTEND THE APPLICATION OF SECTION 71(a) OF THE 1954 CODE 
TO PAYMENTS RECEIVED UNDER CERTAIN PRIOR AGREEMENTS 


AND DECREES WHERE THE PARTIES THERETO AGREE TO ITS 
APPLICATION 


Resolved, That the American Bar Association recommends to the Congress 
that the provisions of the Internal Revenue Code of 1954 be amended to provide 
that where the parties agree thereto in writing (1) the provisions of subsection 
71(a)(2) of the 1954 Code shall also apply to payments received under agrec- 
ments executed prior to the date of enactment of the 1954 Code and (2) the 
provisions of subsection 71(a)(3) shall also apply to payments reccived under a 
decree entered prior to March 1, 1954; and 

Be It Further Resolved, That the Association proposes that this result be 
effected by amending Section 71(a) of the Internal Revenue Code of 1954; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendments or their equivalent in purpose and effect upon the proper 
committees of Congress: 


Sec. 1. Section 71 is amended to read as follows (eliminate the matter struck 
through; insert new matter in italics): 


(a) GeneraL RuLe.— 


(1) Decree or Divorce or Separate Maintenance.—lIf a wife is divorced 
or legally separated from her husband under u decree of divorce or of sepa- 
rate maintenance, the wife’s gross income includes periodic payments 
(whether or not made at regular intervals) received after such decree in 
discharge of (or attributable to property transferred, in trust or otherwise, 
in discharge of) a legal obligation which, because of the marital or family 
relationship, is imposed on or incurred by the husband under the decree or 
under a separate instrument incident to such divorce or separation. 

(2) Writren SEPARATION AGREEMENT.—If a wife is separated from her 
husband and there is a written separation agreement 

is-title, the wife’s gross income includes periodic 
payments (whether or not made at regular intervals) received after such 
agreement is executed which are made under such agreement and because 
of the marital or family relationship (or which are attributable to prop- 
erty transferred, in trust or otherwise, under such agreement and because 
of such relationship). This paragraph shall not apply to periodic payments 
received under wrilten separation agreements execuled before the date of 
the enactment of this title, unless the husband and wife both consent in 
writing to tts application; nor shall this paragraph apply if the husband and 
wife make a single return jointly. 
— (3) ‘Ifa wife is separated from her husband, the wife's gross income 
includes periodic payments (whether or not made at regular intervals) 
received by her after the date of the enactment of this title from her 
husbanc under a decree entered-after-March—tt064, requiring the husband 
to make the payments for her support or maintenance. This paragraph 
shall not apply to periodic payments received under a decree entered prior 
to March 1, 1954, unless the husband and wife both consent in writing to 
tts application; nor shall this paragraph. apply if the husband and wife 
make a single return jointly. 
Sec. 2. Taxable Years to Which Applicable. These amendments shall be appli- 
cable to taxable years ending after the date of enactment thereof. 
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Explanation 


Section 71 of the 1954 Code added a new provision including in the income of the wife 
periodic payments made under written separation agreements executed after the date 
of enactment of the 1954 Code. Such payments are deductible by the husband. The pro- 
vision was not made applicable to separation agreements entered into prior to the date 
of enactment of the Code in order to prevent the possibility of upsetting arrangements 
which had theretofore been worked out with the understanding that the wife would not 
include the payments in her income. The proposal would make Section 71 applicable to 
preexisting agreements if both parties to the agreement elected to bring themselves 
within the new provisions. 


2. AMORTIZATION OF PREMIUMS ON TAX-EXEMPT BONDS HELD BY 
DEALERS 


Resolved, That the American Bar Association recommends to the Congress 
that the provisions of the Internal Revenue Code of 1954 be amended to require 
dealers in tax exempt securities to amortize premiums in the same manner as 
other holders of tax exempt bonds; and 

Be It Further Resolved, That the Association proposes that this result be 
effected by amending § 75 of the Internal Revenue Code of 1954; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendments or their equivalent in purpose and effect upon the proper 
committees of Congress: 

Sec. 1. Section 75(a) is amended by deleting the word “short-term” in the 
five places where it appears in the section. 

Sec. 2. Section 75(b) is amended to read as follows (eliminate the matter 
struck through): 

(b) Derinitions.—For purposes of subsection (a)— 

(1) The term “ehertterm municipal bond” means any obligation issued 
by a government or political subdivision thereof if the interest on such 
obligation is excludable from gross income ; ; 





*e* 


Sec. 3. Taxable Years to Which Applicable. These amendments shall be appli- 
cable to taxable years ending after the date of enactment thereof. 


Explanation 


A dealer in tax-exempt securities is not required to amortize bond premiums on bonds 
disposed of within thirty days and bonds with a maturity or call date more than five 
years from time of acquisition with the result that he has an ordinary loss on such dispo- 
sition which is in fact attributable to non-taxable interest payments. It is proposed to 
remove the 30 day and five year rules so that a dealer is treated the same as any other 
holder. 


Part III. Items specifically excluded from gross income. 


3. EXTENSION OF EXCEPTION APPLICABLE TO CERTAIN INSURANCE 
POLICIES TRANSFERRED FOR A VALUABLE CONSIDERATION 


Resolved, That the American Bar Association recommends to the Congress that 
the provisions of the Internal Revenue Code of 1954 providing an exception to 
the general rule limiting the exclusion from gross income of amounts received 
under a life insurance contract paid by reason of the death of the insured be 
extended to certain additional categories; and 


20675 O—58—pt. 3 26 








| 
i 
i 


2832 GENERAL REVENUE REVISION 


Be It Further Resolved, That the Association proposes that this result be 
effected by amending Section 101(a)(2)(B) of the Internal Revenue Code of 1954; 
and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 


following amendment or its equivalent in purpose and effect upon the proper 
committees of Congress: 


Sec. 1. Section 101(a)(2)(B) is amended to read as follows (insert new matter 
in italics) : 
(B) if such transfer is to the insured, to a spouse, former spouse, parent, 
lineal descendant or adopted child of the inaured, to a partner of the insured, to 
a partnership in which the insured is a partner, to a corporation in which the 
insured is a shareholder or officer, or to a shareholder of a corporation in order 


to fund, in whole or in part, @ buy and sell agreement relating to stock of the 
corporation in which the transferee and the insured are shareholders. 


Sec. 2. Taxable Years to Which Applicable. This amendment shall be appli- 
cable to taxable years ending after the date of enactment thereof. 


Explanation 


The 1954 Code provides two exceptions to the general rule that in the case of a trans- 
fer for a valuable consideration amounts paid by reason of the death of the insured 
under a life insurance contract are excludible from gross income only to the extent of 
the consideration and premiums paid by the transferee. The first exception restates 
prior law. The second exception is new and is applicable only if the transfer is made to 
certain enumerated persons. 


The proposed amendment would extend the second exception to apply to certain 
persons jn addition to those enumerated in the Code. Those who are included in the 
propose:l amendment could initially buy a policy on the life of the insured without 
adverse income tax consequences. Therefore, it does not seem desirable to exclude any 
of these persons from the general exempting provisions of the 1954 Code. 


Part VI. Itemized deductions for individuals and corporations. 


4. DEDUCTION OF CONTRIBUTIONS UNDER DISABILITY BENEFIT PLANS 


Resolved, That the American Bar Association recommends to the Congress that there 
be added to the Internal Revenue Code of 1954 a provision permitting the deductibility 
of contributions paid into private disability benefit plans; and 


Be It Further Resolved, That the Assocation proposes that this result be effected 
by amending Section 164 of the 1954 Code by adding thereto a new subsection; and 

Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendment or its equivalent in purpose and effect 
upon the proper committees of Congress: 


(1) Section 164 is hereby amended by changing subsection (f) to subsection 
(g) and by inserting a new subsection (f), reading as follows: 


“(f) CONTRIBUTIONS UNDER DISABILITY BENEFIT PLANS.—If 
under the laws of any State, contributions are required to be made either 
under a private disability benefit plan or other like plan or into a State dis- 
ability benefit fund or other like fund, any amount paid or accrued under such 
private plan in accordance with the laws of such State shall be allowed as a 
deduction to the extent that it does not exceed the amount which would be 
required to be paid into or accrued for such State fund in the absence of such 
private plan and which would be allowable as a deduction if paid into or 
accrued for such State fund.” 


(2) Taxable Years to Which Applicable. This amendment shall be applicable 
to taxable years ending after the date of enactment thereof. 


Explanation 


It appears that the laws of some states, in providing for disability benefit programs, 
permit a choice between participation in a state plan or participation in a private plan. 
From the standpoint of the employer, it would appear that deductions for contributions 
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to such a plan should be allowed as ordinary and necessary expenses of the trade or 
business, and that the allowance would not depend on whether the plan was a state 
plan or a private plan. On the other hand, from the standpoint of the contributing 
employee, a deduction would be available only if the contribution were paid as a tax. 
The contribution might constitute a tax under a state plan, but never under a private 
plan. 

The proposal made by § 133 of H.R. 4825 contemplated that employces contributing 


under a private plan would be allowed the same deductions as would be allowable if 
they contributed under the state plan. 


5.*TO EXTEND TO NON-CORPORATE TAXPAYERS THE PRIVILEGE OF 
CARRYING OVER EXCESS CONTRIBUTIONS IN ONE YEAR AS DE- 
DUCTIONS FOR THE TWO SUCCEEDING YEARS 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to extend to non-corporate taxpayers the 
privilege of carrying over excess charitable contributions in one year as deductions 
for the two succeeding years; and 


Be It Further Resolved, That the Association proposes that this result be effectuated 
by amending section 170 of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation are 
directed to urge the following amendment, or its equivalent in purpose and effect, 
upon the proper committees of Congress: 


Section 1. Section 170(b)(2) is amended by striking out the last sentence and 
inserting, after subsection 170(b) (2), a new subsection 170(b) (3) as follows: 


“(3) Individuals and Corporations.—The excess of any contribution, made in 
a taxable year by an individual or a corporation over the amounts deductible under 
the applicable limitations of this section, shall be allowable as a deduction in each 
of the two succeeding taxable years for so much of said excess, not previously 
deductible, which together with such succeeding years contributions shall not 
exceed the applicable limitations of this section. Excess contributions of a char- 
acter covered by section 170(b)(1)(A) shall retain that character for the 
purpose of deductions in succeedin taxable years.” 


Section 2. Section 545(b)(2) (relating to undistributed personal holding company 
income) is amended by striking out the reference “Section 170(b)(2)” in the last 
sentence of the section and inserting in licu thereof the reference “Section 170(b) (2) 
and Section 170(b) (3)”. 


Section $. Section 381(c) (9) (relating to carryovers in certain corporate acquisi- 
tions) is amended by striking out the reference “Section 170(b)(2)” wherever it 
appears and inserting in lieu thereof the reference “Section 170(b) (2) and Section 
170(b) (3)”. 

Section 4. Section 556(b) (2) (relating to undistributed foreign personal holding 
company income) is amended by striking out the reference “Section 170(b) (2)” in the 
second sentence and inserting in lieu thereof the reference “Section 170(b)(2) and 
Section 170(b) (3)”. 


Section 5. Section 170(b) (1) (B) is amended by inserting after the word “but” in 


the second sentence, the phrase: “, after taking into account other charitable contribu- 
tions,”’. 


Section 6. Taxable years to which applicable. —The amendment made by this 


section shall be applicable to taxable years ending after the date of enactment of this 
Act. 


Explanation 


Section 170(b) (2) of the 1954 Code “allows a corporation which has made deductible 
gifts in excess of the 5% limitation in any one year to carry over the excess con- 
tributions as deductions to the two next succeeding taxable years, (to the extent that 
the 5% ‘allowance’ is not utilized in such succeeding years). The purpose of this 
provision, said Senator Martir. in introducing it, is to prevent loss of all or a part of 
the deduction where a contribution is made early in the year in anticipation of substan- 
tial profits which are later wiped out or drastically reduced through unforeseen events, 
and also to minimize curtailment of corporate contributions in periods of reduced 


* Also includes conforming amendments under Subchapter C, Part Vo“ Carryovers.” 
Subchapter G, Part 11, “Personal Holding Companies” and Part I], “Foreign Personal Holding Companies.” 
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‘income. Yet this Amendment raises and leaves unanswered a conspicuous question. 


If the reasons offered in support of the Amendment were adequate to justify another 
exception to the percentage limitations on deductible contributions (and we do not 
doubt that they are), why should the benefits of the Amendment be confined to cor- 
porate taxpayers? The arguments offered in support of the Amendment would seem to 
be equally pertinent in the case of individuals engaged in business as partners or sole 
proprietors, and are not peculiarly applicable to corporations alone.” (27 Rocky Mt. 
L. Rev.— (1955) ) 


6. AMORTIZATION OF PREMIUMS ON BONDS WITH CALL DATE 


Resolved, That the American Bar Association recommends to the Congress 
that the provisions of the Internal Revenue Code of 1954 be amended to require 
the amortization of bond premiums to date of maturity, irrespective of earlier 
call date; and 

Be It Further Resolved, That the Association proposes that this result be 
effected by amending §171(b) of the Internal Revenue Code of 1954; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendments or their equivalent in purpose and effect upon the proper 
committees of Congress: 


Sec. 1. Section 171(b)(1)(B) is amended to read as follows (climinate matter 
struck through) : 


(b) AMorTizaBLeE Boxnp PremMium.— 
(1) AMountT or Bono PremMium.—For purposes of paragraph (2), the 


amount of bond premium, in the case of the holder of any bond, shall be 
determined— 


“(B) with reference to the amount payable on maturity -oron—earlier 
. . A ’ 7 . ; . , . 
-sueh—iseue}, and” 


Sec. 2. Section 171(b)(2) is amended to read as follows (eliminate matter 
struck through): 





(2) AMounT AmorTIzABLE.—The amortizable bond premium of the taxable 
year shall be the amount of the bond premium attributable to such year. In 


the case of a bead described in subsection (c)(1)(B) te aa 





Basin ate tac ebhak ack ce he amount of bond premium aitetahia 
to the taxable year in which the bond is called shall include an amount equal 
to the excess of the umount of the adjusted basis (for determining loss on sale 
or exchange) of such bond as of the beginning of the taxable year over the 
amount received on redemption of the bond or (if greater) the amount paya- 
ble on maturity. 


Sec. 3. Taxable Years to Which Applicable. These amendments shall be 


applicable to taxable years ending after the date of enactment thereof. 


Explanation 


Prior to the 1954 Code bond premiums were generally amortized over the 
period from date of ecquisition to maturity or earlier call date. Thus taxpayers 
were able to write premiums off against ordinary income. If the bonds were not 
called and were sold by the taxpayer at a premium, such premium would be 
subject to capital gains tax only. This was modified partially by the 1954 Code 
which required amortization to maturity date in the case of bonds with a call 
date not more than three years from date of issue. However, the same result 
as before the 1954 Code change can be accomplished by the use of bonds with 
call dates slightly more than three years from date of issue. 

It is recommended that the arbitrary three-year pericd be eliminated so that 
taxpayers will be required to umortize premiums over the period to maturity 
in all cases. If bonds are called prior to maturity, the unrecovered premium will 
be deductible as an ordinary loss. 
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7. EXPENSES INCURRED IN ADVOCATING OR OPPOSING LEGISLATION 


Resolved, That the American Bar Association recommends to the Congress 
that the provisions of the Internal Revenue Code of 1954 be amended to permit 
the deduction of reasonable expenses incurred in advocating or opposing legis- 
lation; and 

Be It Further Resolved, That the Association proposes that this result be 


effected by amending the Internal Revenue Code of 1954 by adding thereto a 
new section; and 


Be It Further Resolved, That the Section of Taxation is directed to urge the 


following amendment or its equivalent in purpose and effect upon the proper 
committees of Congress: 


Sec. 1. The Internal Revenue Code of 1954 is amended by adding a new 
Section 178 reading as follows: 


- 178, EXPENSES OF ADVOCATING OR OPPOSING LEGISLA- 
TION 


Reasonable expenses (including, but not limited to, traveling erpenses and 
the cost of preparing testimony) incurred by a tarpayer in connection with 
appearances before, or submission of statements to the committees of Congress 
or of any legislative body of a Ntate, a Territory or a possession of the United 


States, or any political subdivision of any of the foregoing, or of the District 
of Columbia, shall be deductible from gross jncome if the expenditures for 


such purposes otherwise qualify as deductions under either section 162 or 
section 212. 


Sec. 2. Taxable Years to Which Applicable. This amendment shall be appli- 
cable to taxable years ending after the date of enactment thereof. 


Explanation 


The legislative process today is conducted in such fashion that taxpayers may incur 
certain expenses, such as those in connection with appearances before Congressional com- 
mittees, which, although technically lobbying expenses, are nevertheless ordinary and 
necessary business expenses. It is recommended that reasonable expenses (including 
traveling expenses, the cost of preparing testimony and the like) incurred by a taxpayer 
in connection with appearances before or submission of statements to the committees of 
Congress or of any other legislative body should be deductible from gross income. 


Part VII. Additional itemized deductions for individuals. 


8, DEDUCTION FOR EXPENSES OF ESTATE PLANNING 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to permit a deduction for expenses of 
estate planning; and 

Be It Further Resolved, That the Association proposes that this result be effected 
by amending Section 212 of the 1954 Code; and 

Be It Further Resolved, That the Officers and Council of the Section of Taxation are 
directed to urge the following amendment, or its equivalent in purpose and effect, 
upon the proper committees of Congress: 


(1) Section 212 is amended by eliminating the period in the heading of that 
section and by adding the words “AND LISPOSITION OF CERTAIN PROP- 
ERTY.”; by eliminating the “or” after Clause 2; by eliminating the period and 
substituting “; or” after Clause 3; and by inserting thereafter the following: 

“(4) in connection with planning, arranging for, or making, by will, 
revocable or irrevocable trust, or otherwise, a donative or testamentary 
disposition of property or any interest therein, including proceeds of insurance, 
by such individual, whether or not such disposition becomes effective.” 

(2) Taxable Years to Which Applicable. This amendment shall be applicable 
to taxable years ending after the date of enactment thereof. 


Explanation 


The question of recommending a statutory change to permit an individual to deduct 
estate planning expenses from his income for Federal income tax purposes has been 
considered before. 
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After considering the various approaches to the problem, the Committee has concluded 
that a change should be recommended permitting the deduction of estate planning 
expenses. Such legislation should be broadly drafted to include all aspects of estate 
planning and all legitimate costs and expenses incurred in connection therewith. 

The purpose of any such recommendation, if made, should be the clarification of an 
area of the law which has caused very substantial controversy between the Treasury 
Department and taxpayers, and has produced arbitrary results. It is difficult for any 
taxpayer to understand why the Treasury Department will presumably allow a 
deduction of the expenses incurred in connection with the creation of a revocable trust 
of income producing property, while it will probably deny a deduction for such ex- 
penses incurred in connection with the creation of an irrevocable trust, or the drafting 
of a will. In an involved overall planning for an individual, an attempted allocation 
between deductible and non-deductible expenses becomes arbitrary and often farcical. 

Section 212 of the 1954 Code expanded § 23(a)(2) of the 1989 Code to permit an 
additional deduction by an individual for expenses incurred in the determination, 
collection or refund of any tax. Broadly construed, the new section might appear to be 
at least a partial solution to this problem. But, when the section is read in the light 
of the Committee Reports, it seems clear that such was not intended. In any event, a 
great deal of confusion and controversy will result unless there is clarification. 
§ 212(3), however, does represent a departure from the Treasury Department’s under- 
lying premise that the 1939 Code permitted deductions of non-business expenses only 
with respect to property which produced income for the taxpayer. The line drawn 
between permissible and non-permissible deductions under the 1939 Code was extremely 
hard to justify. The apparent line of iemarcation in the 1954 Code is completely 
arbitrary. Proper planning for the management of property during life and its 
disposition after death are interrelated and nothing but confusion in the administration 
of the tax laws can result from attempts to draw such arbitrary distinctions under a 
provision as ambiguously worded as is Section 212. 

Since there has been an increasing tendency realistically to approach taxation from 
the standpoint of the burden that a family unit should bear, it appears proper to 
permit as an additional deduction to an individual all the expenses incurred in ar- 
ranging for the disposition of his property during his life and after his death. 

The Committee is aware that adoption of this proposal might lend some encourage- 
ment to the unauthorized practice of law, but is of the opinion that it would not be in 
the best interests of taxpayers or the bar to limit the deduction to attorneys’ fees 
and expenses. If there is merit in the recommendation, it should apply to all legitimate 
expenses incurred by the taxpayer in connection with estate planning. The question 
of unauthorized practice of the law should not be injected into a taxing measure. 

It is to be noted that the words “estate planning” do not appear in the suggested 
provision set forth above. There has been a studied attempt to avoid use of these 
words because their meaning is imprecise. While it is recognized that detail in a 
provision of this nature is generaHy undesirable, it was deemed necessary, and appro- 
priate, to use some explanatory language in order to provide clarity in, and under- 
standing of, the proposed provision. , 


Part VIII. Special deductions for corporations. 


9. FURTHER RESTRICTIONS UPON THE DEDUCTION ALLOWED TO CORPO- 
RATIONS FOR DIVIDENDS RECEIVED 


Resolved, That the Amcrican Bar Association recommends to the Congress 
that the provisions of t..c Internal Revenue Code of 1954 reluting to the deduc- 
tion allowed to corporations for dividends reccived be made inapplicable to 
dividends upon stock purchased cum-dividend und sold ex-dividend in order to 
obtain a capital loss; and 

Be It Further Resolved, That the Association proposes that this result he 
effected by amending § 246(a) of the Internal Revenue Code of 1954 to add a 
new subparagraph (3); and 

Be It Further Resolved; That the Section of Taxation is directed to urge the 
following amendment to § 246(a) or its equivalent in purpose and effect upon 
the proper committees of Congress: 


Sec. 1. Section 246(a) is amended by adding at the end thereof a new sub- 
paragraph (3) as follows (insert new matter in italics): 


(a) Depuction Nor ALLowep For DivipENps From Certain CorporaTions.— 
The deductions allowed by sections 243, 244, and 245 shall not apply to any 


r 
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dividend from— 
eee 


(3) a corporation where the stock in respect of which the dividend is 
received ts sold by the taxpayer— 


(A) in the case of preferred stock upon which the dividend has ac- 
crued for more than a year, after a holding period which is not longer 
than 90 days; and 


(B) in all other cases, after a holding period which is not longer than 
15 days. 


Sec. 2. Taxable Years to Which Applicable. This amendment shall be appli- 
cable to taxable years ending after the date of enactment thereof. 


Explanation 


The purpose of this amendment is to close a loophole in the 1954 Code by which a 
corporation may profitably obtain a capital loss to offset a capital gain. Stock pur- 
chased shortly before a dividend date can be sold immediately following the dividend 
date at a loss approximately equal to the amount of the dividend, thus creating a capital 
loss (or in the case of a securities dealer, an ordinarly loss). Because of the dividends 
received deduction, the cost to the corporation of thus offsetting the 25% tax on capital 
gains is only 7.8% of the amount of the dividend (15% of the ordinary income tax rate 
of 52%) plus broker’s commission. The proposed recommendation would make the divi- 
dends received on stocks so purchased ineligible for the dividends received deduction. 


10. ELIMINATION OF LIMITATION ON DIVIDENDS RECEIVED DEDUCTION 
ALLOWED TO CORPORATIONS 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 relating to the limitation on the dividends received 
deduction allowed to corporations be eliminated; and 

Be It Further Resolved, That the Association proposes that this result be effected 
by amending Section 246(b) (1) and Section 172(d) (6) of the 1954 Code; and 

Be It Further Resolved, That the Officers and Council of the Section of Taxation are 
directed to urge the following amendments or their equivalent in purpose and effect 
upon the proper committees of Congress: 

(1) Section 246(b) (1) is amended to read as follows (eliminate the matter 
struck through; insert new matter in italics): 
“(1) GENERAL RULE.—Except as provided in paragraph (2), the aggre- 
gate amount of the deductions allowed by sections 348, 244, and 245 shall 
not exceed 85 percent of the taxable income computed without regard to the 
deductions allowed by sections 172, 243, 244, 245, and 247.” 
(2) Section 172(d) (6) is amended to read as follows: 


“(6) COMPUTATION OF DEDUCTION FOR DIVIDENDS RECEIVED, 
ETC.—The deductions allowed by sections 843 (relating te dividends received 
by corporations}, 244 (relating to dividends received on certain preferred 
stock of public utilities) and 245 (relating to dividends received from certain 
foreign corporations) shall be computed without regard to section 246(b) 
(relating to limitation on aggregate amount of deductions); and the deduc- 
tion allowed by section 247 (relating to dividends paid on certain preferred 
stock of public utilities) shall be computed without regard to subsection (a) 
(1) (B) of such section. 

(3) Taxable Years to Which Applicable. These amendments shall be applicable 

to taxable years beginning after December 31, 1953 and ending after August 16, 

1954. 
Explanation 

The purpose of this amendment is to cure what appears to be an inequity in § 246 
of the 1954 Code. * . 

Section 246(b) (1) of the 1954 Code limits the amount of the dividends received 

deduction allowed by § 243(a) by providing that it may not exceed 85% of taxable 

income (computed without the dividends received deduction), but § 246(b) (2) states 

that this limitation shall not be applicable to any tax year in which the taxpayer has 

a net operating loss. The inequitable operation of § 246(b) is illustrated by the 

following example in which Case #1 is a situation where there is no limitation on the 

dividends received deduction, Case #2 is a situation where the limitation operates, 
and Case #3 a situation where the limitation is inapplicable because the taxpayer has 

a net operating loss: 
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Case #1 Case #2 Case #3 

Amount of Dividends received .. .. $1,000,000 $1,000,000 $1,000,000 
Current operating losses ........ . —o 150,000 150,001 
Taxable income (computed without the 

dividends received deduction) 1,000,000 850,000 849,999 
Dividends received deduction .... . 850,000 722,500 850,000 
eee . 150,000 127,500 
Wet operating fess ......-........... ti ee 1 


This example illustrates that a corporate taxpayer which has taxable income (com- 
puted without the dividends received deduction) that equals or exceeds the amount of 
dividends received (Case #1), or which has a net operating loss (Case #3), obtains 
the ful' benefit of the dividends received deduction. On the other hand, the taxpayer 
in Case #2, which failed by $1.00 to have a net operating loss, is not entitled to the 
full benefit of the dividends received deduction. This is an obvious inequity. The 
Committee recommends that it be eliminated. It is not an adequate answer to say that 
the misfortune of Case #2 could have been avoided by careful tax planning. 


Part IX. Items not deductible. 


ll. OFFSETTING GAINS aND LOSSES IN TRANSACTIONS BETWEEN 
RELATED PERSONS AND PRESERVATION OF BASIS 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to provide for the offset of gains on sales 
between related taxpayers against losses on sales between such taxpayers; and 

Be It Further Resolved, That the Association proposes that this result be effected 
by amending subsections 267(a) and 267(d) of the 1954 Code; and 

Be It Further Resolved, That the Officers and Council of the Section of Taxation are 
directed to urge the following amendments or their equivalent in purpose and effect 
upon the proper committees of Congress (eliminate the matter struck through; insert 
new matter in italics) : 


(1) Section 267(a) (1) is hereby amended by striking out the period at the end 
of paragraph (1) and inserting in lieu thereof a comma and by adding at the end 
thereof the following: 


“in excess of recognized gains from such sales or exchanges in the taxable 
year.” 


(2) Section 267(d) is hereby amended to read as follows: 


ar AMOUNT OF GAIN WHERE LOSS PREVIOUSLY DISALLOWED. 


“(1) in the case of a sale or exchange of property to the taxpayer 
a loss, or any portion of any loss sustained by the transferor is not 


allowable to the transferor as a deduction by reason of subsection (a) (1) 


(or by reason of section 24(b) of the Internal Revenue Code of 1939) ; 
and 
“(2) after December 31, 1953, the taxpayer sells or otherwise disposes 
of such property (or of other property the basis of which in his hands is 
determined directly or indirectly by reference to such property) at a gain, 
“then such gain shall be recognized only to the extent that it exceeds eee Rte 
of ouch lees any such portion of any such loss as is not so allowed as is properly 
allocable to the property sold or otherwise disposed of by the taxpayer. This 
subsection applies with respect to taxable years ending after December 31, 
1953. This subsection shall not apply if the loss sustained by the transferor 
is not allowable to the transferor as a deduction by reason of section 1091 
(relating to wash sales) or by reason of section 118 of the Internal Revenue 
Code of 1939.” 


(3) Taxable Years to Which Applicable. These amendments shall be appli- 
cable to taxable years ending after the date of enactment thereof. 


Explanation 


Prior to the enactment of the 1954 Code the revenue laws prohibited the deduction 
of losses sustained upon sales or exchanges between certain related taxpayers but did 
not preserve the basis of the seller or permit the offsetting of similar gains (§ 24(b) 
I.R.C. 1939). Resolution No. VIII adopted by the House of Delegates in 1951 proposed 
that these two defects be cured. Section 267(d) of the 1954 Code cured the first by 
providing for the preservation of the seller’s basis. The second defect remains. 

It is proposed to permit the offsetting of such gains occurring in the taxable year 
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whether the losses arise in transactions with the same or a different related taxpayer. 
The adoption of the offset principle requires a change in the preservation of the basis 
provision so that the basis is preserved only in respect of that portion of the loss 
which is not allowed as a deduction. 
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Subchapter C. Corporate Distributions and Adjustments. 





Part I. Distributions by corporations. 


12. PROHIBITING THE DEFERMENT OF TAX ON THE UNREALIZED AP- 
PRECIATION ON PROPERTY DISTRIBUTED IN KIND BY A CORPORA- 
TION WHERE A CORPORATE SHAREHOLDER IS NOT ENTITLED TO A 
DIVIDENDS RECEIVED DEDUCTION IN RESPECT OF SUCH DISTRI- 
BUTION 


Resolved, That the American Bar Association recommends to the Congress that 
the Internal Revenue Code of 1954 be amended to tax as a distribution the un- 
realized appreciation in the value of property distributed in kind to a corporate 
shareholder if such corporate shareholder is not entitled to a dividends receivéd 
deduction under either section 243 or section 245 in respect of such distribution; 
and that the basis provisions of the Internal Revenue Code be appropriately 
amended to reflect the foregoing; and 

Be It Further Resolved, That the Association proposes that these results be 
effected by amending sections 301(b)(1)(A) and (B), and 301(d)(1) and (2); and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendments or their equivalent in purpose and effect upon the proper 
committees of Congress: 


Sec. 1. Section 301(b)(1) (relating to the amount of a distribution under sec- 
tion 301) is amended to read as follows (eliminate the matter struck through; 
insert new matter in italics) : 


(A) Nenxeorporste—Distriputess- DistripuTEES IN GENERAL.—1{—a—share- 

: ion, In the case of any shareholder other than a corpo- 

ration entitled to a dividends received deduction, under either section 243 or 

seclion 245 with respect to such distribution, the amount of money received. 
plus the fair market value of the other property received. 


(B) -Gonponsre—Disrripurase- Certain Corporate Distrisutees.—If the 
shareholder is @ corporation entitled to a dividends received deduction under 
either section 243 or section 245 with respect to such distribution, the amount 
of money received, plus whichever of the following is the lesser: 


(i) the fair market value of the other property received; or 

(ii) the adjusted basis (in the hands of the distributing corporation im- 
mediately before the distribution) of the other property received, increased 
in the amount of gain to the distributing corporation which is recognized 
under subsection (b) or (c) of section 311. 


Sec. 2. Section 301(d) (relating to the basis of property in connection with 
distributions under section 301) is amended to read as follows (eliminate the 
matter struck through; insert new matter in italics): 


(d) Basis.—The basis of property received in a distribution to which sub- 
section (a) applies, shall be— 


(1) Neneorpersre-Dismrisetess- Gexerat Rute —l+the-shareholderic-not 
corporation, In case of any shareholder other than a corporation entitled to 
a dividends received deduction under either section 243 or section 245 with 
respect to such distribution, the fair market value of such property. 

(2) Goenpersre—Disrripetees- Certain Corporate Distrisutees—If the 
shareholder is a corporation entitled lo a dividends received deduction under 
either section 243 or section 245 with respect to such distribution, whichever 
of the following is the lesser: 





(A) the fair market value of such property; or 


(B) the adjusted basis (in the hands of the distributing corporation im- 
mediately before the distribution) of such property, increased in the amount 
of gain to the distributing corporation which is recognized under subsection 

} (b) or (c) of section 311. 
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Sec. 3. The amendments made by Sections 1 and 2 of this Act shall apply to 
all distributions received, or, in the case of an accrual basis taxpayer, accrued by 
the distributee after the date of enactment of this Act. 


Explanation 


The underlying policy of the Code seems to require that the fair market value of 
property distributed be fully taxable as a dividend in cases where no dividends re- 
ceived deduction is allowable to the recipient corporate shareholder. The proposal pro- 
vides that the amount of the dividend will be the fair market value of the property dis- 
tributed in kind if received (i) by a domestic corporate shareholder from.a foreign 
corporation, to the extent such dividend so received is not entitled to a dividends re- 
ceived deduction in the hands of the domestic corporate shareholder, and (ii) by a 
foreign corporate shareholder not entitled to such deduction from a domestic corporation. 


13. TO PROVIDE NON-EXCLUSIVE RULES FOR THE TREATMENT OF COR- 

PORATE DEBT OBLIGATIONS HELD BY SHAREHOLDERS 

Resolved, That the American Bar Association recommends to the Congress 
that the Internal Revenue Code of 1954 be amended to provide non-exclusive rules 
for the treatment of corporate debt obligations held by shareholders. 

Be It Further Resolved, That the Association proposes that this result be effected 
by amending section 317 of the 1954 Code by adding a new subsection (c); and 

Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendment, or its equivalent in purpose and effect, 
upon the proper committees of Congress: 


“(c) DEBT.—For all purposes of Subtitle A, indebtedness of a corporation shall 
be deemed to include (but shall not be limited to) any unconditional obligation 
of a corporation to pay on demand or on a specified date a sum certain in money 
incurred for an adequate consideration in money or money’s worth: 

(1) When the obligation is not subordinated by its terms to the claims of trade 
creditors generally; and 

(2) When, by the terms of the obligation, ultimate payment, if any, for use of 
the principal amount is not dependent upon the earnings of the corporation, and 
is unconditionally due not later than the maturity date of the principal amount; 
and 

(3) When the principal amount of obligations held in the aggregate by stock- 
holders does not exceed by more than ten to one the fair value of the stock held in 
the aggregate by stockholders immediately after the obligations are issued; or 

(4) In the event that an obligation fails to meet one or more of the other 
requirements of this subsection, the taxpayer claiming it to be indebtedness estab- 
lishes by a preponderance of the evidence that such failure was due to the business 
requirements of the corporation.” 


Explanation 


The purpose of the amendment is to provide, through the addition to the 1954 
Code of certain non-exclusive rules, an area of certainty as to the income tax treat- 
ment of debt obligations of a corporation held by such corporation’s shareholders. 
For many years the courts have considered questions whether the interest held by 
a corporate shareholder, as evidenced by a particular security, should be regarded 
as a creditor’s claim or an equity interest in the corporation. 


For the most part the decided cases have reached the result that what purports 
to be debt is in substance an equity interest on the grounds that the provisions of 
the security more nearly resemble a shareholder’s interest than a creditor’s claim. 
Thus where the obligation to pay is not unconditional; where there is no fixed 
maturity date; where inadequate consideration is given for the obligation; where 
the obligation is subordinated to the claims of creditors generally; where payment 
for the use of the principal is not unconditionally due at or before maturity; or 
where the amount of payment for the use of the principal is dependent on earnings, 
the courts in numerous cases have held that the interest created was an equity in- 
terest for tax purposes. In most cases, facts showing such obligations to be held pro 
rata by shareholders, or that a high ratio of debt to equity capital existed have been 
relied on as additional evidence of intent to create an equity interest because the 
obligation failed to conform with the normal characteristics of true debt in other 
respects. However, in 1950 in the Tax Court cases of Dobkin and Sogg, instruments 
conforming in all respects with true debt obligations were treated as stock where the 
debt-equity ratios were 35 to 1 and 50 to 1, respectively. Jsidor Dobkin, 15 T.C. 
$1, aff'd. 192 F.2d 392 (2d Cir. 1951); George L. Sogg, 1950 P-H T. C. Mem. Serv. 
Par. 50,250; 9 T.C. M. 927, aff'd. 194 F.2d 540 (6th Cir. 1952). 
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As the courts have reached their results on such a variety of rationalizations the 
conviction of many practitioners has grown stronger that some area of certainty 
should be established by legislation within which corporations might be organized 
— financed with assurance that what investors desire to be treated as debt will 

so treated 


In so doing it is believed by those favoring the amendment that Congressional 
policy will be implemented rather than defeated. Corporate earnings constitute an 
important source of tax revenues to the Government, and Congressional poiicy since 
enactment of the income tax laws has been to put as few obstacles in the path of 
incorporating business enterprises as possible. One of the principal deterrents to 
incorporating a business has been that money invested in a corporation for its stock 
cannot be recovered to meet personal financial necessities without incurring a tax 
at ordinary rates whenever the corporation has earnings available for dividends. It 
is believed that since Congress has long sanctioned an investor’s election to make 
part of his investment in stock and part in debt obligations, a statutory provision 
prescribing the conditions under which such an election may be made, would be a 
valuable implementation of Congressional policy. In this connection it should be 
understood that no corporate earnings escape tax which they would otherwise bear. 
The effect tax-wise is simply to provide a mechanism whereby the investor in a 
corporate enterprise may recover a substantial part of his basis or “stake” before 
he is called upon to pay personal taxes on the income from his investment. When 
and as he reduces such income to his possession the tax will be collected. 


What the suggested amendment does is to establish a non-exclusive set of condi- 
tions, which if observed in the issuance of corporate debt obligations, guarantees 
the investor that the obligations will be treated as debt for all purposes under the 
income tax laws. The conditions proposed are those which generally characterize 
true debt as distinguished from the mixed debt-equity interests which have occupied 
so much attention of the courts. 


It is specifically stated that corporate debt obligations are not to be limited to 
those which conform with the prescribed conditions and further provides that even 
the failure to meet some of the prescribed conditions will not disqualify the obliga- 
tion if such failure is due to business requirements of the corporation. For example 
to obtain outside financial assistance a lender may require the stockholders also to 
loan some money to the corporation on a subordinated basis. Establishment of such 
a@ requirement would permit the shareholder’s debt to qualify even though it failed to 
meet the condition that such obligations be not subordinated to the claims of trade 
creditors generally. 

The most controversial provision of the suggested amendment is that which op- 
erates to remove from the protection of ‘the subsection, debt obligations held by 
shareholders in excess of a debt-equity ratio of 10 to 1. Many members of this Com- 
mittee take the view that there should be no ratio limitation at all. This view, which 
accords with the ALI approach to the matter, is based upon the fact that since the 
shareholder should be allowed to elect to recover his stake in the corporation and 
since the courts have approved ratios in excess of 10 to 1 where the terms of the 
obligations reflected true debt, the objectives of the stockholders are over 90% 
achieved and it is pointless to make an issue of the remaining 10% (or less) segments. 

The contrary view is to the effect that it would be unwise to prevent by legislation, 
the courts treating debt as stock in cases of such grotesque ratios as 100 to 1 or 
1000 to 1. Opinion was so divided on this subject that the Chairman of the Commit- 
tee decided to include a 10 to 1 test and let the Section express itself by a vote as 
to whether a ratio test should be included or excluded. 

In prescribing a ratio test the comparison is made between the principal of the 
obligations held by shareholders and the fair value of their stock rather than the 
basis of such stock. Fair value was used because in cases where assets appreciated 
in value have been exchanged for stock in a tax-free incorporation the basis of the 
assets and hence the stock might be so low as compared with fair value as to exceed 
the 10 to 1 ratio at the outset. The principal purpose of the amendment would be 
defeated in such cases. Since any obligation to qualify under the amendment must be 
based upon adequate consideration, abuse through inflation of values is prevented. 
Further, since the basis of the obligations received in such tax-free incorporations 
would be the same as the basis of the assets exchanged for them, a tax would result 
on repayment or sale of the obligation. The tax is not escaped. 
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Subchapter F. Exempt Organizations, 
Part I. General rule 


14. TO ELIMINATE UNINTENDED DISQUALIFICATIONS OF EXEMPT OR- 
GANIZATIONS THAT ENGAGE IN MORE THAN ONE EXEMPT ACTIVITY 


Resolved, That the American Bar Association recommends to the Congress 
that the provisions of the Internal Revenue Code of 1954 relating to exempt 
organizations be amended to provide that organizations whose activities are 
described in two or more of the classifications of exempt organizations shall have 
an equal exemption with organizations whose activities fall wholly within one of 
the described exempt classifications; and 

Be It Further Resolved, That the Association proposes that this result be 
effected by amending Section 501(a) of the Internal Revenue Code of 1954; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 


following amendment or its equivalent, in purpose and effect upon the proper 
committees of Congress: 


Ta Section 501(a) is amended to read as follows (insert new matter in 
italics) : 


(a) Exemption rrom TAxaTION.—An organization described in subsection 
(c) or (d) or section 401(a) shall be exempt from taxation under this subtitle 
unless such exemption is denied under section 502, 503 or 504. An organization, 
other than one described in section 401(a), shall be exempt from tazation 
under this subtitle if it conducts two or more separate activities and if as to 
each such activity the organization would be exempt under the preceding 
sentence if such activity were ils sule activity. 


Erplanation 


Many of the definitions of exempt organizations include a condition that the organiza- 
tion be engaged “exclusively” in certain activities. The amendment would prevent loss 
of exemption to a charity engaged in more than one exempt activity so long as it does 
not engage in activities which taken separately would result in tax. See Algemeiner 
Arbeiter Verein v. Commissioner, 237 F. 2d 604 (3rd Cir. 1956), Allied Trades Club, 
Inc. v. Commissioner, 228 F. 2d 906 (3rd Cir. 1955). 


15. TO REMOVE THE RETROACTIVE EFFECT OF ACCUMULATIONS BY 
EXEMPT ORGANIZATIONS 


Resolved, That the American Bar Association recommends to the Congress that the 
provisions of the Internal Revenue Code of 1954 relating to the retroactive effect of 
accumulations of certain exempt organizations be amended to limit the retroactivity; 
anc 

-* It Further Resolved, That the Association proposes that this result be effected by 
amending § 504 of the Internal Revenue Code of 1954; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the following 
amendment or its equivalent in purpose and effect upon the proper committees of 
Congress. 


Sec. 1. Section 504 is amended to read as follows (eliminate the matter struck 
through and insert the matter in italics): 


Section 504. DENIAL OF EXEMPTION. 


(a) GeNneRAL RuLE.—In the case of any organization described in section 
501(c) (3) to which section 503 is applicable, exemption under section 501 shall 


be denied, formthetencble-seer only for tarable years after the tarable year 
during which it is notified by the Secretary or his delegate with respeci 


thereto, if the amounts accumulated out of income during the taxable year 


or any prior taxable year and not actually paid out by the end of the 
taxable year —*** 








om 
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Explanation 


The amendment would minimize the likelihood of innocent contributors to exempt 


organizations and the organizations themselves being harmed by retroactive loss of ex- 
emption resulting from revenue agents’ examinations long after the accumulations have 
occurred. The situation is particularly acute due to the difficulty (amounting to impossi- 
bility in some cases) of getting contemporary advice from the Internal Revenue Serv- 
ice regarding proposed transactions in this poorly defined area of the law. 


Part II. Taxation of business income of certain exempt organiza- 
tions. 


16. TO RESTRICT THE EXEMPTION FROM TAX UPON UNRELATED BUSI. 
NESS INCOME OF A CHURCH, A CONVENTION OR ASSOCIATION OF 
CHURCHES 


Resolved, That the American Bar Association recommends to the Congress 
that the provisions of the Internal Revenue Code of 1954 relating to the taxation 
of business income of certain exempt organizations be amended to limit the 
present exemption of churches, conventions or associations of churches; and 

Be It Further Resolved, That the Association proposes that this result be 
effected by amending sections 511(a)(2)(A), 512(a) of the Internal Revenue 
Code of 1954, and by adding a new section 516; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendments or their equivalent in purpose and effect upon the proper 
committees of Congress. 

Sec. 1. Section 511(a)(2)(A) is amended to read as follows (eliminate the 
matter struck through): 


(A) Orcanizations Descrisep 1n Section 501(c)(2), (3), (5), AND (6), AND 
Section 401(a)—The taxes imposed by paragraph (1) shall apply in the case 
of any organization (other than i hats 
-churehes-or-a trust described in subsection (b)) which is exempt, except as 
provided in this part, from taxation under this subtitle by reason of section 
401(a) or of paragraph (3), (5), or (6) of section 501(c). Such taxes shall 
also apply in the case of a corporation described in section 501(c)(2) if the 
income is payable to an organization which itself is subject to the taxes 
imposed oy paragraph (1) i iati 
-ef—churches- 


Sec. 2. Subsection (a) of Section 512 is amended by adding at the end thereof a new 


sentence as follows: 


(12) In the case of a church or convention or association of churches there shall be 
included as unrelated business taxable income only an amount ascertained under the 
provision of Section 516(a). 


Sec. 3. A new.section is hereby added to read as follows: 


Section 616. SPECIAL RULES APPLICABLE TO A CHURCH, OR A 
CONVENTION OR ASSOCIATION OF CHURCHES 


(a) IN tHE Case or a CHURCH, OR A CONVENTION OR ASSOCIATION OF 
CuurcHes Encacep iN CarryInc ON a Trade on Business.—There shall be 
included in computing the unrelated business taxable income for any taxable 
year under section 512, an amount which is the same percentage (not in ez- 
cess of 100 percent) of the total tazable income derived during the tazable 
year from such trade or business as the business indebtedness at the close of 
the tarable year is of the adjusted basis of the property used in the trade 
or business by such church, or convention or association of churches; and 

(b) Property Usep py A CHURCH, oR A CONVENTION OR ASSOCIATION OF 
CuurcHes.—For purposes of this section, the adjusted basis of property 
used by a church, or a convention or association of churches shall include 
moncy or the adjusted basis of property donated, bequeathed or devised to 








GENERAL REVENUE REVISION 2845 


such church, or convention or association of churches. 
(c) Business INDEBTEDNESS— 


(1) GeneraL Rute.—The term “business indebtedness” means with 
respect to any trade or business carried on by a church, or a convention 
or associalion of churches, the unpaid amount of— 


(A) Any indebtedness incurred by the acquisition or improvement 
of the trade or business; and 

(B) Any indebtedness incurred by the church, or convention or 
association of churches in acquiring or improving the trade or business. 


(2) Trave on Business Acquirep Sussect To INDEBTEDNESS, ETC.—Where 
a trade or business is acquired subject to any indebtedness, the amount of 
the indebtcdness shall be considered (whether the acquisition was by gift, 
devise, or purchase) as an indebledness by the church, or convention or 
association of churches incurred in acquiring such trade or business even 
though the church, or convention or association of churches did not 
assume or agree to pay the indebtedness. 

(3) Exceptions.—-For purposes of this section, business indebtedness 
does not include— 


(1) Accounts payable ; 

(ti) Evidences of indebtedness maturing within 180 days and which 
are not renewed within 60 days after maturity or which are not re- 
placed by other borrowings within 60 days after maturity. 


Sec. 4. Taxable years to which applicable—The amendments made by this 
Act shall be applicable to taxable years beginning after the date of enactment of this 
Act, but only with respect to acquisitions or improvements of trades or business, or 
properties used thereon, occurring after such date. 


Explanation 


The amendment would prevent abuses (through the loan of exemption to now charit- 
able persons) now prevalent by taxing the income from rented property and from the 
active conduct of a business to the extent that the rented property or the business was 
acquired by the church. ete., through the use of borrowed funds.’ Taxes now imposed 
under such circumstances upon hospitals, schools and other exempt organizations have 
effectively prevented those organizations from “lending their exemption” to third par- 
ties. Churches (like other exempt organizations) will continue to receive, tax free, 
income from rented properties and (unlike other exempt organizations) from the active 
conduct of a business to the extent purchased with their own funds or with donated 
funds or property. The amendment is prospective not only with respect to the taxable 
years affected but also in the sense that it affects only properties or businesses acquired 
after the effective date of the amendment. 
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Subchapter I. Natural Resources. 


Part III. Sales and exchanges. 


17.* TO PROVIDE RULES FOR THE TAXATION OF SALES, EXCHANGES, OR 
GIFTS OF LIMITED MINERAL RIGHTS KNOWN AS CARVED-OUT PRO- 
DUCTION PAYMENTS 


Resolved, That the American Bar Association recommend to the Congress that 
the Internal Revenue Code of 1954 be amended to provide that the assignment of 
limited mineral rights known as carved-out production payments which are created 
by the assignor out of his property rights in the minerals in place shall be treated 
generally as an assignment of expected income from the larger property; 


Be It Further Resolved, That the Association propose that the result be achieved 
by adding a new Section 633 and a new section 1242 to the 1954 Code and by amending 
Sections 1031, 170, 311, and 351 of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
be directed to urge the following amendment or its equivalent in purpose and effect 
upon the proper committees of Congress (eliminate the matter struck through; insert 
new matter in italics) : 


Section 1. 


The following new section is added at the end of Part III of Subchapter I of the 
1954 Code (relating to natural resources) : 


SEC. 638. SALE, EXCHANGE, OR GIFT CREATING A CARVED-OUT PRODUC- 
TION PAYMENT. 


(a) General Rule for Sales or Exchanges.— 


(1) Except as provided in Paragraph 2, the consideration received by a transferor 
from the sale or exchange of a carved-out production payment created by such sale 
or exchange shall be considered income subject to the allowance for depletion provided 
for in section 611. 


(2) Exceptions.—No income, gain, or loss shall be recognized to a transferor in a 
sale or exchange described in <aragraph (1) to the extent that— 


(A) the proceeds of such sale are pledged for exploration, drilling, development, or 
equipping the property from or out of which the carved-out production payment is 
created; or 


(B) such carved-out production payment is exchanged for services, materials, sup- 
plies or equipment used in the acquisition, exploration, drilling, development, equipping, 
or operation of the property from or out of which the carved-out production payment 
is created. 


This paragraph shall not apply to the extent that the carved-out production pay- 
ment is created to discharge a liability previously incurred and fixed in amount. 


(b) Gift— 


(1) General Rule-—Except as provided in paragraph (2), a donor of a gift of a 
carved-out production payment created by such gift shall, if living, 

(A) at the time the proceeds of the sale of production attributable to such payment 
are received by the donee, and 


(B) at the time the consideration for the sale or exchange of such payment, or any 
interest therein, is received by the donee, be treated as having received income subject 
to the allowance for depletion provided for in section 611, and shall be treated as 
having made a gift; and the donee shall be treated as having received a gift of such 
proceeds and such consideration; provided, however, if the donor should die prior to 
the receipt by the donee of the proceeds and consideration described in paragraphs 
(A) and (B) above, the value of such carved-out production payment at the date of 
the donor’s death shall be included in the donor’s gross estate under section 2031. 


* Also includes conforming amendments under Subchapter B, Part VI, “Itemized Deductions for Jndi- 
viduals and Corporations,” Subchapter C, Part I, “Distributions by Corporations’ and Part IU, “Corpo 
rate Organizations and Reorganizations,” Subchapter O, Part Ill, “Common Nontaxable Exchanges” 


and Subchapter P, Part 1V, “Special Rules for Determining Capital Gains and Losses.” 
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(2) Exceptions—Paragraph (1) shall not apply, if— 


(A) in the case of a donee other than one referred to in subparagraph (B), 
the carved-out production payment at the time of the gift could reasonably be 
expected to be payable over a period of at least 10 years; or 


(B) in the case of a donee described in section 170(b) (1) (A) (i), (id), or 
(iti), the carved-out production payment at the time of the gift could reasonably 
be expected to be payable over a period of at least 2 years. 


( ce) Definition—The term “carved-out production payment” means an economic interest 
in oil, gas or other minerals which is 


‘ (1) limited to a period determined by reference to time, units, or money and which 
ts not an economic interest extending for a definite period and as long thereafter as 
production of oil, gas or other minerals is had with respect to such interest; and 


(2) by transfer created by the taxpayer from or out of one or more 
(as that term is defined in Section 614), any one of which (i) has an economic life 
of longer duration than such interest, and (ii) remains in the taxpayer immediately 
after the transfer; 
but such terms shall not include any operating interest transferred with a view to the 
conduct of exploratory, drilling or development activity on, or to the furnishing of 
materials, equtpment or supplies for use in connection with any one or more of such 
properties. 
(d) Crosse References.— 

(1) For taxability of a corporation upon a distribution creating a carved-out pro- 
duction payment, see section 311(d). 


(2) For denial of deduction in case of transfers to charity creating carved-out 
production payment, see section 170(b)(1)(E). 


Section 2. 


Section 1031(a) is amended as follows: 


SEC. 1031. EXCHANGE OF PROPERTY HELD FOR PRODUCTIVE USE OR 
INVESTMENT. 


(a) Nonrecognition of Gain or Loss From Exchanges Solely In Kind.—No gain or 
loss shall be recognized if property held for productive use in trade or business or for 
investment (not including stock in trade or other property held primarily for sale, 
nor carved-out production payments described in section 633(c) if created by such 
exchange, nor stocks, bonds, notes, choses in action, certificates of trust or beneficial 
interest, or other securities or evidences of indebtedness or interest) is exchanged 
solely for property of a like kind to be held either for productive use in trade or 
business or for investment. 


Section $. 


The following new section is added at the end of Part IV of Subchapter P of the 
1954 Code (relating to capital gains and losses) : 


SEC. 1242, SALE OR EXCHANGE OF CARVED-OUT PRODUCTION PAY- 
MENTS. 

(a) Exclusion from Capital Gain or -Loss Treatment. A sale or exchange of a 
carved-out production payment as defined in section 63.4(c), which is ercated by such 
sale or exchange, shall not be considercd us the sale or exchange of property which 
is either a capital asset or property described in section 1231. 


(6) Cross references.— 


(1) For treatment of sale, exchange, or gift creating a carved-out production pay- 
ment generally, see section 633. 


Section 4. 


Section 170(b)(1) (relating to limitations on charitable gifts) is amended by 
adding at the end thereof the following new subparagraph (E): 


(E) Denial of Deduction in the case of Transfer of a Carved-out Production Pay- 
ment.—No deduction shall be allowed under this section for the value of any gift 
of a carved-out production payment as defined in section 633(c) created by such gift, 
if at the time of the gift the value of the reversionary interest in the property from 
or out of which such carved-out production payment is created exceeds 5 per cent of 
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the value of such carved-out production payment.. 


Section 5. 


(a2) Section 311(a) of the Internal Revenue Code of 1954 (relating to the taxability 
of corporations on distributions) is amended by striking out “subsections (b) and (c)” 
and inserting in lieu thereof “subsections (b), (c), and (d).” 

(b) Section 311 of the Internal Revenue Code of 1954 (relating to the taxability of 
corporations on distributions) is amended by adding at the end thereof the following 
new subsection: 


(d) Carved-out Production Payments. If a corporation distributes to a shareholder 
a carved-out production payment as defined in section 633(c) which is created by 
such distribution, then the fair market value of such carved-out production payment 
on the date of such distribution shall be considered income received by the distributing 
corporation, subject to the allowance for depletion provided for in section 611, as if 
the payment distributed had been sold at the time of such distribution and the pro- 
ceeds distributed. This subsection shall not apply in the case of a distribution to 
stockholders to which to any extent the provisions of sections 302(a) (relating to 
redemptions of stock), 303(a) (relating to redemptions to pay death taxes), or 
part Il of subchapter C (relating to corporate liquidations) apply. 


Section 6. 


Section 312(c) of the Internal Revenue Code of 1954 (relating to the effect on 
earnings and profits of corporations of distributions) is amended as follows: 


SEC. 312(c) ADJUSTMENTS FOR LIABILITIES, ETC.—In making the ad- 
justments to the earnings and profits of a corporation under subsection (a) or (b), 
proper adjustment shall be made for— 


(1) the amount of any liability to which the property distributed is subject, 


(2) the amount of any liability of the corporation assumed by a shareholder in 
connection with the distribution, end 


(3) any gain to the corporation recognized under subsection (b) or (c) of section 
311, and 


(4) any income considered as received and any proceeds considercd as distributed 
under subsection (d) of sectior 311. 
Section 7. 


Section 351(a) of the Internal Revenue Code of 1954 (relating to transfers to con- 
trolled corporations) is amended as follows: 


SEC. 351(a) GENERAL RULE.—No gain or loss shall be recognized if property 
is transferred to a corporation by one or more persons solely in exchange for stock 
or securities in such corporation and immediately after the exchange such person 
or persons are in control (as defined in section 368(c)) of the corporation. For pur- 
poses of this section, stock or securities issued for services and carved-out produc- 
tion payments described in section 633(c) which are created by such transfer shall 
not be considered as issued in return for property. Section 688(a) shall be applicable 
to such exchanges of carved-out production payments. 


Section 8. 

The amendments made by this Act shal! apply with respect to taxable years ending 
after the date of enactment of this Act, and shall apply only with respect to transactions 
described therein made after such date. 


Explanation 


The Committee has studied H. R. 9559 which was introduced by Congressman 
Mills on February 27, 1956. The bill provides that the sale or exchange of a carved- 
out oil or gas payment (or production payment) results in ordinary income, subject 
to depletion, to the transferor. The rule would not apply under the bill where the 
proceeds are pledged for the development of the property or the payment is trans- 
ferred for services or materials used in the development of the property. The bill 
treats the gift of a carved-out payment as resulting in ordinary income to the donor 
as the income from the payment is produced. The bill would also deny a charitable 
deduction for certain short term carved-out payments; treat a corporation dis- 
tributing a payment as realizing income on the distribution; render Section 351 in- 
applicable where such a payment is contributed to a controlled corporation; and 
ea certain other complementary changes in the 1954 Code to carry out the purpose 
of the bill. 
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The Committee determined to support the general principles of the bill as out- 
lined above but the bill as written contains so many features that the Committee 
considered should be changed that the Committee decided to make a legislative rec- 
ommendation. This recommendation should be urged upon the Congress for adoption 
in lieu of H. R. 9559. This legislative recommendation is based upon and is sub- 
stantially the same as the legislative redraft prepared by the Tax Division of the 


Southwestern Legal Foundation which has been submitted tc the Joint Committee 
on Internal Revenue Taxation. 


Section 1 of the recommendation would add a new Section 633 to the 1954 Code. 
Subsection (a) provides generally that the taxpayer upon sale or exchange of a 
carved-out production payment created by such taxpayer shall be treated as having 
aeeaes eet income subject to the deduction for depletion provided for in 

ection 611. 


Paragraph (2) deals with the problem of production payments which are 
created and transferred by the taxpayer out of a larger property where the pro- 
ceeds are used for exploration and development of such property. It also deals with 
the problem of exchanges of production payments for services, equipment, or sup- 
plies used in the acquisition, exploration, development, and operation of such 
property. It is your Committee’s intention here to continue the same tax treatment 
accorded such assignments under the present law and administrative rulings. 
G. C. M. 22730, 1941-1 C, B. 214, and G. C. M. 24849, 1946-1 C. B. 66. The subsection 
does not apply in the case of a sale or exchange to satisfy a liability already in- 
curred and fixed in amount 


Subsection (b) deals with the problem of gifts of carved-out production payments. 
Two problems are treated here: one of timing and the other of attribution of in- 
come. Generally, as the donee receives the proceeds from the sale of production at- 
tributable to the production payment he will be treated as receiving a gift from the 
donor and the donor will be treated as having received income subject to the allow- 
ance for depletion. If the donee sells or exchanges the production payment, then the 
consideration received by him will be treated as income to the donor. Assuming a 
bona fide sale or exchange by the donee under such circumstances, the donor‘ will 
have m further income attributed to him in respect of such production payment. The 
death of the donor would terminate the attribution of income to him from the carved- 
out production payment but there would be included in his gross estate the unrealized 
value of such carved-out production payment as of the date of the donor’s death. 


Paragraph (2) of subsection (c) makes an exception with respect to the attribu- 
tion of income to the donor in the case of gifts of certain production payments to 
individual donees and charities. If under all the facts and circumstances existing 
at the date of gift the carved-out production payment could reasonably be expected 
to last for a period in excess of 10 years, then in the case of a gift of such payment 
to an individua] donee, the donee and not the donor shall be treated as having re- 
ceived income subject to the allowance for depletion. In a similar manner, if the 
carved-out production payment could reasonably be expected to last for a period in 
excess of 2 years, then in the case of a gift of such payment to a charity, the donor 
shall not be treated as having received income. The 10-year and 2 year rules are 
consistent with treatment under existing law of transfers in trust under Section 673. 


Subsection (c) deals with the definition of a carved-out production payment. Gen- 
erally, it has reference to all those interests which are created by the taxpayer out 
of a larger property, which larger property remains in the transferor immediately 
after the transfer. Paragraph (1) of the definition provides generally that any in- 
terest which is limited by time, units, or money is to be considered as a carved-out 
interest. Interests which continue for a definite period and so long thereafter as 
minerals are produced are in effect coextensive with the life of the property and 
are, therefore, not carved-out within the definition. The use of the term “economic 
interest” excludes from the definition those interests in production which are not dis- 
chargeable solely out of production, but which may constitute personal covenants or 
liens on equipment. 


Paragraph (2) of the definition provides that the term “carved-out production 
payment” shall be applicable to the interest only if the taxpayer created the interest 
from or out of a property having a longer life than the interest created, which prop- 
erty remains in the transferor immediately after the transfer. This paragraph is 
intended to exclude from the definition overriding royalties and those production 
payments which are reserved at the time of transfer of the working interest or 
operating rights. The definition does not extend to transferees of carved-out produc- 
tion payments; that is, a carved-out production payment created by the transferor 
is not such a payment in the hands of the transferee who subsequently transfers 
such payment by sale, exchange, or gift, since such transferee is not the taxpayer 
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who created such interest. 


The final clause of the definition is intended to exclude those arrangements whereby 
one may transfer a limited interest in one or more properties to another who invests 
his capital and services in the exploration, drilling, and development of any one 
or more of such properties or in the furnishing of materials, equipment, or sup- 
plies for use on any one or more of such properties. Thus, where the transferee 
invests his capital in the development of a property but is entitled to recoup his 
costs out of several properties, such limited interests in such several properties are 
not carved-out production payments. This exclusion is intended to distinguish 
carved-out production payments from those numerous bona fide arrangements which 
are commonly used in the industry to obtain exploration, drilling, and development 


of properties. 


Section 2 of the recommendation would amend Section 1031(a) so as to add 
carved-out production payments to the list of properties which may not be accorded 
tax free exchange treatment. 


Section 3 of the recommendation would add a new Section 1242 to provide for the 
exclusion from capital gains treatment of sales or exchanges of carved-out produc- 
tion payments. The consideration received by the taxpayer who creates a carved-out 
production payment which is sold or exchanged will be treated as ordinary income 
subject to depletion in accordance with the rules set forth in Section 683(a). 


Section 4 of the recommendation would amend Section 170(b)(1) so as to deny 
a deduction for the value of a carved-out production payment contributed to a charity 
if the reversionary interest with respect to such payment exceeds 5%. This treatment 
is consistent with the treatment under existing law of transfers in trust under Sec- 
tion 170(b) (1) (D). 


Section 5 of the recommendation would amend Section 311 to provide that dis- 
tributions of carved-out production payments.as dividends by a corporation creating 
such payments shall be treated as if the corporation sold such payment and dis- 
tributed the proceeds as a dividend. Because of the necessary use of production pay- 
ments in effecting divisions of property among shareholders, particularly of different 
classes, the subsection is not applicable to redemption and liquidations described in 
Section 302, 303, and Part II of Subchapter C. 


Section 6 of the recommendation would amend Section 311(c) to provide for ap- 
propriate adjustment in earnings and profits in respect of a transaction described 
in Section 311(d). Thus, if X Corporation transfers to its shareholders as a di- 
vidend a carved-out production payment in the amount of $100,000, and such 
production payment has a value of $90,000, X Corporation will report $90,000 of 
ordinary income subject to depletion. Its earnings and profits will be increased 
accordingly and then reduced by $90,000, the money equivalent of the production 
payment distributed. 


Section 7 of the recommendation would amend Section 351(a) to make clear that 
exchanges of carved-out production payments will not be given the tax-free exchange 
treatment generally zccorded transfers to controlled corporations. This section is 
applicable only to the taxpayer who creates such carved-out production payment at 
the time of the exchange by the instrument of transfer. The interest in the hands 
of the corporation is not a carved-out production payment. 


Section 8 of the recommendation provides for an effective date of February 27, 
1956. Transactions occurring after that date are covered by these amendments for 
taxable years ending after February 27, 1956. No inference is to be drawn from 
the enactment of this bill with respect to transactions occurring on February 27, 
1956, and prior thereto. 


Aggregation of Properties—H. R. 9559 also contains a section which does not 
appear in the foregoing legislative recommendation which would in effect prohibit 
the aggregation of oil and gas properties under Section 614(b) of the 1954 Code. The 
Committee considers that if any such amendment is to be made, it should be the 
subject of a separate bill and not a part of H. R. 9559. Furthermore, the Commit- 
tee is opposed in principle to the elimination of the election for aggregation of oil 
and gas properties because such aggregation has not proven to be undesirable. The 
provisions as to aggregation contain a number of worthwhile features which may 


be clarified by administrative function and appropriate regulations, and unless and 
until experience indicates that aggregation should be prohibited, the provisions should 
be retained in the 1954 Code. 
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Subchapter J. Estates, Trusts, Beneficiaries, and Decedents. 
Part I. Estates, trusts, and beneficiaries. 


18.*°TO PROVIDE THAT DISTRIBUTIONS TO CHARITABLE BENEFICIARIES 
BY ESTATES OR TRUSTS BE TREATED IN THE SAME MANNER AS 
DISTRIBUTIONS TO NON-CHARITABLE BENEFICIARIES 


Resolved, That the American Bar Assaciation recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to delete the charitable deduction allowed 
to estates and trusts and to nrovide in lieu thereof that a distribution to a charitable 
beneficiary shall be treated in the same manner as distributions to a non-charitable 
beneficiary; and 


Be It Further Resolved, That the Association proposes that this result be effected 
by amending the applicable provisions of Subchapter J of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to-urge the following amendments, or their equivalent in purpose and 
effect, upon the proper committees of Congress: 


Section 1. Section 642(c) is hereby amended to read as follows: 


“(c) DISALLOWANCE OF DEDUCTION FOR CHARITABLE, ETC. CON- 
TRIBUTIONS.—In the case of an estate or trust the deduction allowed by Section 
170 (relating to deduction for charitable, etc., contributions and gifts) shall not 
be allowed.” 


Section 2. Section 642(h) (2) is hereby amendea to read as follows (eliminate the 
matter struck through; insert new matter in italics) : 


“(2) for the last taxable year of the estate or trust deductions (other than the 
deductions allowed under subsectione (b) eo» ¢e}) in excess of gross income for 
such year,” 


Section 3. Section 643(a) (3) is hereby amended to read in part as follows (elimi- 
nate the matter struck through; insert new matter in italics) : 


“(3) CAPITAL GAINS AND LOSSES.—Gains from the sale or exchange of 
capital assets shall be excluded to the extent that such gains are allocated to corpus 
and are not (A) paid, credited, or required to be distributed to any beneficiary 
during the taxable year. -- os 4B) paid, permanently set acide or to be used for 
ied eed opeathed Hr Geek Bib bed o 
Section 4. Section 643(a) is hereby amended to delete the final two sentences 
thereof. 


Section 5. Section 643 is hereby amended to add at the end thereof the following 
new subsection: 
“(d) CHARITABLE BENEFICIARY.—For purposes of this part, the term 
‘charitable beneficiary’ means any beneficiary included in the list enumerated in 
section 170(c) to or for the use of which a gift or contribution by an individual 
would be treated as a ‘charitable contribution’ within the meaning of section 
170(c) without regard to the percentage limitations prescribed in section 170(b).” 


Section 6. Section 651(a)(2) is hereby amended to read as follows (eliminate 
matter struck through; insert new matter in italics) : 
“(2) do not provide that any amounts (other than amounts of income required 
to be distributed currently) are to be paid or credited to charitable beneficiaries, 
ate to be paid pormancntly set acide or weed for the pusposes speerfed in section 
Section 7. Section 661(b) is hereby amended to delete the following: 
“(including the deduction allowed under section 642(c))” 


Section 8. Section 662(a) (1) is hereby amended to delete the following: 
“(computed without the deduction allowed by section 642(c), relating to deduction 





* Also includes conforming amendments under Subchapter B, Part Vi, “Itemized Deduetions for 
Individuals and Corporations,”’ Subchapter F, Part 1, “CEXNEMPT ORGANIZATIONS) General Rule’’ 
and Subchapter P, Part [, “Treatment of Capital Gains.” 
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for charitable, etc., purposes)” 
“(as so computed)” 


Section 9. Section 662(b) is hereby amended to delete the following: 


“(including the deduction allowed under section 642(c))” 

“In the application of this subsection to the amount determined under paragraph 
(1) of subsection (a), distributable net income shall be computed without regard 
to any portion of the deduction under section 642(c) which is not attributable to 
income of the taxable year.” 


Section 10. Section 663(a) is hereby amended to delete section 663(a) (2) and to 
renumber section 663(a) (3). 


Section 11. Section 663 is hereby amended to add the following new subsection: 
“(d) CHARITABLE BENEFICIARIES.— 


(1) GENERAL RULE.—Any amount which is paid, credited, or required to be 
distributed to a charitable beneficiary shall, except as otherwise expressly provided 
in this chapter, be treated as if paid, credited, or required to be distributed to a 
beneficiary other than a charitable beneficiary. 


(2) AMOUNTS PERMANENTLY SET ASIDE.—Any amount of gross in- 
come for the taxable year which is permanently set aside for a charitable bene- 
ficiary shall be deemed an amount credited to such beneficiary in the taxable year 
in which such amount is permanently set aside. ‘To the extent that the amount 
set aside for a charitable beneficiary consists of gains from the sale or exchange 
of capital assets and such gains are allocated to corpus for purposes of sections 
661 and 662, such gains shall be deemed specifically allocated to such charitable 
beneficiary and shall be excluded from distributable net income for purposes of 
determining the amount includible in gross income by any beneficiary other than 
a charitable beneficiary.” 


Section 12. Section 681 is hereby amended to read as follows (eliminate the matter 
struck through; insert new matter in italics) : 


“LIMITATION ON GHAREPABESR DEDUCTION FOR AMOUNTS DISTRIBU- 
TABLE TO CHARITABLE BENEFICIARIES.— 
(a) TRADE OR BUSINESS INCOME.—In computing the deduction allowable 
under section 64210) +o a trust, Re amount otherwise allowable under seetion 
S424e) as a deduction to a trust under sections 651 or 661 for amounts paid, 
credited, or required to be distributed to a charitable beneficiary, no amount 
otherwise allowable as a deduction shall be allowed as a deduction with respect to 
income of the taxable year which is allocable to its unrelated business income for 
such year. For purposes of the preceding sentence, the term ‘unrelated business 
income’ means an amount equal to the amount which, if such trust were exempt 
from tax under section 501(a) by reason of section 501(c) (3), would be computed 
as its unrelated business taxable income under section 512 (relating to income 
derived from certain business activities and from certain leases).” 

4e the above are required te subsections +b) and (e} 
ef seetion 681. 


Section 13. Section 1202 is hereby amended to add at the end thereof the following: 
“For this purpose, the term ‘income beneficiaries’ shall include a charitable bene- 
ficiary as defined in section 643(d) to which gains for the taxable year from sales 
or exchanges of capital assets are deemed paid or credited under sections 652 
and 662.” t 


Section 14. Section 170(e)(1) is hereby amended by adding at the end thereof 
the following: 
“section 643(d) and section 663(d)” 


Section 15. Section 681(d) is hereby amended by deleting therefrom the words 
“section 642(c)” and substituting therefor “this subchapter”. 


Section 16. Section 503(e) is hereby amended by deleting therefrom the figure 
“642(c)” and substituting therefor “651(a), 661(a)”. 


Section 17. Section 542(a)(2) is hereby amended by deleting therefrom the words 
“the purposes described in section 642(c)” and substituting therefor “a charitable 
beneficiary as defined in section 643(d)”. 


Section 18. These amendments shall be effective for all taxable years beginning on 
or after January 1, 1956. 


Explanation 


The treatment of charitable contributions made by an estate or trust in Subchapter 





GENERAL REVENUE REVISION 2853 


J departs from the general statutory pattern of basing the includibility of distributions 
upon the distributable net income of the estate or trust. 


Section 642(c) presently allows a special deduction to an estate or trust for amounts 
of gross income paid, permanently set aside, or to be used for charitable purposes. 
This requires that the charitable contribution be traced to gross income. Implicit in 
the tracing requirement are difficult problems of correlation with distributions to 
non-charitable beneficiaries where tracing is rendered unnecessary by the mechanical 
formula of distributable net income. 


Moreover, the present charitable provisions operate unfairly as between income 
beneficiaries who are, for practical purposes, similarly situated. This occurs because 
the charitable deduction is taken into account in determining distributable net income 
for purposes of fixing the taxability of tier-two beneficiaries (beneficiaries other than 
those entitled to income required to be distributed currently) whereas it is not so 
taken into account in the case of ticr-one beneficiaries (beneficiaries entitled to income 
required to be distributed currently). For example, if a trust, which is required to 
distribute all of its income currently, distributes its total trust income of $10,000 to an 
individual beneficiary but also distributes $10,000 of gross income not included in trust 
income (such as capital gains) to a charity, the individual beneficiary is taxed on 
the full $10,000 of ordinary income. The charitable deduction does not enter into the 
computation of distributable net income in this case. 

On the other hand, if the beneficiary is a tier-two beneficiary who receives the 
current trust income at the discretion of the trustee, the charitable deduction is 
allowed in computing distributable net income so that the beneficiary will be deemed 
to have received $5,000 of ordinary income and $5,000 gross capital gains. He is thus 
taxable on only $7,500 instead of $10,000. Furthermore, if the charitable contribution 
had been made from accumulated income instead of from capital gains of the current 
year, the charitable deduction would reduce distributable net income to zero, permitting 
the tier-two beneficiary to go untaxed on the $10,000 distribution. 


Under the Committee’s proposal, the charitable deduction of §642(c) would be 
deleted. Instead, a distribution to charity would, in general, be treated as a distribution 
to any other beneficiary. In other words, the beneficiary’s status, with respect to 
whethe: the beneficiary is subject to or exempt from tax, becomes wholly immaterial 
under the proposal. This accords with the basic statutory pattern and largely eliminates 
the necessity of tracing the source of charitable contributions to determine whether they 
are paid out of gross income. In addition, it is believed that the Committee’s proposal 
can lead to a substantial simplification of the fiduciary form (Form 1041) and its 
instructions. 


The proposal contains one major exception to its general premise that distributions 
to charity should be treated in the same manner as distributions to any other bene- 
ficiary. Under existing law, a charitable deduction is granted for amounts of gross 
income permanently set aside by the fiduciary for charitable beneficiaries. The 
Committee believes it desirable to retain the effect of this deduction. Thus, under the 
proposal, any amount of gross income of the current year which is permanently set 
aside by the fiduciary for a charitable beneficiary is treated as an amount currently 
credited to the charitable beneficiary. If the amount so set aside consists of capital 
gains allocated to corpus (for example, where there is a charitable remainder), then 
capital gains are treated as specifically allocated to the charitable beneficiary. The 
fiduciary will receive a distribution deduction for the capital gains so set aside, but the 
gains set aside will not otherwise affect the amounts taxable to non-charitable bene- 
ficiaries. Where an amount which has been permanently set aside is distributed to a 
charitable beneficiary in a subsequent taxable year, a double deduction is automatically 
denied by present § 663(a) (3), the amount distributed being presumed to have been 
derived from any amount previously set aside and not previously distributed. To this 
limited extent, tracing is still required. 

Since a distribution deduction may be allowed for amounts permanently set aside 
for a charitable beneficiary, the proposal adds to section 643 a new subsection defining 
a charitable beneficiary. It is defined as a beneficiary of an estate or trust which would 
qualify as an organization or other person under §170(c) to or for which a gift or 
contribution by an individual would be treated as a charitable contribution. 


Conforming changes are also required by the proposal, such as amendment of § 681 
to insure that a trust will not be allowed a deduction for a charitable distribution to 
the extent of any unrelated business income, prohibited transactions or unreasonable 
accumulations of income. Similarly, an amendment is required to § 1202 to provide that 
an income beneficiary includes a charitable beneficiary to which capital gains are 
paid or credited so that the fiduciary’s § 1202 deduction for capital gains is reduced 
by the portion of the capital gains which are deemed so paid or credited, 
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19. TO PROVIDE THAT CAPITAL GAINS SHALL BE DEEMED DISTRIBU- 
TABLE TO BENEFICIARIES ONLY IN THE YEAR OF TERMINATION OR 
WHERE THE GOVERNING INSTRUMENT OR LOCAL LAW SO PROVIDES 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to provide that capital gains shall be deemed 
distributed to beneficiaries only in the year of termination of the estate or trust or 
where the governing instrument or local law so provides; and 

Be It Further Resolved, That the Association proposes that this result be effected by 
amending section 643(a) (3) of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendment, or its equivalent in purpose and effect, 
upon the proper committees of Congress: 


Section 1. Section 643(a) (3) is hereby amended to read as follows: 


“(3) CAPITAL GAINS AND LOSSES.—Except in the year of termination of 
the estate or trust gains from the sale or exchange of capital assets shall be 
excluded to the extent that such gains are allocated to corpus and are not 
paid, permanently set aside, or to be used for the purposes specified in section 
642(c). Losses from the sale or exchange of capital assets shall be excluded, 
except to the extent such losses are taken into account in determining the amount 
of gains from the sale or exchange of capital assets which are paid, credited, or 
required to be distributed to any beneficiary during the taxable year. The deduc- 


tion under section 1202 (relating to deduction for excess of capital gains over 
capital losses) shall not be taken into account.” 


Section 2. This amendment shall be effective for all taxable years beginning on or 
after January 1, 1956. 


Exzplanatioa 
Under the present statute, even though capital gains are allocable to corpus, they 
are included in distributable net income if the gains are paid, credited, or required to 
be distributed to the beneficiary during the taxable year. Inclusion of the gains in 
distributable net income shifts taxability from the fiduciary to the beneficiary. 
The statute leaves uncertain the question of whether a distribution of principal will 


be deemed to include capital gains realized during the taxable year. For example, if a 
trustee realizes gain on the sale of securities at the beginning of the year and 
subsequently makes a distribution of corpus to a beneficiary, is the distribution of 
corpus to be regarded as a distribution of the gains realized at the beginning of the 


year? The Committee believes that a question of this importance should be clarified 
in the statute and should not be left to Regulations. 


Under the Committee proposal, capital gain will not be deemed paid, credited, or 
required to be distributed to a beneficiary unless (1) the governing instrument so 


provides, or (2) the gains are realized in the year of termination of the estate or trust. 


20, TO PROVIDE THAT CORPUS CHARGES REDUCE INCOME TAXABLE TO 


BENEFICIARIES ONLY TO THE EXTENT CORPUS CHARGES CANNOT 
BE UTILIZED BY FIDUCIARY 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to provide that deductions which the 
fiduciary determines to be allocable to corpus will enter into the computation of 


distributable net income only to the extent that such deductions exceed items of gross 
income which the fiduciary determines to be allocable to corpus for the taxable year. 


Be It Further Resolved, That the American Bar Association proposes that this 
result be effected by amending section 643(a) of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendment, or its equivalent in purpose and effect, 
upon the proper committees of Congress: 


Sectiou 1. Section 643 is hereby amended by adding at the end of section 643 (a) (7) 
the following new subsection: 


“(8) DEDUCTIONS ALLOCABLE TO CORPUS.—Deductions which the fiduci- 
ary, acting in good faith, determines to be properly allocable to corpus under the 
terms of the governing instrument and applicable local law shall be taken into 
account only to the extent they exceed the items of gross income excluded from 
distributable net income, reduced by the deductions allowed to the estate or trust 
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under section 642(b) and section 1202.” 


Section 2. The amendment made by section 1 shall be effective for all taxable 
years beginning on or after January 1, 1956. 


Explanation 


Under existing law, deductions which are properly allocable to the principal account 
rather than to the income account nevertheless reduce distributable net income so that 
the benefit of the deduction is shifted to the income benficiaries. This result has been 
severely criticized by fiduciaries as improperly depriving the remaindermen of tax 
deductions to which they are rightfully entitled. It has been indicated that probate 
law may require the fiduciary to make necessary adjustments between principal and 
income accounts in order to reimburse the remaindermen for the tax benefit of which 
they are deprived by the present statute. 


According to the legislative history, the present provision was adopted to prevent 
the wastage of deductions which might otherwise occur where all the income was 
currently distributable. The statute, however, goes beyond the declared objective. 
The benefit of corpus deductions is shifted to the income beneficiaries even where there 
remains gross income taxable to the fiduciary, such as capital gains. 

The Committee’s proposal would carry out the objective of preventing the wastage 
of corpus deductions. At the same time, it would not shift the benefit of these deduc- 
tions to the income beneficiaries where sufficient gross income remains taxable to the 
fiduciary to absorb them. This is accomplished by taking corpus deductions into 
account in computing distributable net income only to the extent that they exceed 
items of gross income allocable to corpus and exc'uded from distributable net income. 
Since the deductions allowed the fiduciary under § 1202 (deduction for capital gains) 
and under § 642(b) (deduction for personal exemption) represent corpus deductions 
which are not taken into account in any event in computing distributable net income, 


the proposal requires that gross income allocable to corpus be first reduced by these 
deductions. The remaining “corpus gross income,” such as net capital gains, determines 


the extent to which other corpus deductions will enter into the computation of 
distributable net income. 


Undcr the proposal, the benefit of corpus deductions is not passed through to the 
income beneficiaries where capital gains allocable to corpus (reduced by the § 1202 


and the §642(b) deductions) exceed the corpus deductions. This is the result even 
though the alternative method for computing .ax on the capital gains is employed. 
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Subchapter K. Partners and Partnerships. 


Part I. Determination of tax liability. 


21. GROSS INCOME OF A PARTNER 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that in deter- 
mining the gross income of a taxpayer from a partnership of which he is a member, 
there shall be taken into account only the excess of his distributive share of the gross 
income of the partnership over any guaranteed payments from the partnership that 
are included in his gross income. 


Be it Further Resolved, That the Association propose that the result be achieved by 
amending section 702(c) of the Internal Revenue Code of 1954, effective for taxable 
years ending after the date of enactment; and 


Be it Further Resolved, That the Section of Taxation be directed to urge the fol- 
lowing amendment, or its equivalent, in the proper committees of Congress: 


That section 702(c) of the Internal Revenue Code of 1954 be amended to read as 
follows (insert new matter in italics) : 


“(c) GROSS INCOME OF A PARTNER.—In any case where it is necessary to 
determine the gross income of a partner for purposes of this title, such amount 
shall include the excess of his distributive share of the gross income of the 
partnership over any payments from the partnership that are included in the 
partner's gross income under sections 707(c) and 61(a).” 


Explanation 

Section 702(c) provides that ir. any case where it is necessary to determine gross 
income of a partner, such amount shall include his distributive share of the gross 
income of the partnership. Section 707(c) provides that guaranteed payments of 
salary or interest to a partner shall be considered as made to one not a partner for 
certain limited purposes including determination of the partner’s gross income under 
section 61(a). Since guaranteed payments to a partner do not reduce the partnership 
gross income and consequently do not reduce the partner’s distributive share of such 
income there will be a double inclusion in the partner’s gross income because of the 
overlap of guaranteed payments and his distributive share of gross income from the 
partnership. The proposed change in section 702(c) will prevent this unintended result. 


22. DEDUCTION OF ORGANIZATIONAL EXPENSES OF PARTNERSHIP 


Resolved, That the American Bar Association recommend to the Congress 
that the Internal Revenue Code of 1954 be amended to permit a partnership to 
amortize its organizational expenses over a period of 60 months; and 

Be It Further Resolved, That the Association propose that this result be 
achieved by amending section 703 of the 1954 Code; and 

Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendment, or its equivalent in purpose and effect, upon the proper 
committees of Congress. 

Section 703 of the Internal Revenue Code of 1954 is amended by redesignating 
the present subsection (b) as subsection (c) and adding a new subsection (b) 
reading as follows: 

(b) Depuction oF. OxrGANIZATIONAL EXPENSES OF PARTNERSHIP.— 


(1) ALLOWANCE or Depuction.—A deduction, taken into account in the 
manner provided in paragraph (2), shall be allowed to the partnership for 
the organizational expenses (as defined in paragraph (3) of the partnership. 


(2) Periop ror WuHicH Depuction 1s ALLOWABLE—This deduction for 
organizational expenses of the partnership shall be taken into account by 
the partnership— 


(A) for a period of 60 months beginning with the month in which such 
erpenses were paid oT accTue d, and 
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(B) any organizational expenses not previously deductible by the part- 
nership shall be deductible by the partnership for its taxable year in which, 
or with which, the partnership is terminated in the manner described in 
section 708(b). 


(3) DEFINITION OF ORGANIZATIONAL EXPENSES.—For purposes of this sub- 
section, the term “organizational expenses” includes any expenditure which 
would be capitalizable but for this subsection and which is incident to— 


(A) the creation of a new partnership, 

(B) the preparation of a partnership agreement for.a partnership, 

(C) the amendment of an existing partnership agreement, or 

(D) the preparation or amendment of any agreement relating to the 
transfer or retirement of an wterest in a partnership. 


Explanation 


Under existing case law, the legal fees and other expenses incurred in the 
organization of a partnership are capital expenditures and cannot be deducted for 
income tax purposes, On the other hand, a corporation may under present law, 
deduct its organizational expenses over a period of five years. 


It is proposed to amend Section 703 by insert a paragraph specifically 
permitting the organizational expenses of a partnership to be amortized over a 
period of 60 months after such expenses were paid or incurred. Any such 
amounts not previously deducted would be deductible by the partnership in 
the year of its termination, The term “organizational expenses” is 
broadly defined so as to include costs of preparing a partnership agreement for 
an ex'sting partnership or of revising or amending the partnership agreement, 


23. CLOSE OF THE TAXABLE YEAR OF A PARTNERSHIP WITH RESPECT 

TO A DECEASED PARTNER. 

Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to permit the executor 
or administrator of the estate of a deceased partner to elect whether the deceased 
partner’s share of partnership income to date of death shall be included in the 
decedent’s final return or whether the partnership year shall continue with respect to 
the deceased partner. 


Be It Further Resolved, That the Association propose that the result be achieved by 
amending section 706(c) of the Internal Revenue Code of 1954, effective for taxable 


years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the fol- 
lowing amendment, or its equivalent, in the proper committees of Congress: 


That section 706(c) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics) : 


“(c) CLOSING OF PARTNERSHIP YEAR.— 


(1) GENERAL RULE.—Except in the case of a termination of a partnership 
and except as provided in paragraphs (2) and (3) of this subsection, the taxable 
year of a partnership shall not close as the result of the death of a partner, 
the entry of a new partner, the liquidation of a partner’s interest in the partner- 
ship, or the sale or exchange of a partner’s interest in the partnership. 


(2) DEATH OF A PARTNER.—Except as hereinafter provided in this para- 
graph, the taxable year of the partnership shall close with respect to a deceased 
partner as of the date of death of such partner. The successor in interest of the 
deceased partner may file an election, in accordance with regulations prescribed 
by the Secretay or his delegate, not to close the taxable year of the partnership 
with reepect to the deceased partner as of the date of his death, in which event 
the taxable year of the partnership shall close with respect to such deceased 
partneor— 


(A) at the close of the partnership taxable year if the interest of the de- 
ceased partner is not sold, exchanged or liquidated prior to that date, or 


(B) at whichever ia the later of— 
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(i) the date of sale, exchange or liquidation of -the interest of the de- 
ceased partner, or 


(ti) the day following the death of such partner. 


(® .3) PARTNER WHO RETIRES OR SELLS INTEREST IN PART- 
NERSHIP.— 


(A) DISPOSITION OF ENTIRE INTEREST.—The taxable year of a 


partnership shall close (except as provided in paragraph (2) in the case of a 
deceased partner )— 


(i) with respect to a partner who sells or exchanges his entire interest 
in a partnership, and 


(ii) with respect to a partner whose entire interest is liquidated, exeops 
thet the tenable Yoor of @ pastnonehie with moaperd te @ partner whe die 
Coe ae Aba feet ee He eae af te Reeheemeey 6 Leanietnie apne 


Such partner’s distributive share of items described in section 702(a) for 
such year shall be determined, under regulations prescribed by the Secretary 
or his delegate, for the period ending with such sale, exchange, or liquidation. 


(B) DISPOSITION OF LESS THAN ENTIRE INTEREST.—The taxable 
year of a partnership shall not close (other than at the end of a partner- 
ship’s taxable year as determined under subsection (b)(1)) with respect to a 
partner who sells or exchanges less than his entire interest in the partner- 
ship or with respect to a partner whese interest is reduced, but such partner’s 
distributive share of items described in section 702(a) shall be determined 


by taking into account his varying interests in the partnership during the 
taxable year.” 


Explanation 


Section 706(c) provides as a general rule that the taxable year of the partners... 
shall not close as the result of death of a partner, the entry of a new partner, 
the liquidation of a partner’s interest, or the sale or exchange of a partner’s interest. 
The purpose of section 706(c) is to avoid a bunching of income in the year of a part- 
ner’s death or in the event of certzin other changes in the membership of the firm. 


The statutory provision goes further than is required. In the absence of a bunching 
of income in the final return of the deceased partner, it may be desirable to close the 
taxable year of the partnership with respect to that partner and to permit his share 
of partnership income to be reported in his final return. The deceased partner may 
have deductions and exemptions which could be offset against his share of partnership 
income if included in his final return and which may be lost if the partnership year 
does not end with respect to the deceased partner as of the date of his death. 

The regulations (§ 1.706-1(c) (3) (iv)) attempt to remedy this situation in part by 
providing that if there is an agreement for sale or exchange of a deceased partner’s 
entire interest as of the date of his death, the taxable year of the partnership closes 
as of that date. The regulations do not fully cure the situation and it appears that 
legislation is required. 

Under the proposed amendment to the statute, the general rule wouid be that the 
partnership year closes with respect to a deceased partner as of the date of his death. 
This probably is the result that would be expected by the average taxpayer and it is 
for that reason that it is stated as the general rule. However, the executor or other 
successor in interest of the deceased partner may file an election to continue the tax- 
able year of the partnership with respect to the deceased partner. Further, if the 
interest of the deceased partner is sold or liquidated as of the date of his death, 
pursuant to a binding agreement, the taxable year of the partnership closes with 
respect to the deceased partner at whichever is the later of— 


(1) the date of sale, exchange or liquidation of the interest of the deceased part- 
ner, or 


(2) the day following the death of such partner. 


The general rule in section 706(c)(2)(A) of the present law is that the partner- 
ship taxable year closes with respect to a partner who sells or exchanges his entire 
interest or whose interest is liquidated. This could result in a bunching of income 
in the final return of a deceased partner if the partnership agreement provides for 
the sale or liquidation of his interest pursuant to a binding contract, as of the date 
of his death. There is no policy reason for closing of the partnership taxable year 
so as to require reporting of the deceased partner’s share of his income in his final 
return. Under the proposed amendment, if the successor in interest of the deceased 
partner so elects, the taxable year of the partnership will close with respect to a 
deceased partner on the day following his death, notwithstanding the sale or liquida- 
tion of his interest as of the date of his death. 
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24. TERMINATION OF A PARTNERSHIP UPON SALE OF AN INTEREST OF 
50 PERCENT OR MORE 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that a part- 
nership is terminated by a sale or exchange of an interest of 50 percent or more in 
partnership profits only if such interest is sold to others than partners. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending section 708(b) (1) (B) of the Internal Revenue Code of 1954, effective 
for taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the fol- 
lowing amendment, or its equivalent, in the proper committees of Congress: 


That section 708(b) (1) (B) of the Internal Revenue Code of 1954 be amended to 
read as follows (eliminate matter struck through; insert new matter in italics) : 


“(B) within a 12-month period these ie @ sale or exchange there are sales or 
exchanges, to persons other than partners who have been members of the part- 
nership for a period of at least 12 months prior to such sales or exchanges, of 
60 pereent or mere totaling 50 percent or more of the total interest in partner- 
ship capital and profits.” 


Explanation 


Section 708(b) (1) (B) of the present statute provides that a partnership shall be 
considered as terminated if, within a 12-month period, there is a sale or exchange 
of 50 percent or more of the total interest in partnership capital and profits. There 
is no sound policy reason for terminating the partnership where the interest is sold 
to other members of the partnership, and such a result creates an artificial distinction 
between a sale of an interest to such partners and a retirement of a partnership 
interest by distributions from the partnership in liquidation of that interest (§ 1.708-1 
(b) (1) (ii) of the regulations). Accordingly, it is proposed that paragraph (B) of 
section 708(b) (1) be amended to restrict its application to a sale, or to cumulative 
sales over a period of 12 months, to others than partners. To prevent misuse of this 
sectioi, the partners to whom the interest is sold must have been partners for at 
least 12 months. 


This amendment would facilitate clarification of a doubtful point of interpretation 
under present law. The regulations ($ 1.708-1(b) (1) (ii)) state that the contribution 
of capital to a partnership docs not constitute a sale cr exchange of a partnership 
interest for the purpose of applying section 708(b). This is a correlative of the 
provision in the regulations that the liquidation of a partnership interest is not a 
sale or exchange for the purposes of section 708(b). Under the existing law both 
provisions are justified as affording relief from the harsh statutory rule that the 
sale of a partnership interest to other members of the firm could cause a termination 
of the partnership. The proposed amendment climinates the necessity for providing 
this relief. Under the proposed new statutory rule, it would appear completely ap- 
propriate for the Congressional committee reports to indicate that the Congress 
intended a liquidation of a partner’s interest or a contribution of capital by a new 
partner to be considered a sale or exchange for the purposes of section 708(b). 


The present law is confusing in that it speaks of “a sale or exchange” occurring 
“within a 12-month period”. Obviously a cumulative concept was intended so that 
if all sales or exchanges within the 12 months resulted in a total sale or exchange 
of 50 percent or more of the interest in capital and profits, the partnership would 
be terminated. Changes in the language of the present statute are proposed in order 
to clarify this concept. 


25. TERMINATION OF A PARTNERSHIP UPON DEATH OR RETIREMENT OF 
ONE MEMBER OF A TWO-MAN PARTNERSHIP 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to permit a partnership 
composed of two persons to continue subsequent to the death or retirement of one 
partner, provided that during such period payments that qualify under section 736 
are made to the retiring partner or to the successor in interest of the deceased partner. 


Be It Further Resolved, That the ASsociation propose that the result be achieved 
by amending section 708(b) of the Internal Revenue Code of 1954, effective for taxable 
years ending after the date of enactment; and 


Be It Further Resolved; That the Section of Taxation be directed to urge the fol- 
lowing amendment, or its equivalent, in the proper committees of Congress: 








2860 GENERAL REVENUE REVISION 


That section 708(b) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics): 


“(b) TERMINATION.— 


(1) GENERAL RULE.—Fer purposes of subsection fede Except as provided 
in paragraph (2), a partnership shall be considered as terminated only if— 


(A) no part of any business, financial operation, or venture of the part- 
nership continues to be carried on by any of its partners in a partnership, or 


(B) [see Recommendation 24 for language of present statute and the 
proposed amendment]. 


(2) SPECIAL RULES.— 

(A) TWO-MEMBER PARTNERSHIP.—If a retiring or deceased partner 
is a member of a partnership composed of two partners, the business, finan- 
cial operation or venture of the partnership shall be considcred to be carried 
on in a partnership, for the purposes of subparagraph (1)(A), following his 
death or retirement, for such period of time as payments that qualify under 
section 736 are made to the retiring partner or to the successor in intcrest of 
the deceased partner. 

43 (B) MERGER OR CONSOLIDATION.—In the case of the merger 
or consolidation of two or more partnerships; the resulting partnership shall, 
for purposes of this section, be considered the continuation of any merging 
or consolidating partnership whose members own an interest of more than 
50 percent in the capital and profits of the resulting partnership. 

4 (C) DIVISION OF A PARTNERSHIP.—In the case of a division 
of a partnership into two or more partnerships, the resulting partnerships 
(other than any resulting partnership the members of which had an interest 
of 50 percent or less in the capital and profits of the prior partnership) 
shall, for purposes of this section, be considered a continuation of the prior 
partnership.” 

Explanation 


Section 708(b) (1) (A) provides that a partnership shall be considered as ter- 
minated if no part of any business, financial operation or venture is carried on by 
any of its partners “in a partnership”. This creates a difficult problem in the case 
of a two-man partnership where one partner retires or dies with the result that the 
business is thereafter conducted by the survivor in a proprietorship form. The regula- 
tions attempt to solve the problem by providing (§ 1.736-1 (a) (6)) that if payments are 
made to a retiring or deceased partner which qualify under section 736, the part- 
nership is considered as continuing so long as such payments are made. Because the 
regulations may exceed the statutory authority, the proposed change would incorporate 
the rule in the statute. 


Part II. Contributions, distributions, and transfers. 


26. CHARACTER OF GAIN OR LOSS ON DISPOSITION OF DISTRIBUTED 
PROPERTY 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that if a 
taxpayer who has received a distribution of property from the partnership gives or 
otherwise transfers such property in a transaction where the basis of the transferee is 
determined in whole or in part by reference to the basis of the distributee partner, 
the transferee shall likewise be subject to the provisions of section 735. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending section 735(a) of the Internal Revenue Code of 1954, effective for 
taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendments, or their equivalent, in the proper committees of Congress: 

That section 735(a) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics): 


dete edd Kb — im or lone on the deposition by a 
ditinbuice portrer of unroaleed rocowebles fae defined an cootion 6d +e++ 
deterred be @ peter, ahead be soteiemed goin er dete inom the sete or 
OR RENE te me mteaene enh teng bertey nue treet: nema 

(1) UNREALIZED RECEIVABLES.—If unrealized reecivables (as defined 


in section 751(c)), which previously were distributed by a partnership arc sold 
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or exchanged by the distributec partner, or by a person whose basis for such 
unrealized receivables is determined in whole or in part by reference to the basis 
in the hands of the distributee partner, the gain or loss on such disposition shall be 
coupitored gain or loss from the sale or exchange of property other than a capital 
asse 


(+ F4¥ENFORY 47BM6.—Gaein er lose on the sale om oxchenge by o@ 
distnibutce pastner of inventony tome (ae defined in section 76144) 42)} distnibuted 
ts © pevtnerehip shally Uf veld ov enchanned within + years trem the dete of dhe 
OER he Baas tomes pete te conte fineoe thee sehen eaekempse of prepenic: 
orheoe then @ cape asses. | 


(2) INVENTORY ITEMS—If inventory items (as defined in section 
751(d)(2)), which previously were distributed by a partnership, are sold or 
exchanged, within 5 years from the date of the distribution, by the distributee 
partner, or by a person whose basis for such inventory items is determined in 
whole or in part by reference to the basis in the hands of the distributee partner, 
the gain or loss on such disposition shall be considered gain or loss on the sale 
of property other than a capital asset.” 


Explanation 


Section 735 provides in effect that if a partnership distributes unrealized receivables 
or inventory items to a partner, the gain or loss realized by that distributee partner 
upon a subsequent sale or exchange of such unrealized receivables or inventory items 
will be ordinary income. The section by its express language applies only to the gain 
or loss on the disposition of property “by a distributee partner”. Thus, if the statute 
is literally applied, a distributee partner could make a gift of the unrealized receivables 
or inventory items received by him as a distribution from a partnership, and the 
donee would escape application of the provisions of section 735. It is proposed that 
section 735(a) be amended to apply also to a sale or exchange of such unrealized 
receivables or inventory items by a taxpayer who acquired them from the distributee 
and whose basis for such property is determined by reference to the distributee’s basis. 


27. PAYMENTS TO A RETIRING PARTNER OR TO A DECEASED PARTNER'S 
SUCCESSOR IN INTEREST 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended -to provide that payments 
to a retiring partner or to the successor in interest of a deceased partner will qualify 
under section 736(a) only if either such payments are made in money and in more than 
one taxable year of the partnership, or the parties agree that such payments are 
to constitute section 736(a) payments. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending section 736(a) of the Internal Revenue Code of 1954, effective for 
taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendment, or its equivalent, in the proper committees of Congress: 


That section 736(a) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics): 


“(a) PAYMENTS CONSIDERED AS DISTRIBUTIVE SHARE OR GUAR- 
ANTEED PAYMENT.— 

(1) GENERAL RULE.—Payments made in liquidation of the interest of 

a retiring partner or a deceased partner shall, except as provided in sub- 

section (b) and subject to the limitations of paragraph (2), be considered— 


¢4 (A) as a distributive share to the recipient of partnership income 
if the amount thereof is determined with regard to the income of the 
partnership, or 

( (B) as a guaranteed payment described in section 707(c) if the 
amount thereof is determined without regard to the income of the 
partnership. 


(2) LIMITATION.—This subsection shall apply only if either— 


(A) the payments are made in money and consist of more than one 
payment made in more than one partnership taxable year, or 


(B) the agreement with respect to such payments provides that they 
are to constitute either a distributive share of partnership income or a 
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guaranteed payment described in section 707(c).” 


Explanation 


The proposed regulations (§ 1.736-a(2)) provided that payments qualifying under 
section 736(a) must be made in money and that such payments must be made in more 
than one taxable year of the partnership. The final regulations contain no such 
requirement, presumably because of the lack of statutory authority. The Committee 
considers that the statute should contain requirements, similar to those in the proposed 
regulations, in order to prevent unexpected and undesirable tax consequences. 


For example, the A-B-C partnership agreement provides for payment of $50,000 
for the interest of a deceased partner in the partnership. Payment is to be made 
in cash within 90 days after death. Liability for the payment is funded with life 
insurance. The partnership agreement makes no reference to a payment for a deceased 
partner’s interest in good will. Partner C dies and the continuing partnership of A 
and B makes the $50,000 payment to C’s executor in full retirement of C’s interest 
in the partnership. If it is later determined that the fair market value of C’s interest 
in partnership property (exclusive of good will) was $30,000, C’s estate would have 
ordinary income of $20,000, representing a payment under section 736(a). The taxable 
income of A and B would be reduced by $20,000, a fact that might influence their 
ideas with respect to the valuation of C’s interest in the partnership property. 


If there is a lump sum payment for the interest of a retiring partner or deceased 
partner, or if the interest is retired by a distribution of property other than money, 
it is probably the usual intention of the parties that the transaction be considered a 
capital transaction rather than an income distribution. Accordingly, it is proposed 
to amend section 736(a) by adding a new paragraph (2) dealing with limitations on 
the treatment of a payment as a distribution of income or a guaranteed payment. 
Under the first limitation, the payment must be made in money and payments must 
be made in more than one taxable year of the partnership. 


However, if the parties clearly intend a lump sum payment or a distribution of 
property other than money to be a distribution of income, and assuming it otherwise 
qualifies, there is no apparent policy reason why such payment or distribution should 
not be treated as a section 736(a) payment. Accordingly, in paragraph (2) there is 
an alternative limitation that would recognize « lump sum payment or a distribution 
of property as a section 736(a) payment if the parties so agree, and if the payment 
or distribution otherwise falls within section 736(a). Regulations to be prescribed 
by the Secretary or his delegate will specify what evidence is required of the existence 
of such an agreement. 


28.* INCOME WITH RESPECT TO A DECEASED PARTNER 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that no 
adjustment may be made under section 743(b) to the basis of unrealized receivables 
of the partnership as the result of death of a partner; that section 753 be broadened in 
its definition of income in respect of a decedent in the case of a deceased member of 
a partnership; and that section 1014(c) be amended with respect to basis of a deceased 
partner’s interest jn a partnership which has unrealized receivables. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending sections 743(b), 753 and 1014(c) of the Internal Revenue Code of 1954, 
effective for taxable years ending after the date of enactment; and 

Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendments, or their equivalent, in the proper committees of Congress: 


That Section 743(b) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics) : 


“(b) ADJUSTMENT TO BASIS OF PARTNERSHIP PROPERTY.— 


(1) GENERAL RULE.—In the case of a transfer of an interest in a partner- 
ship by sale ox exchange or upon the death of a partner, a partnership with 
respect to which the election provided in section 754 is in effect shall— 


44 (A) increase the adjusted basis of the partnership property by the 
excess of the basis to the transferee partner of his interest in the partnership 
over his proportionate share of the’ adjusted basis of the partnership 
property, or . 


* Also includes conforming amendment under Subchapter O, Part II, ‘Basis Rules of General Appli- 
cation.” 
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4%) (B) decrease the adjusted basis of the partnership property by the 
excess of the transferee partner’s proportionate share of the adjusted basis 
of the partnership property over the basis of his interest in the partnership. 


Under regulations prescribed by the Secretary or his delegate, such increase or 
decrease shall constitute an adjustment to the basis of partnership property with 
respect to the transferee partner only. A partner's proportionate share of the 
adjusted basis of partnership property shall be determined in accordance with his 
interest in partnership capital and, in the case of an agreement described in section 
704(c)(2) (relating to effect of partnership agreement on contributed property), 
such share shall be determined by taking such agreement into account. In the case 
of an adjustment under this subsection to the basis of partnership property 
subject to depletion, any depletion allowable shall be determined separately for 
the transferee partner with respect to his interest in such property. 


(2) EXCEPTION.—No adjustment to basis ehall be made with respect to 
unrealized receivables, as defined in section 751(c), in the case of a transfer of 
a partnership interest upon death of a partner.” 


That section 753 of the Internal Revenue Code of 1954 be amended to read as follows 
(eliminate the matter struck through; insert new matter. in italics) : 


“SEC. 753. PARTNER RECEIVING INCOME IN RESPECT OF DECEDENT. 

Pre eemeunt mehidisle an the prete Heome of @ stecenser an intenest of 
Cbs bona pe neem Stitt ett tee eanttenrebeetien HERRMRORRE FL atengeneh 
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In the case of a deceased partner, the following amounts shall be considered 
income in respect of a decedent under section 691: 


(1) the amount includible in the gross income of a successor in interest 
of such deceased partner under section 736(a); and 


(2) the interest of the deceased partner, as of the date of hie death, in 
unrealized receivables (as defined in section 751 (c)), to the extent not 
already included in subparagraph (1).” 


That section 1014(c) of the Internal Revenue Code of 1954 be amended to read as 
follows (insert new matter in italics): 


“(C) PROPERTY REPRESENTING INCOME IN RESPECT OF A DECE- 
DENT.—This section shall not apply to property which constitutes a right to re- 
ceive an item of income in respect of a decedent under section 691. Jn the case of a 
deceased partner, the basis of his partnerchip interest shall be the amount de- 
termined under subsection (a) reduced by the value, at the applicable valuation 
date, of the amount, if any, which, under the provisions of section 758, is considered 
income in respect of such deceased partner.” 


Explanation 


It is very possible that the present statutory provisions could be interpreted so 
that a successor in interest of a deceased partner is entitled to an adjustment to 
basis of unrealized receivables of the partnership under section 743(b), assuming a 
proper election is made under section 754. There is nothing in section 743(b) that 
specifically denies the right to adjust basis of unrealized receivables in the case of a 
transmission of a partnership interest upon death of a partner. The fact that section 
753 is restricted to payments qualify ng under section 736(a) tends to indicate the 
absence of any limitation on the adjustment to basis of unrealized receivables of a 
partnership. 


Assume that the A-B-C partnership has unrealized receivables of $30,000 at the 
time of A’s death. If the partnership makes payments to A’s successor in interest for 


his interest in the partnership, section 736(b) (2) (A) requires that the payments | 


for A’s $10,000 interest in unrealized receivables shali be treated as payments under 
section 736(a). Section 753 defines such payments as “income in respect of a decedent”. 
The payments in retirement of A’s interest in the unrealized receivables are ordinary 
income to A’s successor in interest and reduce the partnership income taxable to B 
and C. If, however, the partnership should file an election under section 754 to 
adjust basis of partnership property, pursuant to section 743(b), to reflect the trans- 
mission of the partnership interest to A’s heirs, then A’s successor in interest could 
claim that under section 743 (b) there should be a $10,000 adjustment to basis of 
unrealized receivables. This adjustment would be confined in its effect to A’s suc- 
cessor in interest. Thus, by continuing the partnership and filing the election under 
section 754, A’s successor in interest completely avoids the realization of taxable 
income with respect to A’s interest in unrealized receivables as of the date of his 
death. B and C would be willing to go along because they are taxed on $20,000 of 
ordinary income either way. 
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If the adjustment to basis under section 743(b) can be made to unrealized receiv- 
ables of the partnership, A’s successor in interest could also avoid the realization of 
income with respect to A’s share of unrealized receivables through a sale or exchange 
of A’s partnership interest. Section 751(a) would still be applicable, but there would 
be no taxable gain attributable to the sale of A’s interest in the unrealized receivables. 


To close these loopholes in the statute, section 743(b) should be amended to provide 
specifically that no adjustment may be made to the basis of unrealized receivables upon 
the death of a partner. Section 753 should be broadened so that such unrealized re- 
ceivables fall within the definition of income in respect of a decedent. Section 1014(c) 
should be amended to make it abundantly clear that the amount which is considered 
income in respect of a decedent under sections 753 and 691 is not included in the 
basis of the partnership interest of a deceased partner. 


29. SALE OR EXCHANGE OF AN INTEREST IN A PARTNERSHIP 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that in the 
case of a sale or exchange of a partnership interest, the gain or loss of the transferor 
partner attributable to unrealized receivables and to substantially appreciated inven- 
tory shall be determined as chough the partnership had sold the unrealized receiv- 
ables or appreciated inventory and the transferor partner shall be taxed on his 
distributive share of the gain attributable to the unrealized receivables or appreciated 
inventory. 


Be It Further Resolved, That the Association propose that the result be achieved by 
amending section 751(a) of the Internal Revenue Code of 1954, effective for taxable 
years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendment, or its equivalent, in the proper committees of Congress: 


That section 751(a) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics): 


“(a) SALE OR EXCHANGE OF INTEREST IN PARTNERSHIP.—Phe 
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(1) Upon a sale or exchange of all or a part of a partner's interest in the 
partnership, the gain or loss attributable to the sale or exchange of all or a 
part of his interest in the partnership's section 751 property, as defined in 
paragraph (4), shall be considered as @m ameunt gain or loss realized from the 
sale or exchange of property other than a capital asset. 


(2) The amount of gain or loss attributable to the sale of all or a part 
of a partner's interest in the partnership's section 751 property shall be the 
difference between the transferor partner's distributive shares 


(A) immediately before the sale or exchange of all or a part of his 
partnership interest, and 


(B) immediately after such sale or exchange, 


in the profit or loss the partnership would have realized had it sold the 
section 751 property for its fair market value on the date of the sale or 
exchange of the partnership interest. 


(3) If the interest in the partnership that is sold or exchanged was ac- 
quired by the transferor, in whole or in part, within 2 years prior to such 
sale or exchange and if the election under section 754 was not in effect with 
respect to such orior transfer, the transferor partner may elect, in accord- 
ance with regulations issued by the Secretary or his delegate, to determine, 
pursuant to paragraph (2), his gain or loss attributable to the sale of his 
interest in partnership property as if the adjustment to basis of partnership 
property provided in section 743(b) were in effect with respect to such 
prior transfer. 


(4) For the purposes of this section the term “section 751 property” means 
unrealized receivables of the partnership, as defined in section 751(c), and 
inventory items of the partnership which have appreciated substantially in 
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value, as defined in section 751(d).” 


Explanation 


Section 751(a) provides in effect that an allocation shall be made of a portion of 
the sales price of a partnership interest to unrealized receivables or substantially appre- 
ciated inventory. The regulations (§ 1.751-1(a) (2)) require that basis of the interest 
sold in the section 751 property shall be determined as though such property had been 
distributed to the transferor partner immediately prior to the sale or exchange of his 
interest in a pro rata distribution. This formula for determining gain or loss on sale 
of a partnership interest allocable to unrealized receivables or appreciated inventory 
items is extremely complicated in practical application. 


It is recommended that section 751(a) be amended in several particulars. In 
order to facilitate the legislative language, it is proposed that there be a definition of 
the term “section 751 property”. The regulations at § 1.751-1(a)(1) adopt this ap- 
proach and define section 751 property as including unrealized receivables and sub- 
stantially appreciated inventory items. This de‘nition is found in section 751(a) (4), 
as proposed to be amended. 


It is also proposed that section 751(a) be amended to provide that the gain or loss 
of the selling partner attributable to the sale or exchange of his interest in section 
751 property shall be determined as though the partnership had sold such section 751 
property at market value. It is contemplated that the actual sales price of the 
partnership interest will be used in determining the sales price at market value. 
This would prevent the use of a theoretical market value of the section 751 property 
that does not take into account the valuation used by the parties in fixing the sales 
price of the partnership interest. The proposed statutory amendment is designed to 
also cover the situation where a partner sells less than his entire interest in the 
partnership. 

Section 751(a) does not provide for the sale or exchange of an interest in a 
partnership having section 751 property where the transferor partner acquired his 
interest by a transfer within 2 year prior to the date of such sale or exchange but the 
election under section 754 is not in effect. The regulations at § 1.751-1(2) attempt 
to cover this situation by providing that the transferor partner’s basis of the section 
751 property “shall be an amount equal to the basis such property would have had 
under section 732 (including subsection (d) thereof) if the selling partner had 
received his share of such property in a current distribution made immediately before 
the sale.” By bringing into account the section 732(d) adjustment, the regulations 
do achieve the effect of the adjustment to basis of partnership property under section 
143(b) that would have been made had the election under section 754 been in effect. 
Paragraph (3) of section 751(a), as proposed to be amended, incorporates a provision 
that corresponds to the relief afforded by section 732(d). 


30. CERTAIN DISTRIBUTIONS TREATED AS SALES OR EXCHANGES 


Resolved, That the American Bar Association recommend to the Congress that 
the Internal Revenue Code of 1954 be amended to provide that section 751(b), 
dealing with certain distributions which are treated as sales or exchanges, shall 
not apply unless the distribution is in complete liquidation of a partner’s interest; 
and 

Be It Further Resolved, That the Association propose that this result be 
achieved by amending section 751(b) of the 1954 Code; and 

Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendment, or its equivalent in purpose and effect, upon the proper 
committees of Congress. 


Section 751(b)(2) of the Internal Revenue Code of 1954 is amended to read 
as follows (climinate matter struck through; insert new matter in italics) : 


(2) Exceptions.—Paragraph (1) shall not apply to— 


(A) a distribution of property which the distributee contributed to the 
partnership, or 

(B) payments, described in section 736(a), to a retiring partner or suc- 
cessor in interest of a deceased partner, or 

(C) a distribution which is not in liquidation of a partner's interest and 
is not one of a series of distributions in complete liquidation of a partner's 
interest pursuant to a plan to retire said interest. 








2866 GENERAL REVENUE REVISION 


Explanation 





Section 751 deals with the problem of the “collapsible partnership.” If a partnership 
has Sec. 751 property (i.e., unrealized receivables or substantially appreciated inven- 
tory), part of the gain realized upon sale of a partnership interest is attributed to the 
Sec. 751 property and is.taxed as ordinary income. If the partnership distributes prop- 
erty to the partners, and if the result of the distribution is to change the interests of 
the partners in the Sec. 751 property, Sec. 751(b) provides for recognition of gain or 
loss to the partners on the theory that there has been an exchange of an interest in the 
Sec. 751 property for an increased interest in other partnership assets. The application 
of Sec. 751(b) to a distribution that does not completely retire the interest of a partner 
creates complexities and possible traps for the unwary, especially in the case of a cur- 
rent distribution of cash or property. Other provisions of the statute adequately protect 
the revenues where there is a distribution that does not completely retire a partner’s 
interest. The proposed amendment to Sec. 751(b) would confine its application to those 
distributions which are made in the complete retirement of a partner’s interest. 


31. DEFINITION OF UNREALIZED RECEIVABLES 


Resolved, That the American Bar Association recommend to the Congress that 
the Internal Revenue Code of 1954 be amended to limit the definition of un- 
realized receivables so as to avoid treating the value of partnership good will as 
an unrealized receivable; and 

Be It Further Resolved, That the Association propose that this result be 
achieved by amending section 751(c) of the 1954 Code, effective for taxable 
years ending after the date of the enactment; and 

Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendment, or its equivalent in purpose and effect, upon the proper 
committees of Congress. 


Section 751(c) of the Internal Revenue Code of 1954 is amended to read as 
follows (eliminate matter struck through; insert new matter in italics): 


(c) UNREALIZED RECEIVABLES.— 


(1) Generar Rute.—For purposes of this subchapter, the term “unrealized 
receivables” 4nehides: means the value, at the time of the sale, exchange, or 
distribution, of a right to payment for services or for inventory items, as 
defined in section 761(d)(2), to the extent that such value was not previ- 
ously includible in income of the partners under the method of accounting 
used by the parternship, and to the extent that such value exceeds the 
partner’s basis for the right or item for which the right is receivable. 








(2) Limitations—ZIn the case of a right to future payment for uncom- 
pleted services, the value of the right shall not exceed the value of the 
services rendered prior to the time of the sale, exchange, or distribution. 
In the case of a right to payment for undelivered inventory items, the value 
of the right shall be includible only to the extent that the right is attributa- 
ble to items owned by the partnership at the time of the sale, exchange, or 
distribution, without reduction by the value of such items. 


Explanation 


Section 751(c) defines “unrealized receivables” as including the right to payment for 
services to be rendered or for goods to be delivered in the future. The concept of “un- 
realized receivables” is significant in determining the ordinary income realized upon sale 
of a partnership interest (Sec. 751(a)) or upon certain distributions by a partnership 
(Sec. 751 (b)). 

The present definition of “unrealized receivables” is broad enough to include the value 
of rights to payment under uncompleted long-term contracts. which are generally con- 
sidered to be part of the good will of the business. For example, a partnership servic- 
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ing television sets might be required to treat the value of its right to compensation for 
services to be rendered two years in the future under a long-term contract as an un- 
realized receivable. 

_ Furthermore, the present provision might be considered to include orders for the de- 
livery at a future date of inventory items not yet acquired by the partnership. Such 
orders for future deliveries represent part of the going concern value of the business 
and should not be treated as an unrealized receivable. 

The proposed amendment would limit the concept of unrealized receivables in two 
respects. It would exclude from the definition of unrealized receivables rights to pay- 
ments for services to be rendered in the future, and rights to payment for the delivery 
of goods not then owned by the partnerships. 


32. DEFINITION OF SUBSTANTIALLY APPRECIATED INVENTORY 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that inven- 
tory items will be considered to have appreciated substantially in value only if (1) 
such appreciation is more than 20 percent of the appreciation in value of all partner- 
ship properties that have appreciated in value, and (2) the fair market value of the 
inventory excceds 120 percent of the total net worth of the partnership determined by 
using fair market values for partnership properties. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending section 751(d)(1) of the Internal Revenue Code of 1954, effective for 
taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the follow- 
ing amendment, or its equivalent, in the proper committees of Congress: 


That section 751(d) (1) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics) : 


“(1) SUBSTANTIAL APPRECIATION.—Inventory items of the partnership 
shall be considered to have appreciated substantially in value if 4hete. dete market 
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(A) the excess of the fair market value over the adjusted basis to the 
partnership of inventory items of the partnership exceeds 20 percent of the 
difference between the total fair market value and the total adjusted basis 
to the partnership of all partnership properties whose fair market value 
exceeds their adjusted basis to the partnership, and 


(DB) the fair market value of inventory items of the partnership exceeds 
20 percent of the difference between 


(i) the fair market value of all partnership property and 
(ii) the total liabilities of the partnership.” 


Explanation 


Substantially appreciated inventory items are defined in the present statute as 
inventory items the value of which exceeds 120 percent of the partnership’s adjusted 
basis of such property and 10 percent of the fair market value of all partnership 
property other than money. It is possible to avoid the 120 percent test by planned 
action, such as causing the partnership to purchase additional inventory having a 
market value no greater than cost. It is also possible to avoid the 10 percent test by 
causing the partnership to use its cash to purchase securities, or to borrow money to 
purchase securities, or to otherwise “juggle” assets and liabilities. 

To make the test of substantial appreciation more meaningful and less vulnerable 
to planned tax avoidance, it is proposed that substantially appreciated inventory be de- 
termined by a comparison between the appreciation in value of the partnership's 
inventory and the total appreciation in value of all of the partnership’s property, 
whose fair market value exceeds adjusted basis. Thus, assume a partnership had 
inventory with a fair market value of $35,000 and an adjusted basis to the partner- 
ship of $20,000. The excess of fair market value over basis is $15,000. The partner- 
ship also has properties X and Y with basis and fair market values as follows: 
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Adjusted Fair Market 
Basis Value 
Property X $ 50,000 $140,000 
Property Y 80,000 80,000 
Total $130,000 $170,000 


For the two items the total excess of fair market value over adjusted basis is $40,000. 
However, the excess of fair market value over adjusted basis with respect to Property 
X is $90,000. Under the proposed amendment, Property X would be considered in 
the measure of whether the inventory was substantially appreciated. Property Y 
would be omitted from consideration. The computation would be as follows: 


Excess of Market 


Market Adjusted Value Over 

Value __Basis Adjusted Basis 
Inventory $35,000 $20,000 $15,000 
Property X 140,000 50,000 90,000 
Property Y 30,000 80,000 = 
Total $105,000 

= 

Ratio to total of excess of market value 14% 


The excess of market value over adjusted basis of inventory is less than 20 percent 
of the total appreciation (i.e., excess of market value over adjusted basis of partner- 
ship property) of those partnership properties that reflect an appreciation in value. 
Consequently, the inventory, in this example, is not substantially appreciated in value. 

In addition to the inventory being substantially appreciated under the foregoing 
test, it also must have a market value that exceeds 120 percent of the excess of the 
market value of all partnership property over the.partnership liabilities. This is to 
avoid the problems of fragmentation where the appreciation in value of partnership 
property is insignificant in comparison with the total net worth, at market value, of 
the partnership. The measure is made the excess of market value of partnership 
property over partnership liabilities, rather than merely the market value of 
partnership property as in the present law, so as to eliminate obvious opportunities 
of increasing the partnership’s property through borrowings. 


33. DEFINITION OF INVENTORY ITEMS. 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 bé amended to redefine inventory 
items for the purposes of section 761. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending section 751(d) (2) of the Internal Revenue Code of 1964, effective for 
taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the fol- 
lowing amendment, or its equivalent, in the proper committees of Congress: 


That section 751(d) (2) of the Internal Revenue Code of 1954 be amended to read 
as follows (eliminate matter struck through; insert new matter in italics) : 


(2) INVENTORY ITEMS.—For purpose of this subchapter the term “inven- 
tory items” means— 
(A) property of the partnership of the kind described in sections 1221(1), 
1221(3) and 1221(5), and 


(B) any other property of the partnership whieh, on sale or exchange by 
ae He seen fee ame heen tie aime tte ry ee At 
and ether then property deseribed in coction 1334, end with respect to which 
the amount realized on a sale or exchange by the partnership would be con- 
sidered as an amount realized from the sale or exchange of property other 
than a capital asset, provided that the following properties shall be excluded 
from the definition of inventory items: 


(i) accounts or notes receivable acquired in the ordinary course of 
trade or business for services rendered or fram the sale of property 


described in section 1221(1), 
(ii) property described in section 1231, and 


(iti) property held for a period of 6 months or less which is used by 
the partnership in its trade or business, of a character which is subject 
to the allowance of depreciation provided in section 167,.or real property 
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used in the partnership's trade or business. 


(C) any other property held by the partnership which, if held by the 
selling or distributee partner, would be considered property of the type 
described in subparagraph (A) or (B). In determining what constitutes 
inventory items for the purpose of applying scction 751(b), this subparagraph 
shall apply only with respect to property owned by the partnership after the 
distribution is made and with respect to which property the distributee 


partner has relinquished or reduced his interest in exchange for property 
distributed to him.” 


Explanation 


Section 751(d) (2) (B) of the present statute includes in the definition of inventory 
items any other property which on sale or exchange by the partnership “would be 
considered property other than a capital asset and other than property described in 
section 1231”. This definition probably is considerably broader than the Congress real- 
ized. Among the items which are not capital assets and not property described in section 
1231 (and consequently would be inventory items) are— 


(1) Real property or depreciable property used in the trade or business but which 
has been held for a period of six months or less (section 1221(2)), and 


(2) Accounts or notes receivable acquired in the ordinary course of trade or 
business for services rendered or from the sale of inventory (section 1221(4) ). 
This would include accounts receivable of an accrual basis partnership even 
though the amount realized on sale of goods or for services rendered has 
been included in the partnership’s taxable income. 


The inclusion of these items in inventory gives a distorted result which may work to 
the detriment of either the Treasury Department or the taxpayer. It is proposed to 
amend section 751(d) (2) (B) so as to specifically exclude from classification as inven- 
tory items accounts or notes receivable acquired in the ordinary course of trade or 
business, section 1231 property and real property, or depreciable property used in the 
trade or business of the partnership but which has been held for a period of 6 
monthe or less. 


It will be noted that the proposed statutory language refers to property “with 
respect to which the amount realized on a sale or exchange by the partnership would 
be considered as an amount realized from the sale or exchange of property other than 
a capital asset.” This language was designed with the thought of preventing the 
contribution to a partnership of section 306 stock or of stock in a collapsible corpora- 
tion (section 341). Under the present statute, it might be possible to argue that 
such stock is not inventory as defined in section 751(d) (2) (B). It is believed that the 
suggested language is broad enough to include section 306 stock or stock of a 
collapsible corporation in the definition of inventory. 


Under section 751(d)(2)(C) of the present law, inventory items also include 
property which may not be held as inventory or for sale in the ordinary course of the 
partnership business but which would be so held if owned by the selling partner or 
the distributee partner. Presumably this provision is intended to prevent dealers in 
real estate avoiding ordinary income consequences by participating in partnerships 
which hold real property for investment purposes. 

However, in the case of a distribution of partnership property to which section 
751(b) applies, section 751(d)(2)(C) may have unexpected and unfair consequences 
to some partners. For example, the A-B-C partnership holds real property which is 
a capital asset of the partnership. The partnership has no property other than the 
real estate and cash. If the real estate is distributed to A, who is not a dealer in real 
estate, it would not be an inventory item of the partnership and consequently section 
751(b) would not be applicable. However, if the real estate is distributed to C, who 
is a dealer in real estate, it would be an inventory item under section 751(d) (2) (C), 
of the present statute. If the real estate had substantially appreciated in value, 
A and B would realize ordinary income under section 751(b), to the extent of their 
shares of the appreciation, as a result of the distribution of the property to C. 


The proposed change in the statute would result in classifying property as inven- 
tory, by reference to its status if held by the distributee partner, only as to property 
owned by the partnership after the distribution. If property is distributed, the 
distributee partner, in effect, has reduced his interest and hence sold or exchanged his 
interest in the property remaining in the partnership. He realizes ordinary gain or 
loss if such property, in which he has relinquished or reduced his interest, would be 
inventory if held by him. On the other hand, if the property in question were dis- 
tributed to such partner, so that the remaining partners are in effect selling or 
exchanging their interests in such property, the continuing partners only realize 
capital gain or loss since it is a capital asset to them. 
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34. LIMITATION ON PARTNER’S DISTRIBUTIVE SHARE OF LOSSES. 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 limiting the allowance of the share 
of a partner’s losses in excess of the adjusted basis of such partner’s partnership 
interest be amended to permit the allowance of such share of such losses where the 
partner is unconditionally obligated to the partnership therefor. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending subsections (a) and (b) of section 752 of the Internal Revenue Code of 
1954, effective for taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the fol- 
lowing amendments, or their equivalent, in the proper committees of Congress; 


That subsections (a) and (b) of section 752 of the Internal Revenue Code of 
1954 be amended to read as follows (insert new matters in italics) : 


“(a) INCREASE IN PARTNER’S LIABILITIES.—Any increase in a partner’s share of 
the liabilities of a partnership, or any increase in a partner’s individual liabilities 
by reason of the assumption by such partner of partnership liabilities, or any in- 
crease in a partner’s liability to the partnership, shall be considered as 4 con- 
tribution of money by such partner to the partnership. 


(b) DECREASE IN PARTNER’S LIABILITIES.—Any decrease in a partner’s share of 
the liabilities of a partnership, or any decrease in a partner’s individual liabilities 
by reason of the assumption by thé partnership of such individual liabilities, 
or any decrease in a partner’s liability to the partnership, shall be considered as 
a distribution of money to the partner by the partnership.” 


Explanation 


Under the present provisions of section 704(d), the excess of a partner’s share of 
losses over the adjusted basis of his partnership interest is deductible only in the year 
in which such excess is repaid to the partnership. In determining his adjusted basis, 
any increase in his share of liabilities to third parties is taken into account so the 
partner may deduct his share of a partnership loss to the extent he becomes liable to 
partnership creditors. However, no logical distinction can be drawn between a liability 
of a partner to the partnership and a share of liabilities of the partnership to third 
parties. 

The proposed change would permit a partner to deduct in the year of the loss his 
full share of partnership losses although in excess of the basis of his partnership 
interest if he is obligated to repay his share of such losses. As a matter of drafting 
convenience, the liability to repay his share of losses is referred to as a liability to the 
partnership. However, it is intended that the same result will obtain where the 
liability to repay is to the other partners or to some of them, rather than directly 
to the partnership. The interests of the revenue are amply protected against the subse- 
quent forgiveness of a partner’s obligations to the partnership by other provisions of 
the Code which tax the amount of such forgiveness as income. 


The proposed change will not permit losses to be allowed to a partner in excess of 
the basis of his partnership interest where he is obligated to repay such losses on a 
conditional basis only (e.g., out of future profits) since, in these circumstances, the 
amount of the partner’s loss, if any, has not been finally fixed. 

Upon its passage by the House of Representatives, H. R. 8300 (subsequently enacted, 
with amendments as the Internal Revenue Code of 1954) contained a provision which 
would have accomplished the result here recommended. This provision was, however, 
stricken from the bill by the Senate Finance Committee without explanation. 


Part III. Definitions. 


35. EXCLUSION OF CERTAIN UNINCORPORATED ORGANIZA 
PARTNERSHIP PROVISIONS. aPawr e ee 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to permit the Secretary 
or his delegate to exclude from treatment as partnerships certain unincorporated 
organizations, other than those organizations that elect to be treated as partnerships, 


without any requirement that all of the members must elect such treatment. 


Be It Further Resolved, That the Association 
amending section 761 of the Internal Revenue 
of Subchapter K thereof, and 


Propose that the result be achieved by 
Code of 1954, as of the effective date 
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Be It Further Resolved, That the Section of Taxation be directed to urge the follow- 
ing amendments, or their equivalent, in the proper committees of Congress: 


That section 761 of the Internal Revenue Code of 1954 be amended to read as follows 
(eliminate the matter struck through; insert new matter in italics) : 


“(a) PARTNERSHIP.— 


(1) General Rule. For purposes of this subtitle, the term ‘partnership’ in- 
cludes a syndicate, group, pool, joint venture, or other unincorporated 
organization through or by means of which any business, financial oper- 
ation, or venture is carried on, and which is not, within the meaning 
of this title, a corporation or a trust or estate. 
(2) Organizations Excluded by Regulations. Unless an unincorporated organi- 
zation described in this paragraph elects to be taxed as a partnership, 
under regulations the Secretary or his delegate may at the election of att 
the members of en unineorperated organisation, exclude such an unin- 
corporated organization described in paragraph (1) of this subsection 
from the application of all or part of this subchapter, if it is availed of— | 


4 (A) for investment purposes only and not for the active conduct 
of a business, or 


2+ (B) for the joint production, extraction, or use of property, but not 
for the purpose of selling services or property produced or 
extracted, 

if the income of the members of the organization may be adequately de- 

termined without the computation of partnership taxable income. 


Explanation 


The present statute contains provisions for exclusion from the concept of partner- 
ship, for income tax purposes, of an unincorporated organization, but only if all of the 
members elect to be excluded. Experience indicates impracticability of an election by 
all of the members. The legislative recommendation eliminates the requirement that 
all of the members elect to be excluded. At the same time the recommendation pre- 
serves the privilege whereby such an organization (as distinguished from the members) 
may be taxed as a partnership. 
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Subchapter N. Tax Based on Income from Sources Within 
or Without the United States. 


Part ITI. Income from sources without the United States. 


36. DEFINITION OF WESTERN HEMISPHERE TRADE CORPORATION 


Resolved, That the American Bar Association recommends to the Congress that 
the Internal Revenue Code of 1954 be amended to provide that in determining 
whether a corporation qualifies as a Western Hemisphere trade corporation pur- 
chasing activities outside of the Western Hemisphere should not be taken into 
account; and 

Be It Further Resolved, That the Association proposes that this result be 
effected by amending section 921 of the 1954 Code; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendment or its equivalent in purpose and effect upon the proper 
committees of Congress: 


See. 1. Section 921 (relating to the definition of Western Hemisphere trade 
corporations) is amended to read as follows (climinate the matter struck through) : 


SEC. 921. DEFINITION OF WESTERN HEMISPHERE TRADE CORPORA- 
TIONS. 


For purposes of this subtitle, the term “Western Hemisphere trade corporation” 
means a domestic corporation all of whose business (other than +neidentalpur- 
chases) is done in any country or countries in North, Central, or South America, 
or in the West Indies, and which satisfies the following conditions: 


(1) if 95 percent or more of the gross income of such domestic corporation 
for the 3-year period immediately preceding the close of the taxable year 
(or for such part of such period during which the corporation was in exist- 
ence) was derived from sources without the United States; and 

(2) if 90 percent or more of its gross income for such period or such part 
thereof was derived from the active conduct of a trade or business. 


Sec. 2. The amendment made by Section 1 shall be applicable with respect to 
all taxable years beginning on or after January 1 of the year in which the amend- 
ment is adopted. 


Esplanation 


The Western Hemisphere trade corporation concept was enacted to encourage United 
Statex capital to invest in the Western Hemisphere outside of the United States 
and to put United States capital in that area on a competitive equality with foreign 
capital. Allowing purchases to be made outside of the Western Hemisphere by a Western 
Hemisphere trade corporation would seem necessary to effectuate these policies. Further, 
the present statute can be circumvented through the use of a non-Western Hemisphere 
trade corporation to make purchases outside the Western Hemisphere followed by a 
resale on proper terms to the Western Hemisphere trade corporation; it should be 
unnecessary to adopt such a procedure, 








GENERAL REVENUE REVISION 2873 
Subchapter O. Gain or Loss on Disposition of Property. 


Part II. Basis rules of general application. 


37. BASIS OF JOINT TENANCIES IN COMMUNITY PROPERTY STATES 


Resolved, That the Americ:.a Bar Association endorses the provisions of H.R. 7980 
(84th Cong., 2d Sess.) but recommends to the Congress an amendment thereto which 
would limit the bill to joint tenancies. 


Be It Further Resolved, That the Association proposes that this result be effected 
by (1) amending the bill so that it will read as follows (eliminate the matter struck 
through; insert new matter in italics) : 


“(6) In the case of decedents dying after December 31, 1947, property which | 
represents the surviving spouse's one-half share of community property held by the 
decedent and the surviving spouse under the community property laws of any 
state, territory or possession of the United States or any foreign country, and the 

surviving spouse’s one-half share of property acquired with such community prop- 

erty and held by the spouses as joint tenants, if at least one-half of the whole of 

the community interest of both spouses in such property was includible in de- 

termining the value of the decedent’s gross estate under Chapter 11 of Subtitle B 

(section 2001 and following, relating to estate tax) or section 811 of the Internal 

Revenue Code of 1939.” 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge upon the proper committees of the Congress the adoption of H.R. 
7980 as so amended or its equivalent in purpose and effect. 


Explanation 


Section 1014(b) (6)* of the 1954 Code presently provides, as to decedents dying 
after December 31, 1947, that a surviving spouse’s one-half share of community 
property shall be considered as acquired from the decedent spouse if at least one-half 
of the community interest in the property was included in the decedent’s taxable 
estate. The proposed amendment would extend the same treatment to the surviving 
spouse’s one-half share of any property acquired with community property and 
held as joint tenants or tenants in common. 

In the usual case where the husband is the source of jointly held marital property 
and is the first to die, there is a difference in the treatment of joint tenancies in com- 
munity property and non-community property states. The proposed amendment would 
eliminate this difference and cause joint tenancies to receive the same treatment 
throughout the country in this situation in addition to causing joint tenancies in 
community property states to receive the same treatment as community property. 

In so far as the bill relates to tenancies in common, the amendment, although 
achieving identity of treatment of tenancies in common with community property and 
joint tenancies in community property states, does not achieve the same identity with 
the treatment of tenancies in common in non-community property states. The Com- 
mittee voted not to give its endorsement to this feature of the proposal. 


38. ADJUSTMENT TO BASIS OF PROPERTY ACQUIRED FROM A DECEDENT 
PRIOR TO HIS DEATH FOR PRE-DEATH DEPRECIATION OR DEPLE.- 
TION 


Resolved, That the American Bar Association recommends to the Congress that 
the provisions of the Internal Revenue Code of 1954 be amended to delete the 
requirement that the basis of property acquired from a decedent before his death 
but taking a new basis upon his death be reduced by depreciation or depletion 
allowed to the taxpayer prior to the decedent’s death; and 

Be It Further Resolved, That the Association proposes that this result be ef- 
fected by amending § 1014 of the Internal Revenue Code of 1954; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendment or its equivalent in purpose and effect upon the proper 
committees of Congress: 


* The bill erroneously refers to Section 1014(a) (6). 
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Sec. 1. Section 1014(b)(9) is hereby amended to read as follows (eliminate 
the matter struck through): 


(9) In the case of decedents dying after December 31, 1953, property 
acquired from the decedent by reason of death, form of ownership, or other 
conditions (including property acquired through the exercise or non-exercise 
of a power of appointment), if by reason thereof the property is required 
to be included in determining the value of the decedent’s gross estate under 
chapter 11 of subtitle B or under the Internal Revenue Code of 1939. 4a 











-ef-the-desedent. Such basis shall be applicable to the property commencing 
on the death of the decedent. This paragraph shall not apply to— 
(A) annuities described in section 72; 
(B) property to which paragraph (5) would apply if the property had 
been acquired by bequest; and 
(C) property described in any other paragraph of this subsection. 


Explanation 


The provision requiring that the basis of property acquired from a decedent 
before his death which receives a new basis upon his death be reduced by the 
amount of depreciation or depletion allowed to the taxpayer prior to the 
decedent’s death seems to proceed from the notion that the taxpayer will other- 
wise obtain excessive depreciation and depletion allowances. Since depreciation 
and depletion ordinarily are matched with an actual decline in the value of 
property, the death value of the property will reflect these allowances, and the 
use of such value without adjustment will not, in fact, give the taxpayer excessive 
deductions. On the other hand, the required adjustment would result, in sub- 
stance, in denying to both the decedent and the donee the benefit of all depre- 
ciation and depletion on the property during the period of pre-death ownership 
by the donee. 


39.* INCREASE OF BASIS OF RESTRICTED STOCK OPTION NOT EXERCISED 
PRIOR TO DEATH. 


Resolved, That the American Bar Association recommends to the Congress that the 
provisions of the Internal Revenue Code of 1954 relating to income taxes be amended 
to extend the provisions which grant a new income tax basis for assets included in 
a decedent’s taxable estate at his death to a restricted stock option not exercised prior 
to death; and 


Be It Further Resolved, That the Association proposes that this result be effected 
by amending sections 1014(d) and 421(d)(6)(B) of the Internal Revenue Code of 
1954; and 

Be It Further Resolved, That the Section of Taxation be directed to urge the follow- 
ing amendment, or its equivalent upon the proper committees of Congress: 


1. Section 1014(d) of the Internal Revenue Code of 1954 is amended to read as 
follows: 

“(d) EMPLOYEE STOCK OPTIONS—This section shall apply to restricted 
stock options described in section 421 which the employee has not exercised prior 
to death, but such application shall not decrease the amount which may be taxable 
as compensation under section 421(b) on the disposition of the stock acquired, 
nor shall the last sentence of section 421(b) apply to such options.” 


2. The first sentence of section 421(d)(6)(B) of the Internal Revenue Code of 1954 
is amended to read as follows: 


“(B) DEDUCTION FOR ESTATE TAX.—If an amount is required to be 
included under subsection (b) in gross income of the estate of the deceased 


* Also includes conforming amendment under Subchapter D, Part Il, “DEFERRED COMPENSA 
TION, etc.) Miscellaneous Provisions.” 
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employee or of a person described in subparagraph (A), there shall be allowed 
to the estate or such person a deduction with respect to the estate tax attributable 
to the inclusion in the taxable estate of the deceased employee of such amount.” 


8. The foregoing amendments shall be effective as if enacted at the time of the 
enactment of the Internal Revenue Code of 1954. 


Explanation 


Section 421(d)(6) of the 1954 Code now sets forth specific rules governing the 
exercise by an estate or beneficiary of a deceased employee of a restricted stock option. 
However, subsection (d) of the section 1014 (the basis provision of the new Code) 
provides that there is no new or stepped-up basis with respect to such option on death 
of the optionee. In the opinion of your committee this provision results in an un- 
warranted, and apparently unintended, discrimination against options not exercised 
until after death. 


The following examples will illustrate the problem: 


1. Employee A is granted an option to buy stock worth $100 per share for $85— 
(a) Assume A later exercises the option and dies owning the stock which is then 
worth $200, and that A’s estate sells the stock for $200. Under section 421(b), $15 
of ordinary income is included in A’s final return as compensation; the stock is included 
in A’s taxable estate for estate tax purposes at $200; and since the income tax basis 
to the estate under section 1014 becomes $200, the estate realizes no gain upon the sale. 


(b) The result is quite different, however, if A dies before exercising the option. 
In such case, if the estate exercises the option and sells the stock, the estate, upon 
sale, realizes ordinary income in the nature of compensation of $15 under sections 
421(b) and 421(d)(6)(A), and also realizes a capital gain of $100 ($200 less the 
basis of the stock, which is only the $85 option price paid plus the $15 taxed as com- 
pensation). Although the value of the option ($115) is subject to estate tax as a 
part of A’s taxable estate, section 1014(d) provides that this fact does not result in 
a stepped-up basis. In lieu of such stepped-up basis, section 421(d)(6)(B) allows 
the estate an income tax deduction for the amount of estate tax attributable to the 
net velue of the option ($115). 


The Congressional committee reports show that Congress intended to provide this 
deduction in lieu of the new basis. (See Ways & Means Committee Report, House 
Rep. No. 1337, 83d Cong., 2d Sess., pp. 78-79, and Finance Committee Report, Sen. 
Rep. No. 1622, 83d Cong., 2d Sess., p. 107). These reports further show that Congress 
intended in all cases of property acquired from a decedent to allow either a new basis 
or an income tax deduction for the estate tax paid. Nevertheless, in spite of this 
clear intention, such result was not achieved in the case of the more common type 
option which satisfies the 95% rule, as is demonstrated in Example 2. 


2. Employee B is granted an option to buy stock worth $100 per share for $95— 

(a) Assume B exercises the option, and when he dies the stock is worth $200, at 
which price it is sold by his estate. B realizes no ordinary income in this case because 
Congress has said that a 5% or smaller spread between the stock’s value and option 
price is not compensatory; the estate is subject to estate tax on $200; and by virtue 
of section 1014 the basis of the stock becomes $200, so no gain is realized by the estate 
on the sale. 


(b) Compare the result when B does not exercise the option during his lifetime, 
and the estate exercises the option and sells for $200. Estate tax is imposed on $105 
(the option’s value), but since section 1014(d) prevents a new basis, the estate has 
a capital gain tax on $105. Further, it gets no income tax deduction for the estate 
tax paid because section 421(d) (6) permits such deduction only when ordinary income 
is realized—that is, when the option does not meet the 95% test. Such an incon- 
gruous result not only discriminates against the most common (and otherwise tax- 
favored) type of option, but fails to correlate with the avowed intention of Congress 


to provide either a new basis or an income tax deduction. Your committee amendment 
would correct this anomolous situation— 


(1) by giving the option a new basis on death, equivalent to the full estate 
tax value of the option (in the foregoing examples, either $115 or $105); 

(2) by insuring that such increase in basi. shall not decrease the amount which 
will be taxable as ordinary income ($15) on disposition of stock acquired under an 
option meeting the 85-90% test; and 

(3) by preventing a double increase in basis which might otherwise result from 
the application of both section 1014 and the last sentence of section 421(b). 

The income tax deduction would be continued under section 421(d)(6)(B) only 
to the extent of the estate tax on the amount of the option value which is treated as 
compensation (i.e. the spread on the 85-95% options). 
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Thus, for options meeting the 95% test (the type most frequently granted), a new 
basis is-provided to fill the gap in the present statute which allows neither a new 
basis nor an income tax deduction. On the other hand, for options meeting the 85-95% 
test, the income tax deduction is continued only with respect to the portion of the value 
of the option which is deemed to be compensation, and the “new basis” form of approach 
is substituted as to the balance of the option’s value. The “income tax deduction” 
treatment presently provided seems appropriate only in cases of ordinary income in 
respect to a decedent, such as accrued salary or dividends, and here as to the portion 
of stock option which the law says shall be treated as compensation. 

Since this amendment is designed to conform the statute to the intention of Congress 
as set forth in the committee reports, and to relieve a serious inequity, it is recom- 
mended that it be made retroactive to the effective date of sections 421 and 1014 under 
the 1954 Code. It is believed that any revenue loss will be insignificant and that 
retroactive application is consistent with the policy of the Section of Taxation. 
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Subchapter P. Capital Gains and Losses. 


Part I. Treatment of capital gains. 


40. INDIVIDUAL DIVIDENDS RECEIVED CREDIT 


Resolved, That the American Bar Association recommends to the Congress 
that the provisions of the Internal Revenue Code of 1954 be amended to provide 
that taxable income shall include capital gains for purposes of computing the 
limitation on the credit for dividends received by individuals and for purposes 
of the computation of certain other limitations; and 

Be It Further Resolved, That the Association proposes that this result be 
effected by amending Section 1201 of the Internal Revenue Code of 1954; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendments or their equivalent in purpose and effect upon the proper 
committees of Congress: 


Sec. 1. Séction 1201 of the Internal Revenue Code of 1954 is amended to read 
as follows (insert new matter in italics): 


Sec. 1201. ALTERNATIVE TAX. 


(a) Corporations.—If for any taxable year the net long-term capital gain 
of any corporation exceeds the net short-term capital loss, then, in lieu of 
the tax imposed by sections 11, 511, 821(a)(1) or (b), and 831(a), there is 
hereby imposed a tax (if such tax is less than the tax imposed by such 
sections) which shall consist of the sum of— 


(1) a partial tax computed on the taxable income reduced (except for 
the purposes of determining the deductions allowable under sections 170, 
243 through 246, 247, 922 and 941) by the amount of such excess, at the 
rates and in the manner as if this subsection had not been enacted, 


and 
s*¢ 


(b) Orner Taxpayers.—If for any taxable year the net long-term capital 
gain of any taxpayer (other than a corporation) exceeds the net short-term 
capital loss then, in lieu of the tax imposed by sections 1 and 511, there 
is hereby imposed a tax (if such tax is less than the tax imposed by such 
sections) which shall consist of the sum of— 


(1) a partial tax computed on the taxable income reduced (except for 
the purposes of determining the credits allowable under sections 34 and 
35 and the deductions allowable under sections 170 and 681) by an 
amount equal to 50 per cent of such excess, at the rate and in the manner 
as if this subsection had not been enacted, and 

** ee 


Sec. 2. Taxable Years to Which Applicable. These amendments shall be appli- 
cable to taxable years beginning after December 31, 1953 and ending after August 
16, 1954. 


Explanation 


The 1954 Code allows an individual a credit of 4% of the dividend#?received by him, 
limited to 4% of “taxable income.” The Commissioner of Internal Revenue by regula- 
tion has provided that where the alternative capital gains tax is imposed “taxable in- 
come” for the purpose of computing the 4% limitation does not include capital gains. 
This provision appears to be contrary to the definition of “taxable income” contained 
in the Code. The proposed legislation is designed to overrule the regulations and clarify 
the intent of Congress. 
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Part IV. Special rules for determining capital gains and losses. 


41.*GAINS AND LOSSES ON PURCHASE MONEY OBLIGATIONS 


Resolved, That the American Bar Association recommends to the Congress that there 
be added to the Internal Revenue Code of 1954 a provision treating the proceeds of 
purchase money obligations received upon the sale of property in the same manner 
as the proceeds of the original sale; and 

Be It Further Resolved, That the Association proposes that this result be effected by 
amending Section 166 of the 1954 Code and by amending Part IV of Subchapter P of 
Chapter I by inserting at the end thereof a new section; and 

Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendments or their equivalent in purpose and 
effect upon the proper committees of Congress (insert new matter in italics) : 

(1) Section 166(g) is hereby amended by adding at the end thereof the fol- 
lowing new paragraph: 

“(4) For treatment of bad debte arising out of certain purchase money 
obligations, see section 1242.” 

(2) Part IV of Subchapter P of Chapter I is hereby amended by adding to 
the end thereof the following new section: 
“SEC. 1242. PURCHASE MONEY OBLIGATIONS. 

“For the purpoces of this chapter gain or lose resulting to the original 
holder from the sale, exchange, satisfaction or other disposition, or worthless- 
ness, in whole or in part, of an obligation (other than an obligation described 
in section 1232), received by such holder from the obligor as consideration 
for the sale or exchange of a capital asset or of property used in the trade or 
business as defined in section 1231(b), shall be considered as resulting from 
the sale or exchange of the property in respect of which the obligation was 
received. The provisions of section 166 shall not apply to any such loss.” 

(3) Taxable Years to Which Applicable. These amendments shall be applicable 
to taxable years ending after the date of enactment thereof. 





Explanation 


| Under existing law, the holder of purchase money obligations, which are paid or 

become worthless, is frequently denied the more favorable tax treatment which would 

: be accorded to the proceeds of the property originally sold (see, e.g., Joseph E. Gilbert, 

| 6 T. C. 10 (1946), and A. B. Culbertson, #4 T. C. 1421 (1950)). This proposal would, 
in general, treat the proceeds of such obligations as though they were the proceeds of 
the original sale. 


* Also includes conforming amendment under Subchapter B, Fart VI, “Itemized Deductions for Indi 
viduals and Corporations.” 
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Subchapter Q. Readjustment of Tax Between Years and 
Special Limitations. 


Part I. Income attributable to several taxable years. 


42. SERVICES RENDERED FOR A PERIOD OF THIRTY-SIX MONTHS OR MORE. 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to permit long-term compensation to be 
spread in the case of uncompleted employment; and 

Be It Further Resolved, That the Association proposes that this result be effected 
by amending Sections 1301(a) (2) and 1301(a) (3) of the 1954 Code; and 

Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendments or their equivalent in purpose and 
effect upon the proper committees of Congress: 

(1) Sections 1301(a)(2) and 1301(a)(3) of the Internal Revenue Code are 
amended to read as follows (eliminate the matter struck through; insert new 
matter in italics) : 

“(2) the employment covers a period of 36 months or more (from tne 
beginning to the completion of such employment or in the case of uncom- 
pleted employment, to the close of the taxable year); and” 

“(3) the gross compensation from the employment received or accrued in 
the taxable year of the individual or partnership is not less than 80% of the 
total compensation fremr received or accrued since the beginning of such 
employment.” 

(2) Taxable Years to Which Applicable. These amendments shall be applicable 
to taxable years ending after the date of enactment thereof. 

Explanation 

In the case of employment extending over a period of 36 months or more, if the 
gross compensation received or accrued in the taxable year is not less than 80 per cent 
of the total compensation from the employment, existing law permits the compensation 
to be spread over that portion of the period of the employment which precedes the 
receipt or accrual of the compensation (§ 1301, I.R.C. 1954). 

In the case of completed employment, the compensation due is generally precisely 
determinable, and it would be a rare case in which the right to spread, once apparently 
available, would be destroyed by subsequent developments. The case of uncompleted 
employment is different, however, in that events occurring after the (apparent) 80 
per cent year may render uncertain, or wholly destroy, the right to the spread. 

Section 120 of H.R. 4825 * proposed that in the case of uncompleted employment, 
qualification under the 80 per cent test be determined with reference to compensation 
received or accrued in the taxable year and prior years, and without reference to 
compensation received or accrued in subsequent years. Under the proposal, the right 
to spread is definitely established at the close of the taxable year. 


Operation of existing law, and the proposal, is illustrated by the following examples: 
Case A 





Comal kM. 505 9 AN ESE NR ANON RA 20 
Compensation 5th year ................... PEIRCE MAGS FRE 80 
Compensation after 5th year ..................... Vit Aa None 
Tabak: GOITER 6 3 6. oii, 656 WE NS FRIST. RAO IA FS 100 


Existing law permits the 5th year compensation to be spread, but the right to spread 
is not established until it is known that there will be no compensation after the 5th 
year. The proposal would not affect this result, but would establish the right to spread 
at the end of the 5th year. 





Case B 

Compensation Ist year atte 2 bates 10 
Compensation 5th year : a 80 
Cotuponsation- after: Git year: «oc isi. 6. lok Web tk. ca Web Sales Be 10 
Total compensation , 100 





© 82nd Cong. Ist seas., “Revenue Revision Act of 1961", which embodied many suggestions for change 
sponsored by th American Bar Association. 


20675 O—58—pt. 3 2%) 
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Existing law permits the 5th year compensation to be spread, but the right to spread 
is not established until the exact amount of the compensation after the 5th year is 
known. The proposal would not affect this result, but would establish the right to 
spread at the end of the 5th year. 





Case C 

Compensation Ist year ....... , ; gis 20 
Compensation 5th year .... ; 80 
Compensation after 5th year ........ seostamd. wall. 34 10 
Total compensation ............. Japon clgae. eleluumera sb ae 110 


Existing law permits no spreading in this case; the after 5th year compensation 
destroys the qualification under the 80 per cent test. The proposal would establish the 
right to spread at the end of the 5th year in this case. 








GENERAL REVENUE REVISION 2881 


SUBTITLE B—ESTATE AND GIFT TAXES 


CHAPTER 11—ESTATE TAX 


Subchapter A. Estates of Citizens or Residents. 
| Part III. Gross estate and Part [V. Taxable estate, 


| 43. VALUATION OF UNLISTED STOCK AND SECURITIES 


Resolved, That the American Bar Association recommends to the Congress that 
the provisions of the Internal Revenue Code of 1954 limiting for valuation pur- 
poses the comparison of unlisted stock and securities of corporations with cor- 
porations engaged in the same or a similar line of business whose stock or 
securities are listed on an exchange be amended to permit a comparison with 
a corporation engaged in the same or a similar line of business whose stock is 
dealt in the ever-the-counter market; and 

Be It Further Resolved, That the Association proposes that this result be 
effected by amending section 2031(b) of the Internal Revenue Code of 1954; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendment or its equivalent in purpose and effect on the proper com- 

mittees of Congress: 
Sec. 1. Section 2031(b) of the Internal Revenue Code of 1954 is amended to 
read as follows (eliminate matter struck through) : 


(b) VaLuation oF UNuistep Stock anp Securitres—In the case of stock 
and securities of a corporation the value of which, by reason of their not being 
list.d on an exchange and by reason of the absence of sales thereof, cannot 
be determined with reference to bid and asked prices or with reference to sales 
prices, the value thereof shall be determined by taking into consideration, in 
addition to all other factors, the value of stock or securities of corporations 
engaged in the same or a similar line of business -whiech—-are—tisted_on—an 
exchange: whether or not listed on an exchange. 


Sec. 2. The foregoing amendment shall be effective with respec. to decedents 
dying on or after the date of enactment of this provision. 


Ezplanation 


It is proposed to amend Section 2031 (b) of the Internal Revenue Code of 1954 relating 
to the valuation of unlisted stock and securities for estate tax purposes to provide that 
the value thereof shall be determined by taking into consideration (in addition to all 
other factors) the value of stock or securities of corporations engaged in the same or 
a similar line of business regardless of whether the stock of such comparable company 
is listed on an exchange or traded in the over-the-counter market. This Section as 
enacted restricts the comparison to a corporation whose stock or securities are listed on 
an exchange. Generally speaking, the corporation whose stock is quoted but not listed 
is much more comparable in size to the company whose stock is to be valued and is 
much more likely to have similar product lines and similar conditions as respects opera- 
tion, distribution of product, and management. Therefore, from a practical point of 
view, it is more likely that a reasonable comparison can be found in the over-the-counter 
market than on the stock exchange. 


44. TO ALLOW A DEDUCTION FROM THE DECEDENT’S ESTATE FOR 
AMOUNTS PAYABLE UNDER A DIVORCE SETTLEMENT 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to remove from the gross estate transfers 
between husband and wi’: made as a part of a divorce settlement and to allow a 
deduction for claims against the decedent’s estate for amounts payable under such an 
agreement in the same manner that such divorce settlements are treated for gift 


tax purposes; and 
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Be It Further Resolved, That the Association proposes that this result be effected 
by amending Sections 2043 and 2053 of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendment or its equivalent in purpose and effect, 
upon the proper committees of Congress: 


Section 2043 is amended— 


(1) by adding the following at the end of subsection (b) : 
“except as provided in subsection (c) of this section” 


(2) by adding the following new subsection (c) : 
“(e) Certain Property Settlements—Where husband and wife enter into a 
written agreement relative to their marital and property rights and divorce 
occurs within 2 years thereafter (whether or not such agreement is approved 
by the divorce decree), any transfers of property or interests in property made 
pursuant to such agreement— 
(1) to either spouse in settlement of his or her marital or property 
rights, or 
(2) to provide a reasonable allowance for the support of issue of the 
marriage during minority for the period prior to the death of the 
decedent 
shall be deemed to be transfers made for a full and adequate consideration 
in money or money’s worth.” 


Section 2053 is amended— 


(1) by adding the following new subdivision (c) (1) (B): 
“A claim against the estate founded upon an agreement described in § 2043(c) 
shall, to the extent that it is a claim for property or interest in property— 
(1) in settlement of marital or property rights of a spouse, or 


(2) to provide a reasonable allowance for the support of issue of the 
marriage during minority for the period prior to the death of the 
decedent, be deemed to have been contracted bona fide and for an 
adequate consideration in money or money’s worth.” 


(2) by changing the present subdivision (c)(1)(B) to (c)(1)(C). 


(8) by adding the following sentence at the end of subsection (d): 
“For exception in connection with certain property settlements incident to 
divorce, see Section 2048(c).” 


Explanation 


Substantially the same recommendation was made at the 1955 annual meeting and the 
following comment was made in connection with it: 


“Section 2516 of the internal Revenue Code quite properly exempts from gift 
tax transfers arising out of divorce settlements. The section contains the necessary 
provisions to prevent any abuses. There is no corresponding section in the Estate 
Tax Law. In Commissioner v. Maresi, 156 F.2d 929 (2d Cir., 1946), claims against 
a decedent’s estate arising out of a divorce settlement were allowed as an estate 
tax deduction only if incorporated in the divorce decree. There appears to be no valid 
distinction between the treatment for the gift tax and that of the estate tax. With 
the pfoper safeguards, all divorce settlements should be excluded from both the 
gift and estate tax on the same basis, with one exception—that liabilities arising 
from the decedent’s obligation to support persons other than the spouse of the 
decedent should be excluded only to the extent that such liabilities represent sup- 
port payments for the period prior to the decedent’s death. Suppose that the 
marital settlement provides for annual transfers to the children. To the extent 
that the father is under an obligation to support, these would not be considered 
gifts. However, the obligation to support ceases at death. Under these circum- 
stances it is not sound that transfers after death be relieved from the estate tax. 
It is believed that these transfers to minors and other dependents should be placed 
on a different footing from transfers to the spouse. 


“In the proposed amendment to § 2043, the same language is used in § 2516 of 
the gift tax, except for the addition of language to take care of claims against the 
estate for amounts due under the property settlement agreement and the provision 
relating to obligations to support persons other than the spouse. The amendment 
to § 2053 is merely one of cross reference.” 


At the 1955 annual meeting, it was pointed out that the proposed amendment was 
somewhat inconsistent with the explanation in that deduction for allowances for the 
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support of minor children under the divorce agreement extended to support after the 
death of the decedent when the obligation to support had ceased. This defect has been 
corrected in the draft presently submitted. 


Also at the 1955 meeting it was suggested that consideration should be given to the 
effect of an interlocutory decree of divorce. The Committee considers that an interlocu- 
tory decree of divorce has no significance with respect to this problem. It has been 
held that if under state law the wife retains her status as a wife until the divorce 
decree becomes final and her husband dies prior to that date, she and the decedent are 
accorded all of the rights of a married couple, including the right to a marital deduction 
(M. S. Eccles, 19 T.C. 1049, affirmed on other issues, 208 F.2d 796 (4th Cir., 1953). 
Therefore, any amounts passing to the wife by reason of the death of the husband 
would be entitled to the marital deduction and there is no occasion for any other type of 
deduction to be allowed. 

The purpose of this recommendation is to accord to these divorce situations the same 
treatment under the estate tax as is accorded to them under the gift tax. Consequently, 
the estate tax provision should follow as closely as possible the gift tax provision on 
this subject. The proposed amendment does just that. 


; 
: 
| 
: 
; 
| 
| 
| 
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CHAPTER 12—GIFT TAX 


Subchapter A. Determination of Tax Liability. 





45. PROHIBITING THE ADJUSTMENT OF TAXABLE GIF?S MADE IN PRIOR 
YEARS FOR THE PURPOSE OF CHANGING THE GIFT TAX BRACKET 


APPLICABLE TO CURRENT GIFTS 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to prohibit, under certain conditions, the 
Commissioner of Internal Revenue and the taxpayer from changing the amount of 
taxable or net gifts made in a prior year for the purpose of changing the gift tax 
brackets applicable to current gifts; and, 

Be It Further Resolved, That the Association proposes that this result be effected 
by amending § 2504(c) of the 1954 Code; and, 

Be It Further Resolved, That the Officers and Council of the Section of Taxation are 
directed to urge the following amendment, or its equivalent in purpose and effect, upon 
the proper committees of Congress: 

Section 1. Section 2504(c) (relating to valuation of certain gifts for preceding 
calendar years) is hereby amended to read as follows (eliminate the matter struck 
through; insert new matter in italics) : 


“(c) ¥AebUAFION AMOUNT OF CERTAIN TAXABLE GIFTS FOR PRE- 
CEDING CALENDAR YEARS.—If the time has expired within which a tax 
may be assessed under this chapter or under corresponding provisions of prior 
laws, on the transfer of property by gift made during a preceding calendar 
year, as defined in section 2502(c), and if a tax under this chapter. or under 
corresponding provisions of prior laws has been assessed or paid for such 
preceding calendar year, the value of such gift made in such preceding calendar 
year and the amount excluded, if any, with respect to such gift shall, for the 
purposes of computing the tax under this chapter for the calendar year +066 
1957 and subsequent calendar years, be the value of such gift and the amount 
excluded therefrom, if any, which was used in computing the tax for the last 
preceding calendar year, for which a tax under this chapter or under corre- 
sponding provisions of prior laws was assessed or paid.” 


Section 2. The amendment made by section 1 shall be applicable with respect to 
all gifts made subsequent to the calendar year in which the amendment is adopted. 


Explanation 


Section 2504(c) of the 1954 Code provided that the value of a gift made in a prior 
year cannot be readjusted in computing the gift tax on later gifts if the prior year’s 
return is barred and a gift tax was actually paid thereon. This recommendation would 
extend such protection, not only to valuation changes, but also to the allowance or dis- 
allowance of the $3,000 annual gift tax exclusion. 
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SUBTITLE F—PROCEDURE AND ADMINISTRATION 
CHAPTER 61—INFORMATION AND RETURNS 


Subchapter A. Returns and Records. 


Part III. Information returns. 





46. RETURNS AS TO FORMATION OR REORGANIZATION OF FOREIGN 
CORPORATIONS 


Resolved, That the American Bar Association recommends to the Congress that 
the Internal Revenue Code of 1954 be amended to repeal the requirement as to 
filing a return in respect to the formation or rcorganization of forcign corpora- ; 
tions; and . 

Be It Further Resolved, That the Association proposes that this result be ef- . 
fected by repéaling section 6046 of the 1954 Code; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendment or its equivalent for the purpose and effect upon the proper . 
committees of Congress: 


Sec. 1. Section 6046 (relating to returns as to the formation or reorganization 
of foreign corporations) is repealed. 


Ezplanation 


Section 6046 requires a report to be made with respect to the formation or reorganiza- 
tion of foreign corporations; it contains an exemption in respect to confidential disclo- 
sures. Investigations indicate that the reports required under this section have been 
little used by the Internal Revenue Service. Initially, it was believed that the reports 
furnished statistical data, but they are not being so used, and if they were statistical 
data would, of necessity, be inaccurate because of the exemption for confidential dis- 
closures. Finally, there seems little justification for these reports which do not bear 
upon tax liability of the person submitting the report or upon the tax liability of the 
person receiving payment from the submitter. 
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CHAPTER 64—COLLECTION 





| Subchapter C. Lien for Taxes, 


47. PRIORITY OF MECHANICS’ LIENS 


Resolved, That the American Bar Association recommends to the Congress 
that the provisions of the Internal Revenue Code of 1954 relating to tax liens 
be amended to protect the holders of mechanics’ liens and similar interests from 
federal tax liens (other than liens for federal employment taxes) which are filed 
after the date as of which the mechanic’s lien or similar interest is effective 
under State law; and 

Be It Further Resolved, That the Association proposes that this result be 
effected by amending section 6323 of the 1954 Code; and 

Be It Further Resolved, That pending bills H.R. 451 (85th Cong. Ist Sess.), H.R. 5281 
(85th Cong. Ist Sess.), H.R. 7637 (85th Cong. Ist Sess.) and 8. 514 (85th Cong. Ist 
Sess.), which have the same general purpose, are inadequate in present form and should 
be opposed; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendment or its equivalent in purpose and effect upon the proper 
committees of Congress: 


Sec. 1. (a) The heading of Section 6323 of the Internal Revenue Code of 


1954 and the introductory clause of subsection (a) thereof are amended to read 
as follows (insert new matter in italics) : 


SEC. 6323. VALIDITY AGAINST MORTGAGES, PLEDGES, PUR- 
CHASERS, MECHANICS LIENORS, AND JUDGMENT CREDITORS. 


(a) InvaLinrry oF Lien Wirnovut Norice.—Except as otherwise provided 
in subsections (c) and (e), the lien imposed by section 6321 shall not be 
valid as against any mortgagee, pledgee, purchaser, mechanics lienor, or 
judgment creditor until notice thereof has been filed by the Secretary or 
his delegate— 


(b) That the following new subsection be added at the end of Section 
6323: 
(e) Mecuanic’s Lienors.— 


(1) Derinit10on.—For purposes of subsection (a), the term “mechanic’s 
lienor” means any person— 


(i) who is a contractor, subcontractor, or materialman, or who has 
rendered services or performed labor with respect to property; and 

(ii) who has acquired and duly maintains an effective lien in the nature of a 
mechanic's or materialman's lien on such property or a similar claim on funds 
paid or payable to another person in connection with repair to or improvement 
of such property. 


Such lien or similar claim shall be deemed effective as of the date it 


is effective generally under applicable law against creditors without actual 
notice. 


(2) Exception 1n Case or EMPLOYMENT Taxes.—The provisions of 
this section with respect to mechanic’s lienors shall not apply in the case 
of a lien for tazes under Subtitle C of this Title attributable to the same 
project out of which the mechanic’s lien or similar claim arises. 

: (3) Exception 1n Case or OtHer Liens —This section shall not apply, 
in the case of a mechanic’s lienor, if and to the extent that the mechanic’s 
lien or similar claim is subordinated, under applicable law, to any other 





GENERAL REVENUE REVISION 2887 


lien or interest (not in the nature of a mechanic’s lien or not a lien for 
taxes imposed on the property subject to such lien) which, but for the 
existence of the mechanic’s lien, would itself be subordinate to the lien 
imposed by section 6321. 


(c) That the table of sections for Subchapter C of Chapter 64 be hereby 
amended by inserting “mechanic’s lienors,” after the word “purchasers’”’. 


Sec. 2. The amendments made by the first section of this Act shall apply in 
the case of all liens under section 6321 of the Internal Revenue Code with respect 
to which notice was not filed as provided in section 6323(a) of such Code before 
———, 195-. 


Explanation 


Legislation is recommended to rectify the situation created by Supreme Court deci- 
sions under which a mechanic or materialman who adds value to property may be sub- 
ordinated to federal tax liens against the property owner, arising even after the work 
was done and filed at any time before the mechanics’ lien is reduced to judgment. A 
similar problem exists when State law provides for a mechanics’ lien or trust against 
unpaid contract proceeds, and the Government asserts a later lien against the fund on 
account of the centractor’s taxes, ahead of mechanics and materialmen. This legislation 
covering both such situations is proposed in substitution for pending bills which would 
provide relief only in the former situation (mechanics’ liens on real property) and not 
in the latter (liens or similar claims on the fund). The mechanic’s lienor would be pre- 
ferred, if he takes all steps required by State law, against federal tax liens filed at any 
time after the date to which the mechanic’s lien relates back under state law (usually, 
but not always, the commencement of the work). 

Two exceptions are provided, in partial accommodation to objections raised by the 
Internal Revenue Service. One would leave existing priority rules in effect with respect 
to federal tax liens for withholding and social security taxes attributable to the same 
project, thus enabling the Government to participate in the available fund rather than 
being sq 1eezed out where the financing of the project provides only for the net payroll. 
The other would deny relief in cases where State law prefers over the mechanics’ lien 
some other lien (other than a property tax lien or another mechanic’s lien). This is 
intended to prevent such other lien from taking the benefit intended for the mechanic’s 
lienor. Both exceptions merit further study in connection with a general survey of 
federal tax liens now being made by the Section of Taxation, but it was deemed im- 
portant to make a recommendation at this time since Congressional action on the pend- 
ing bills may not await completion of the general study. 
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CHAPTER 66—LIMITATIONS 


Subchapter A. Limitations on Assessment and Collection. 


48. CIVIL STATUTE OF LIMITATIONS ON THE ASSESSMENT OF DEFICIEN- 
CIES WHERE FRAUDULENT RETURNS HAVE BEEN FILED. 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to impose a statute of 
limitations on the determination and assessment of deficiencies wherever returns were 
actually filed, even though the returns were fraudulent. 


Be It Further Resolved, That the Association propose that the result be achieved by 
amending section 6501(c) (1) of the Internal Revenue Code of 1954; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the follow- 
ing amendment, or its equivalent, in the proper committees of Congress: 


That section 6501(c) (1) of the Internal Revenue Code of 1954 be amended to read 
as follows: 


“(1) False Return.—In the case of a false or fraudulent return with the intent 
to evade tax, the tax may be assessed, or a proceeding in court for collection of 
such tax may be begun without assessment, at any time within eight years after 
the return was filed.” 


Explanation 


At the present time there is no statute of limitations on the assessment of deficien- 
cies where returns which are held to be fraudulent have been filed. This not only 
means that so much of the deficiency as is held to have been due to fraud may be 
assessed at any time, but also means that the assessment of deficiencies resulting from 
non-fraudulent transactions is not barred by any statute of limitations if there is a 
single fraudulent item in the return. 


There is, however, a statute of limitations on the criminal prosecution of a taxpayer 
accused of criminal tax evasion, and that statute of limitations is six years. The 
legislative policy which requires a statute of repose for criminal prosecutions also 
requires a statute of repose for civil purposes. 


The policy behind the criminal statute of limitations is not that time cleanses a 
man of his sins. The policy is based on difficulties of proof incident to the passage 
of time, such as indistinct memories, lost and destroyed records, and the like. These 
same difficulties are just as real and troublesome in a civil case as in a criminal case, 
with the difference that they can do a defendant more harm in a civil case because 
of the government’s lighter burden of proof. 


At the present time, no taxpayer can with assurance destroy his financial records, 
including his cancelled checks, merely because they are five or six or ten years old. 
A business may not destroy its invoices and other original records merely because a 
large number of years has elapsed. The reason is that there is no statute of limita- 
tions to protect a taxpayer if his records have been destroyed, in the event that a later 
charge is made by the Internal Revenue Service that one of his early returns was 
fraudulent. 


Even more serious is the fect that records may be lost or destroyed by accident, 
and memories will certainly become dim with the passage of time. Much in the nature 
of defense can be lost if fire destroys records, or when a valuable witness’s memory 
becomes dim. Also, as time goes on some witnesses are certain to pass away and their 
testimony be lost. Even the taxpayer himself may die, thus removing him both as a 
witness and a guide to possible evidence, but this does not insure that a claim of 
fraud for some earlier year may not be made as a basis for opening the statute of 
limitations. 


Now that tax rates are permanently at a much higher level, the threat of ruinous 
assessments over a long past period when time has restroyed evidence is serious and 
should be removed. 

The cost of this amendment to the government undoubtedly will not be large. The 
great majority of fraud cases come to light in the course of civil audit brought within 
the normal limitation period of three years. Few successful tax frauds, particularly 
of any size, are discovered more than eight years after the return was filed. In any 
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event, where a return was actually filed and the government put on notice an audit 
should be made, it does not seem unfair to limit the government’s time to complain 
it was defrauded. 


49. TO ELIMINATE A DISCRIMINATION BETWEEN CORPORATIONS AND 
TRUSTS FOUND NOT TO BE EXEMPT ORGANIZATIONS. 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to eliminate a discrimination relating to 
limitations on assessment and collection between corporations and trusts found not to 
be exempt organizations; and 


Be It Further Resolved, That the Association proposes that this result be effectuated 
by amending section 6501(g) of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation are 
directed to urge the following amendment, or its equivalent in purpose and effect, upon 
the proper committees of Congress: 


Section 1. Section 6501(g) is amended by striking out the words “(g) Certain 
Income Tax Returns of Corporations.—” and inserting in lieu thereof the words “(g) 
Certain Income Tax Returns of Corporations and Trusts.—” and by striking out the 
whole of paragraph (2) and inserting in lieu thereof the following: 


“(2) If a taxpayer determines in good faith that it is an exempt organization 
and files a return as such under section 6033, and if such taxpayer is thereafter 
held to be a taxable corporation or trust for the taxable year for which the return 
is filed, such return shall be deemed the return for the corporation or trust for 
purposes of this section.” 


Section 2. Taxable years to which applicable—The amendment made by this section 
shall be applicable to taxable years ending after the date of enactment of this Act.” 


Ezplanation 


Section 6501(g) (2) of the 1954 Code is described by the Senate Finance Committee 
as follows: 


“Paragraph (2) of subsection (g) which has no counterpart in the House Bill 
provides that if a taxpayer determines in good faith that it is an exempt organiza- 
tion for a taxable year and files a return under section 6033, such return shall be 
deemed the return of the corporation for purposes of the running of the period of 
limitation on its income tax liability for the taxable year.” (S. Rep. No. 1622, 
83rd Cong. 2d Sess., 585 (1954) ) 


No provision is made for the protection of organizations in trust form and no reason 
has been ascribed or determined for this discrimination. Under this amendment the 
same treatment under the statute of limitations would be given to trusts and corpora- 
tions which had filed appropriate returns reflecting non-taxability and which had later 
been held not to be exempt. 


50. RELIEF OF FIDUCIARY FROM PERSONAL LIABILITY FOR FRAUD 
COMMITTED BY DECEDENT 


Resolved, That the American Bar Association recommend to the Congress that 
the provisions of the Internal Revenue Code of 1954, relating to the personal 
liability of a fiduciary for taxes or penalties resulting from a fraud committed 
by a decedent, be amended to relieve the fiduciary where he makes a distribu- 
tigpn of the assets without knowledge that the fraud was committed, and after 
request to the Commissioner that he be so relieved; 

Be It Further Resolved, That the Association propose that the result be 
achieved by adding a new subsection to section 6501 of the Internal Revenue 
Code of 1954; and 

Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendment, or its equivalent in purpose and effect, upon the proper 
committees of Congress ; 

That Section 6501 of the Internal Revenue Code of 1954 be amended by adding 
a new subsection (i): 

“(i) Any fiduciary may request in writing of the Secretary or his delegate 
that all income tazes of the decedent or grantor, as the case may be, for all 
tarable years ending prior to or with the date of death or transfer, be 
assessed within 18 months or within the period preacribed by Section 6501 
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(a), whichever expires the later. The personal liability of the fiduciary on 
account of distribution made after the expiration of that period shall be 
confined to assessments made within that period, except that if the Seore- 
tary or his delegate can establish by a preponderance of the evidence that 
the fiduciary had actual knowledge that any return of the decedent or grantor 
was a fraudulent return or that the decedent or grantor fraudulently failed 
to file a return for any period for which due, this sentence shall not apply.” 


Explanation 


Under the present law, an executor or trustee who distributes assets of the 
estate becomes personally liable for taxes which may be due at the time of the 
distribution. If, unknown to the executor or trustee, the decedent filed a 
fraudulent income tax return, no statute of limitation runs which would bar 
the Commissioner from asserting a deficiency against the executor or trustee for 
persona] liability after he had distributed the assets. 

The proposed amendment would allow the executor or trustee to protect him- 
self by asking for a release from this liability prior to making distribution. 
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Subchapter B. Limitations on Credit or Refund. 


51. STATUTE OF LIMITATIONS ON REFUND CLAIMS 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to make the statute of 
limitations on the filing of refund claims and the making of refunds co-extensive with 
that for assessing deficiencies. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending sections 6511(a) and 6513(b) of the Internal Revenue Code of 1954; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the follow- 
ing amendments, or their equivalent, in the proper committees of Congress: 


That section 6511(a) of the Internal Revenue Code of 1954 be amended to read as 
follows: 

“(a) Period of Limitation on Filing Claim.—Claim for credit or refund of an 
overpayment of any tax imposed by this title in respect of which tax the tax- 
payer is required to file a return shalf be filed by the taxpayer within 3 years 
from the time the return was required to be filed (as fixed by an extension of 
time, if any) or 2 years from the time the tax was paid, whichever of such periods 
expires the later, or if no return was filed by the taxpayer, within 2 years from 
the time the tax was paid. Claim for credit or refund of an overpayment of any 
tax imposed by this title which is required to be paid by means of a stamp shall be 
filed by the taxpayer within 3 years from the time the tax was paid.” 


That section 6513(b) of the Internal Revenue Code of 1954 be amended to read as 
follows: 


“(b) Prepaid Income Tax.—For purposes of section 6511 or 6512, any tax 
actually deducted and withheld at the source during any calendar year under 
chapter 24 shall, in respect of the recipient of the income, be deemed to have been 
paid by him on the 15th day of the fourth month following the close of his taxable 
year with respect to which such tax is allowable as a credit under section 31, but 
if the time for filing the return for such taxable year has been extended, then 
upon the last day of the period of such extension. For purposes of section 6511 
or 6512, any amount paid as estimated income tax for any taxable year shall be 
deemed to have been paid on the last day prescribed for filing the return under 
section 6012 for such taxable year (as fixed by an extension of time, if any).” 


Effective Date.—The foregoing amendments shali be effective as to claims for refund 
filed and refunds or credits made after the date of enactment of these amendments. 


Explanation 


These two proposals would amend the 1954 Code to make the statute of limitations 
on refund claims the same as it is on deficiency assessments, where returns are filed 
after the original due date but before the expiration of an extension. Under the 1939 
Code these two limitation periods were the same in these circumstances, but in the 
case of individuals after the institution of pay-as-you-go the two periods were co- 
extensive more in theory than in fact because of the additional provision limiting 
the amount of the refund to those payments made within three years of the date the 
refund claim was filed. The draftsmen of the 1954 Code were conscious that this 
scheme of things was a trap for the unwary and apparently intended to remove it by 
drafting Section 6511(a) so that refund claims, to be timely, must be filed within 
three years of the original due date of the return, even where the return was actually 
filed during an extended period. The limitation period on filing claims has thus been 
shortened in the new Code (Sec. 6511(a)) to make it co-extensive with the limitation 
period on the amount that can be refunded under 6511(b) (2). 


In removing one trap, the new Code has created another, because under Section 
6501(a) deficiencies can be assessed within three years after the actual filing date of 
the return, and under Section 6511(c) a waiver given more than three years after the 
original due date but less than three years after the date of filing due to an extension 
is effective as to deficiencies but not as to refunds. 


Since many large taxpayers find it necessary to obtain annual extensions for filing 
returns, and since Revenue frequently examines returns of taxpayers with complicated 
affairs in batches of two or three years, situations will undoubtedly arise where a 
series of years will be closed to refunds but open to deficiencies. There is no certainty 
that Section 1311 will prevent taxpayers’ being whipsawed between years in all cases. 
In fact, Section 1311(b)(2)(B) so conditions relief as to make the correspondence 
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of limitations periods for refunds and deficiencies critical. The increased number of 
carry-overs provided in the new Code, extending for five years or more and often 
depending on the validity of an initial election in an earlier year, has magnified the 
importance of this correspondence between open periods. 

The correct approach to solution is not believed to be through amendment of Section 
1311, which would provide only defensive relief, but through Sections 6511(a) and 
6513(b). As a matter of tax policy, the tax account should be open as to both parties 
at the time of the audit and determination. 





52. STATUTE OF LIMITATIONS WITH RESPECT TO FOREIGN TAX CREDITS 


AND DEDUCTIONS 


Resolved, That the American Bar Association recommends to the Congress 
that the Internal Revenue Code of 1954 be amended so that the statute of limi- 
tations would be extended to give a right to change an election to deduct or 
take credit for foreign taxes in the computation with respect to any year which 
remains open for the purpose of computing a carryback of net operating losses; 
and 

Be It Further Resolved, That the Association proposes that this result be 
effected by amending section 6511(d)(2)(A); and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendment or its equivalent for the purpose and effect upon the proper 
committees of Congress: 


Sec. 1. Section 6511(d)(2)(A) (relating to limitations with respect to net 
operating loss carrybacks) is amended to read as follows (insert new matter in 
italics) : 


(A) Periop or Limitation.—If the claim for credit or refund relates to 
an overpayment attributable to a net operating loss carryback, including 
an overpayment resujting from an election to deduct foreign taxes paid rather 
than to take credit therefor in the computation of an overpayment attribu- 
table to a net operating loss carryback, in lieu of the 3-year period of limi- 
tation prescribed in subsection (a), the period shall be that period which 
ends with the expiration of the 15th day of the 39th month following the end 
of the taxable year of the net operating loss Which results in such carryback, 
or the period prescribed in subsection (c) ig respect of such taxable year, 
whichever expires later. In the case of such a claim, the amount of the credit 
or refund may exceed the portion of the tax paid within the period provided 
in subsection (b)(2) or (c), whichever is applicable, to the extent of the 
amount of the overpayment attributable to such carryback. 


Sec. 2. The amendment made by Section 1 shall apply to all open years at the 
date of enactment. 


Explanation 


Under the Code, the right to change an election to take credit or déduct foreign taxes 
in connection with a year in which a carryback of net operating loss deduction is being 
computed is not clear. This is a clarifying amendment. 
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CHAPTER 67—INTEREST 


Subchapter A. Interest on Underpayments and 
Subchapter B. Interest on Overpayments 


53. CORRELATION OF INTEREST STATUTES. 


Resolved, That the American Bar Association recommends to Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to correlate the 
computation of interest on deficiencies and overpayments in situations where a 
deficiency is satisfied in whole or in part by the application of a credit arising out 
of the overpayment of another tax; and 


Be It Further Resolved, That the Association proposes that the result be effected 
by amending sections 6601(f) and 6611(b)(1) and by eliminating section 6611 (c) 
of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
be directed to urge the following amendments, or their equivalent in purpose and effect, 
upon the proper committees of Congress. 


Section 1: Subsection 6601(f) of the Internal Revenue Code of 1954 is amended 
by adding at the end thereof a new paragraph (5) as follows: 

“In the case of a credit, no interest shall be imposed under this section upon 
such portion of the tax as is satisfied by credit for any period during which, if the 
credit had not been made, interest would be allowable on the amount of the overpay- 
ment which is applied as a credit. Interest assessed or collected in excess of the 
amount provided herein, whether pursuant to judgment or order or otherwise, shall 
be abated, refunded or credited.” 

Section 2: Paragraph (1) of subsection 6611(b) is amended to read as follows: 
“(1) CREDITS.—In the case of a credit, from the date of the overpayment to 
the due date of the amount against which the credit is taken.” 
Section 3: Subsection 6611(c) is hereby repealed. 
Section 4: The provisions of this act shall apply to credits made after the date of 
its enactment. 


Ezplanation 


There is need for legislation to correlate Sections 6601 and 6611, dealing with the 
computation of interest on deficiencies and overpayments where a deficiency is satis- 
fied in whole or in part by the application of a credit arising out of the overpayment 
of tax in another year. 


In the common situation where several years are audited at the same time, it often 
happens that there is a deficiency in one year and an overpayment in another year, 
covered by the same agreed report. Upon execution of the statutory waiver, a defi- 
ciency is assessed but the collection is usually withheld pending final review (and also 
submission to the Joint Committee where the proposed refund or credit is in excess 
of $100,000). There is in effect a mutual setoff or balancing of accounts, and a rule 
of mutuality would be both logical and equitable for computing interest to be charged 
on the deficiency and interest to be allowed on the overpayment’ (to the extent that 
it is applied as a credit). 

For many years, the Commissioner took the position that, since the accounts were 
in effect netted or balanced, interest on the overpayment should terminate on the date 
to which interest was charged on the deficiency. However, the courts have consistently 
ruled that the pertinent statute allowed interest on the overpayment so credited to the 
assessment date of the deficiency, indicating that legislative relief was necessary to 
support the Commissioner’s theory of mutuality or correlation. See Pan American 
World Airways, Inc. v. United States, 119 F.Supp. 144, and similar decisions. 

Instead of resorting to legislation, the Commissioner issued Revenue Ruling 55-485, 
in which he accepted the conclusion of the courts but proceeded to establish a new 
policy of reviving interest on the deficiency “from the date of notice and demand to the 
date of allowance of the credit, which is the date on which the schedule of over- 
assessment is signed.”’ This means that the Commissioner will now allow interest on the 
overpayment so credited to the assessment date of the deficiency, but he will charge the 
taxpayer with interest on the deficiency from the date of the statutory notice and 
demand (which usually follows immediately after the assessment of the deficiency). 


It seems obvious that legislation is needed to establish a rule of “mutual indebted- 
ness” by specifying, as a cut-off date for interest purposes, the due date of the deficiency 
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or the date of the overpayment, as the case may be. To this end, Section 6601 should 
be amended to preclude interest on the deficiency for any period during which interest 
would otherwise be running on the overpayment which is applied as a credit, and 
Section 6611 should be amended to allow no interest on the overpayment after the due 
date of the deficiency against which the credit is taken. It would be immaterial whether 
the deficiency arose before or after the effective date of the overpayment; if before, the 
deficiency would bear interest under the usual statutory scheme until it was theoretically 
satisfied by an overpayment, and if the deficiency arose after the overpayment, then it 
would bear no interest but the overpayment would bear interest in such a situation 
under the usual statutory scheme until the due date of the subsequent deficiency, at 
which time the mutuality of indebtedness would arise to balance the accounts. The 
proposed amendment of Section 6601 is so worded as to protect the Government in 
the situation where the overpayment which is applied as the credit does not bear 
interest because of some special statutory provision. 

Some question will arise as to the effective date of such legislation. It is felt that 
no attempt should be made at this stage to make the provisions retroactive. Accord- 
ingly, we recommend that the changes be made effective only with respect to credits 
made after the date of enactment. 
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CHAPTER 77—MISCELLANEOUS PROVISIONS 


54, CONCLUSIVE EFFECT OF REGISTRATION. 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to make it clear that the 
effect of filing documents by registered mail will not be overcome by evidence that 
the agency made diligent but fruitless search for the mailed document. 


Be It Further Resolved, That the Association propose that the result be achieved by 
amending section 7502(c) of the Internal Revenue Code of 1954; and 


Be It Further Resolved. That the Section of Taxation be directed to urge the follow- 
ing amendment, or its equivalent, in the proper committees of Congress: 


‘ ba section 7502(c) of the Internal Revenue Code of 1954 be amended to read as 
ollows: 

“Registered Mail.—If any such claim, statement, or other document is sent by 
United States registered mail, such registration shall be conclusive evidence that 
the claim, statement, or other document was delivered to the agency, office or officer 
rs which addressed, and the date of registration shall be deemed the postmark 

te. 


Effective Date-—The foregoing amendment shall be effective as to all affected docu- 
ments filed after August 17, 1954. 


Explanation 


Section 7502(c) should be amended to give registration conclusive effect, instead 
of merely prima facie effect. As the section now stands, there is uncertainty whether 
evidence of fruitless search would rebut the presumption of delivery, and if it would 
the entire effect of the provision would be largely lost. 

In the past, the Association recommended that a petition to the Tax Court should be 
deemed filed at the time it was registered for mailing. Section 7502 was apparently 
a response to that recommendation, broadened to apply to practically all documents 
required to be filed under the 1954 Code, but narrowed so that sending any registered 
mail is primu,facie evidence of delivery instead of conclusive. 

The Committee believes that if Section 7502(c) is not to be rendered useless by the 
possibility that evidence of fruitless search will rebut the presumption arising from 
use of registered mail, it should be amended as proposed. 


20675 O—58—pt. 3 30 
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AMERICAN BAR ASSOCIATION 
SECTION OF TAXATION 


APPENDIX 


Legislative Recommendations Not Directly Involving 
The Internal Revenue Code 


1. ANNUAL REPORT OF WAGES FOR SOCIAL SECURITY PURPOSES. 


Resolved, That the American Bar Association endorse those provisions of H.R. 7770 
(84th Cong. 1st Sess.) as introduced in the House of Representatives which permit 
the computation of social security benefits upon an annual basis so that employers 
may be relieved of the duty to file quarterly reports of employee wages, and which 
permit verification of withholding taxes by the Department of Health, Education and 
Welfare. 


Be It Further Resolved, That the Section of Taxation be directed to urge upon the 
committees of Congress the adoption of those provisions of H.R. 7770, or their 
equivalent in purpose and effect. 


Explanation 


The bill would make no change in the Internal Revenue Code, but would make 
changes in the social security system to permit computation of benefits upon the 
basis of annual wages. These changes will consequently permit the elimination of 
employer’s quarterly payroll reports, thus relieving about 4,000,000 employer’s from 

paper work necessary to list, four times a year, the name, social security account 
number, and quarterly wages, of about 50,000,000 employees. This proposal was endorsed 
by the Hoover Commission in its report entitled “Paperwork Management”. 

Another provision of H.R. 7770 authorizes the Secretary of the Treasury and the 
Secretary of the Department of Health, Education and Welfare to enter into an 
agreement for verification by the latter Department of information relating to social 
security and income taxes withheld on wages. The purpose of the agreement would 
be to utilize the existing mechanical and electronic equipment of the Department of 
Health, Education and Welfare for mathematical verification of annual tax information 
shown on Form W-2. The employees of that Department will be subject to the same 
penalties for divulging information on tax returns required by law to be kept secret 
as are provided for employees of the Treasury Department. While it would be 
desirable for the Treasury Department eventually to obtain adequate equipment of its 
own for verification of information furnished on Form W-2 and other information 
returns, this does not appear to be a sufficient reason to oppose this proposal. 


2. TO MODIFY THE PROVISIONS OF THE UNITED STATES CODE APPLICA 
BLE TO VENUE IN TAX REFUND SUITS BY CORPORATIONS 


Resolved, That the American Bar Association recommends to the Congress 
that Title 28 of the United States Code be amended to provide special rules for 
determining venue in suits by corporations against the United States for refund 
of taxes; and 

Be It Further Resolved, That the Association proposes that this result be 
effected by amending Section 1402(a) of Title 28 of the United States Code; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendment or its equivalent in purpose and effect upon the proper 
committees of Congress: 

Sec. 1. Section 1402(a) of Title 28, United States Code, is amended to read 
as follows (insert new matter in italics) : 


(a) Any civil action against the United States under subsection (a) of 
section 1346 of this title may be prosecuted only: 
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(1) Except as provided in paragraph (2), in the judicial district where 
the plaintiff resides; 

(2) In the case of a civil action by a corporation under paragraph (1) 
of subsection (a) of section 1346, in the judicial district in which is located 
the principal place of business or principal office or agency of the corpora- 
tion; or tf it has no principal place of business or principal office or agency 
in any judicial district (A) in the judicial district in which is located the 
office to which was made the return of the tax in respect of which the 
claim is made, or (B) if no return was made, in the judicial district in 
which lies the District of Columbia. Notwithstanding the foregoing pro- 
visions of this paragraph a district court, for the convenience of the parties 
and witnesses, in the interest of justice, may transfer any such action to 
any other district or division. 


Explanation 


A number of United States District Courts have recently held that a corporation may 
bring suit against the United States only in the judicial district within which it was 
incorporated. Other courts have held that the corporation may also sue the United 
States in any district in which the corporation is doing business. To remove the uncer- 
tainty which presently exists, the Section of Taxation recommends legislation which 
would establish a rule of venue for tax refund suits requiring a corporation to sue the 
United States in the judicial district in which the principal place of business is located. 
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Mr. Park. Mr. Chairman, if I could take a few minutes I would 
like to refer to two of our recommendations that parallel the recently 
introduced bills. 

The Cuairman. Recently introduced bills? 

Mr. Park. Yes. I referred to them, but I didn’t explain them. 

The Cuarrman. All right. 

Mr. Park. One is our recommendation No. 37 dealing with the 
basis of joint tenancies in community property States. That involves 
a situation where a husband and wife, say, in a community property 
State use the community funds to acquire property and take it as 
joint tenants or tenants in common, as, for example, suppose they ac- 
quire property in a common-law State where they could take it either 
as joint tenants or as tenants in common, though they still continue 
to live inthe community property State. 

The question then is when one dies what is the basis of the property 
thus held, either in joint tenancies or as tenants in common / 

The two bills that were introduced would allow a stepped-up basis 
for both joint tenancies and tenacies in common on death. We go 
along on the joint tenancies and agree that the survivor's interest in 
the joint tenancy should be stepped up, but we do not believe that 
the survivor's interest in a tenancy in common should be stepped up 
on death. 

The Cnairman. Actually, existing law to which you refer never 
seems to be quite appropriate in that the stepped-up basis applies to 
all, and in a community property State only one-half goes into the 
estate. That is the point that you make? 

Mr. Park. At the present time all of the community property does 
go in the basis. It gets a stepped-up base. All community property 
gets a stepped-up base; isn’t that right ? 

The CHatrMan. It doesn’t go into the estate. That is my point. 

Mr. Park. That is right. 

The Cratrman. Yet the stepped-up basis is applicable to all. 

Mr. Park. That is right. The survivor's interest in the tenancy 
in common is not considered a part of the decedent’s estate at all. 

The CuarrMan. I understand the point. 

Mr. Park. The other one is No. 47, providing for priority of me- 
chanic’s liens in certain circumstances. I might say this in connection 
with the whole tax-collection field. We think this is a neglected area 
and needs a lot of study. It is being studied by several different groups 
in our association. 

The CuarrMan. These bills, Mr. Park, do not get at the entire prob- 
lem in that area. 

Mr. Park. We don’t think they do. 

The CuatrmMan. They apply to one facet of an overall problem 
and we have suggested that the staff of the Joint Committee on In- 
ternal Revenue Taxation go into the overall problem. Is that what 
you are recommending ? 

Mr. Park. No, sir; we are not. We know that there are many 
facets in this area, but we believe the mechanic’s lien should be taken 
care of. 

The CHairman. First? 

Mr. Park. First. 

The CHarrMan. Before we work out some overall program ? 

Mr. Park. That is right. 
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The Cuatrman. I can't sell you the approach we took in our com- 
mittee ? 

Mr. Park. We think they are entitled to protection, mechanics’ 
lienors, and they haven’t been protected, and can’t be protected until 
they get a judgment. We are satisfied we have a better solution than 
is in either one of those four bills, although we may not have the best 
one. The one introduced in the Senate would simply provide for 
protecting a mechanics’ lienor, but would provide no rules whatsoever. 
Maybe that would be satisfactory, but we are inclined to think we 
need rules. 

The other three would simply protect the mechanics’ lienor with 
respect to real property but would not protect the mechanics’ lienor 
with respect to funds owed to the contractor or subcontractor under 
which the lienor’s service was rendered, or the materials were fur- 
nished. 

There is also another question that is a difficult one, what we call 
the circular priority situation, that none of the bills takes care of, and 
that is a situation like this: You give a mechanics’ lienor a protection 
so that he can take the property ahead of the Government lien if notice 
hasn’t been filed, and hen maybe under the State law the State would 
take it away from him. We don’t see any point in protecting the 
mechanics’ lienor in that case where the Federal lien would be superior 
to the State’s, because if you give the mechanics’ lienor a preference, 
then, under its law, the State would assert its lien for its income taxes 
which are subordinate to the Federal taxes and would come in and take 
the property we had given to the mechanics’ lienor. 

The Cuairman. Mr. Park, would you feel free to work with or at 
least confer with the staff of the joint committee in trying to prepare 
some solution in this area ? 

Mr. Park. We would be very glad to. 

The CHarrman. If you feel free to do so, we would appreciate it. 

Mr. Park. We would be very glad to do it. 

The CHarrMANn. Does that conclude your statement ? 

Mr. Park. Yes. 

The Cuairman. Are there any questions ? 

Mr. Baker will inquire. 

Mr. Baker. When you refer to the mechanics’ lien, do you not also 
include materials liens ? 

Mr. Park. Yes; that is right, material. 

Mr. Baxer. It certainly is incongruous that there be no statute of 
repose, as I see it, on civil fraud cases, since you have a statute on 
criminal fraud. I don’t quite see why you made it 8 years, though. 

Mr. Park. Mr. Baker, I think that was the best compromise we 
could get through. 

Mr. Baxer. It is a 6-year criminal statute now ? 

Mr. Park. Six. 

Mr. Baker. I suppose the theory is that you just need more time. 

Mr. Park. Yes. 

Mr. Baker. I would rather give them more agents, myself. 

Mr. Park. I think, as I said in my statement, when you come to 
fix an arbitrary period you have to draw an arbitrary line somewhere. 
I had cases where the Government proposed deficiencies back to 1929 
and we couldn't find any records at all. 
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Mr. Baxer. The feeling though that I hear most is discontent and 
complaining about the so-called fraud being held over people’s heads. 
I am not saying all the agents do that. Some agents do. I am not 
saying it isa general practice. I think it is highly important. 

Mr. Park. Whether it was fraud or not we had no way getting at 
the evidence, say, back in 1929, 1930, 1931, 1932, 1933. 

Mr. Baxer. Of course the burden of proof has not changed. It is 
still on the taxpayer. 

Mr. Park. As to the tax, not the penalty, but as to the tax. 

Mr. Baxer. That is 50 percent, though. 

Mr. Parx. Fifty percent; yes. 

Mr. Baxer. That is all. 

The Cuarrman. Mr. Park, on that point I think perhaps your rec- 
ommendation that the period of limitations on civil fraud be longer 
than in the case of criminal fraud or be justified when one takes into 
consideration the fact that proceedings usually occur first under crim- 
inal liability, so that the Department might well have some additional 
time under the civil fraud provisions. That went into your thinking? 

Mr. Park. That is true. 

The Cuarrman. Are there any further questions of Mr. Park? 

If not, sir, we thank you and those associated with you at the wit- 
ness table for your appearances and the information you have given 
the committee. 

Our next witness is Mr. Wallace M. Jensen. Mr. Jensen, will you 
please come forward, and for the purposes of this record identify 
yourself by giving your name, address, and the capacity in which you 
appear. 


STATEMENT OF WALLACE M. JENSEN, CHAIRMAN OF THE COM- 
MITTEE ON FEDERAL TAXATION OF THE AMERICAN INSTITUTE 
OF CERTIFIED PUBLIC ACCOUNTANTS 


Mr. Jensen. Mr. Chairman and members of the Committee on Ways 
and Means, my name is Wallace M. Jensen of Detroit, Mich. IT appear 
as general chairman of the committee on Federal taxation of the 
American Institute of Certified Public Accountants. The institute is 
the national professional society of CPA’s and has a membership of 
over 31,000. 

I am accompanied by subcommittee chairmen Matthew F. Blake, 
John P. Goedert, Thomas J. Graves, Benjamin Grund, Leslie Mills, 
and Maxwell A. H. Wakely. 

The Cuarrman. Mr. Jensen, would you like those gentlemen to be 
at the witness table with you in your presentation ¢ 

Mr. Jensen. They are sitting in the second row, sir. 

The CuHatrman. They may come forward to the witness table, if 
they desire to do so, and assist you in this presentation. We have 
allotted you 35 minutes. Do you think you can complete your state- 
ment within that time? 

Mr. Jensen. Yes, sir. 

The CrairmMan. Without objection, you will be given the same 
privilege of extending in the record your list of recommendations. 
since the list of the American Bar was included. Without objection 
that will be included. 

(The document is as follows:) 





Recommendations 
for 
Amendments 
to the 
Internal Revenue Code 


Submitted to the 
Committee on Ways and Means 
House of Representatives 


February 3, 1958 


COMMITTEE ON FEDERAL TAXATION 
AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS 
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AMERICAN INSTITUTE OF 
CERTIFIED PUBLIC ACCOUNTANTS 


Committee on Federal Taxation 
For the Fiscal Year 1957-1958 


WALLACE M. Jensen, General Chairman ...Michigan 


SUBCOMMITTEES 


Determination of Taxable Income 


Tuomas J. Graves, Chairinan 
New York 
JeROME C. BACHRACH 


Pennsylvania 
HENRY BRACH New York 
Frank A. GUNNIP Delaware 
Joun E. HAMILTON Virginia 
ABNER E. HuGHES Louisiana 
KENNETH C. FlursT Oklahoma 
DONALD J. KESTER Pennsylvania 
Roy ‘G. MosHER Missouri 
J. FRANKLIN Norcross 

Massachusetts 
B. KENNETH SANDEN Michigan 


Rosert G. YiNGER . Pennsylvania 


Partnerships and Partners 


]. P. Gorprrt, Chairman. __Mlinois 


SAM BUTLER Colorado 
WILLIAM E, DICKERSON Ohio 
Grorcre M. Horn Illinois 
Mary E. LANIGAR California 
Ropert R. MILRoy Indiana 


CHARLES A. PFARSON California 


Estates and Trusts 


MAxwe.r A. H. WakeEty, Charrman 
Massachusetts 


DONALD EF. Gite Wisconsin 


Pauc F. IcFRMAN Michigan 
S. RALPH [ACORs Massachusetts 
FRANK T. R¥A ‘Texas 
L.. \WratamM SEIDMAN Michigan 
ALLEN TOMLINSON Florida 


E11 GERVER 


Corporations and Stockholders 


Lrsutie Mitts, Chairman. New York 


DonaLp T. BURNs California 
BERTRAM E. GILL New York 
HARRY JANIN New York 
PauL F. JOHNSON Illinois 
Davip N. LIEBERMAN. Missouri 
EMMETT W. MARTIN Iowa 
NEAL Y. R. SHEFFIFLD Texas 
HARRY SONKIN Ohio 


Employers and Employees 


MATTHEW F. BLake, Chairman 


New York 
PuHiLip BARDES New York 
THOMAS F. CARROLL Wisconsin 
RoBErRT L. Lutz New York 


Cart G. MorTENSON |. Pennsylvania 

WILLIAM L. SCHNATTERLY 
Washington 

BeTH M. THOMPSON. Florida 


Administration, Procedure, and 
Miscellaneous Taxes 


3ENJAMIN GRUND, Chairman 
New York 
WINSTON BROOKE Alabama 
Davip F. LInoweEs 
Washington, D. C. 
Epwin W. MACRAE Missouri 
EUGENE R. MULLINS Tennessee 
Murray L. RACHLIN New York 
HERMAN STUETZER, JR. 
Massachusetts 


Director of Taxation 
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Foreword 


This pamphlet of tax law recommendations is submitted on be- 
half of the committee on federal taxation of the American Institute 
of Certified Public Accountants as a supplement to testimony offered 
during hearings with respect to a general revenue revision before 
the Committee on Ways and Means of the House of Representatives. 

Similar recommendations, dated October |], 1956, were submitted 
for the record to the Subcommittee on Internal Revenue Taxation, 
Committee on Ways and Means. Many of those are repeated herein. 
As a result of our further study and experience with the Code, some 
of those have been modified or dropped and others have been added. 

As in the past, the basic concern of these recommendations is with 
loopholes, inequities, and gencral improvements in the tax structure, 
along with technical amendments rather than such questions of policy 
as rates, incidence of tax, type of tax, etc. The recommendations in 
this pamphlet deal chiefly with some of the imperfections, uncertain- 
ties, hardships, and unintended consequences which we believe merit 
the consideration of Congress. 

With a few exceptions, we have not attempted to deal with the 
question of effective date. In general, we believe that changes of 
substance should be made prospective only. 

In addition to the Internal Revenue Code and administrative and 
judicial interpretations, we review such materials as tax legislation 
introduced by members of Congress, and the recently issued reports 
of the Advisory Groups to the Subcommittee on Internal Revenue 
Taxation. It should be noted that the report on Subchapter C (Cor- 
porate Distributions and Adjustments), dated December 24, 1957 and 
the revised report on Subchapter K (Partners and Partnerships), 
dated December 31, 1957, were released after these recommendations 
were adopted. 

Some of the problems covered by these recommendations are broad; 
some are limited in scope. In oral testimony delivered today before 
the Ways and Means Committee, we have endeavored to direct par- 
ticular attention to such broad questions as disparity in treatment 
between residents of community property states and other taxpayers 
(Recommendation No, 1); averaging of income (Recommendation 
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No. 7); reimbursement of expenses of individuals (Recommendation 
No. 9); taxpayers’ fiscal years (Recommendations Nos. 148 and 179); 
reserves for estimated expenses and deferral of prepaid income 
(Recommendation No. 150); the income tax treatment of multiple 
trusts (Recommendation No. 163); taxation of closely-held corpora- 
tions as partnerships (Recommendation No. 213). 

There are many areas which can be studied only by a re-examina- 
tion of the underlying philosophy of significant provisions in the 
Code. Examples of such areas are the treatment of capital gains 
and losses, gains and losses on the disposition of business property, 
contributions in kind, tax-exempt income, tax-exempt organizations, 
fringe benefits, personal deductions, and numerous other provisions. 
For many years, the Institute has urged the appointment of an inde- 
pendent commission to review the tax structure of our country. The 
appointment of Advisory Groups is a step in that direction. The ever- 
growing complexity and size of our revenue system makes impera- 
tive the appointment of a commission, representing all segments of 
the economy, to study the entire tax structure and to aid Congress in 
developing a truly new tax law. We hope such a study will be spon- 
sored by this Congress. 


Committee on Federal Taxation 
American Institute of Certified Public Accountants 
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Recommendations for 


Amendments to the 


Internal Revenue Code 


Section 


General 


31(a)(2) 


243 


34(b)(2) 


Attention should be given to eliminating disparities in 
treatment between residents of community property 
states and other states. In this connection, consideration 
should be given to such problems as hobby losses, 
attribution rules, exploration expenditures for other 
than gas or oil, exclusion for earned income outside the 
United States, capital losses. 


Taxpayers on a fiscal year basis should be permitted to 
claim credit for the actual withholdings made by their 
employers during that taxpayer's fiscal year. As the law 
now stands, a taxpayer on a fiscal year ending June 30, 
1958 does not get credit for the withholdings in the 
first half of the calendar year until his subsequent tax- 
able year. 


3 
Short dividends should be offset against long dividends 
on the same security in figuring the dividend credit to 


eliminate the existing loophole and tax reduction from 
being long and short at the same time. 


a 


It should be made clear that for purposes of the limita- 
tion, taxable income includes capital gains even where 
the alternative tax is used. 
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Section 


37(¢c)(1) 


37(g) 


61 


61 


61 
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Persons under 65 years of age, who receive pensions from 
private or industrial retirement systems, should be per- 
mitted the retirement income credit just as persons 
retired under a public retirement system. 


6 


In computing earned income of partners and individ- 
uals in business, reference is made to section 911(b), 
which in turn refers to 30% of the “‘profits.”” The mean- 
ing of the term profits should be clarified. It might mean 
all taxable income, or income from certain classified 
sources, or all earnings and profits. 


7 


Averaging of income for individuals should be per- 
mitted along the lines of plans previously submitted by 
the Institute (Hearings before the Committee on Ways 
and Means, House of Representatives, 83rd Congress, 
First Session, on Forty Topics Pertaining to the General 
Revision of the Internal Revenue Code, p. 595), or along 
the lines of H. R. 126 (85th Congress). 


Expenses of moving for the convenience of the employer 
when paid or reimbursed by the employer should not be 
included in the employee’s gross income for either new 
or old employees. 


9 


It should be made clear that gross income does not in- 
clude receipts or accruals from others as reimbursement 
for expenses except to the extent that the reimbursement 
is compensation in whole or in part for services or use of 
capital. 








Section 


62(2)(D) 


15*(e)(1)(A) 


152(a)(9) 


161 


162 


164(d) 
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This provision, relating to trade or business expenses, 
should apply to all outside representatives of an em- 


ployer rather than just salesmen. 


The elimination of the $600 gross income test in the case 
of certain children as dependents should be expanded 
to cover all dependents, as long as the other tests of the 
law are met. 

In any event, a person, otherwise a dependent, who is 
65 years of age or over and whose gross income is less 
than $1,200, should qualify as a dependent. 


It should be made clear in the statute that the spouse 
of a taxpayer can not be treated as a dependent of the 
taxpayer. 


13 


The Code should affirmatively provide for the amortiza- 
tion of bond issue costs, license costs, franchise costs, and 
other like intangibles. 


14 


Without prejudice to existing situations, expenses in- 
curred to defeat or promote legislation should be de- 
ductible if the purposes therefor and the methods used 
do not violate federal or state laws and the expenses are 
otherwise deductible under section 162. 


15 


Apportionment should apply to any property taxes 
which are prorated in the terms of sale. 
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Section 


164(d) 


164(d) 


164(d) 


165(¢)(3) 


165(e) 


165(g)(1) 
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16 


The apportionment of taxes should apply not only to 
sales but also to other dispositions, such as exchanges. 


17 


This provision should be extended to apply to successive 
sales of the same property during the real property tax 
year. 


This provision should be extended to cover taxes paid 
or accrued prior to a sale in respect to a real property 
tax year subsequent to the sale. 


19 


A taxpayer should not be forced to make an election on 
the treatment of casualty losses at the time of filing the 
estate tax return. There should be a free election to 
deduct such losses for either estate or income tax pur- 
poses (but not both), and the taxpayer should have the 
right to make a change in election at any time during 
the statutory period. 


20 


The loss should be allowed in either the year of theft or 
the year of discovery at the election of the taxpayer. 
Otherwise, the taxpayer may, as a result of the theft, 
have no taxable income in the year of discovery, and 
might even be insolvent at the time. 


It should be made clear that the deduction for worthless- 
ness is independent of the possible workings of section 
267 where the securities involved are those of a related 
taxpayer. (This correspondingly applies to section 
166 (d) (1) (B).) 








Section 


165(g)(3) 


166(d) 


166(d)(2) 


166(f) 


167 


167 


167 
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The percentage of ownership test should be reduced to 
80% to conform with the consolidated return affiliated 
group requirements. 


23 


The Code should define business bad debts to include 
all losses from debts originating in a transaction entered 
into for profit. 


24 


The transferee of a business-acquired debt should be 
able to treat the debt as a business debt, regardless of 
the business circumstances of his own acquisition. 


25 


The difference between a bad debt to the lender and to 
a guarantor should be eliminated. 


26 


Goodwill, trademarks, trade names, secret processes and 
formulas and other like intangibles should be amortiza- 
ble over a stated period to be fixed by statute or over 
a demonstrable useful life, whichever is less, to the ex- 
tent such items are not otherwise treated under other 
sections of the Code. 


27 


Leasehold improvements should be depreciable regard- 
less of whether the estimated useful life is longer or 
shorter than the term of the lease. 


28 


It should be made clear that the correction of a factor in 
the depreciation computation is not a change in method 
requiring permission. 














' 
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Section 


167(c) 


167(c)(2) 


167(g) 


170 


170 


170 
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29 


Where there is a continuation of the transferor’s basis, 
the successor should be permitted to use the transferor’s 
depreciation methods. 


30 


The original user requirement should be eliminated 
(except where property is acquired after December 31, 
1953 from a related taxpayer which acquired the prop- 
erty prior to that date). 


31 


The last sentence should give priority to the provisions 
of the wili, just as the preceding sentence does for the 
provisions of a trust. Otherwise, one person may be left 
depreciable property but all the estate’s beneficiaries 
will be participating in the deduction. 


32 


A gift to charity of property subject to a liability in 
excess of its basis should give rise to taxable gain to the 
extent of such excess. 


33 


Where a taxpayer purchases a premium bond with an 
early call date, he would be entitled to a rapid deduction 
of the premium. If the taxpayer then contributes the 
bond to a charitable organization, there would be a 
deduction of the full fair market value of the bond. No 
double deduction of the premium should be allowed. 


34 


A taxpayer who sells stock short just before the ex- 
dividend date and contributes his short position imme- 
diately after the ex-dividend date should not receive a 
deduction for both making good on the dividend and 
the value of the contributed short position. 
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Section | 
35 
s, 170(b)(1) Individuals should be allowed a carryover of excess | 
- charitable contributions. | 
In the alternative, the contribution deduction should : | 
not be limited by a net operating loss carryover. | 
od 
1, 36 
Pp 170(c)(5) Payments to an exempt cemetery company by a lot 
owner for perpetual care should not qualify as a deduct- 
ible contribution. 
” 37 
ne 
ft 171(b) The 3-year call provision merely sets up another arbi- 
es trary criterion and does not deal effectively with the 
loophole. The premium should, in the first instance, be 
amortizable from date of acquisition. of the bond to date 
of maturity. In the event of an actual call before ma- 
in turity, the unamortized premium should be allowed as 
he a deduction in that year. 
38 
a 172(b)(2) Where a company liquidates, the right of carryback 
= should be to the 2-year period prior to the commence- 
he ment of liquidation regardless of how long the period of 
hag liquidation takes. Otherwise, from a practical stand- 
wag point, after the second year of liquidation, the net losses 
have no offset. 
sic 39 
ie . 172(d)(6) In computing undistributed personal holding company 
a 246(b)(2) income, the deduction under section 246 (b) for divi- 
id 545(b)(4) dends received should not apply in making the net op- 


erating loss adjustment under section 545(b) (4). 


20675 O—58—pt. 3 31 
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172(e) 


172(f) 


174(b)(1) 


175(c)(1) 
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40 


Discrimination exists between a fiscal year taxpayer 
and a calendar year taxpayer in the mechanics involved 
in the carryback computations where a dividends-re- 
ceived credit was utilized by the taxpayer in the pre- 
ceding years to which a net operating loss is carried back. 
For example, a taxpayer, having a fiscal year ending 
June 30, 1954, would be permitted to carryback to the 
second preceding taxable year only one-half of the net 
operating loss during fiscal 1954. However, in carry- 
ing back this one-half of the net operating loss to the 
fiscal year ending June 30, 1952, the amount of the carry- 
back would be reduced by the entire dividends-received 
credit claimed in 1952. 

In order to correct this inequity, a pro rata reduction 
should be made in all adjustments which are offset 
against the fiscal year carryback. 


41 

The pro rata application of the 1939 Code and the 1954 
Code applies to a taxable year beginning in 1953 and 
ending in 1954 only if a net operating loss is sustained 
in such year. But the Code does not prescribe treatment 
for such fiscal year if it shows a net income which is 
affected by a loss carryover or carryback. In such a case 
the amount of the net operating loss to be used should 
be based on a similar pro rata computation. 


42 


The parenthetical material relating to benefits from re- 
search should be eliminated. There may never be bene- 
fits realized from the research, and establishing time or 
extent of abandonment may be impossible. 


43 


The cost of planting trees to combat the effects of ero- 
sion should qualify as an expenditure for soil and water 
conservation. 
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Section 


212 


213(b) 


213(d)(2) 


214(b)(2)(A) 


243 
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ce 


Expenditures in connection with preliminary investiga- 
tions of businesses or investment opportunities, in order 
to determine whether an investment should or should 
not be made, should be deductible under section 212. 


45 


Employees should be allowed to deduct (either as in- 
curred or over a period of amortization) expenses which 
are directly related to the securing of specific employ- 
ment. 


46 


The separate limitation on medicine and drug costs 
should be eliminated. It sets up a difficult allocation and 
computation problem that is hardly worthwhile for the 
amounts involved. 


47 


The limitation on the deduction of expenses of the 
last illness should be removed, The expenses of the last 
illness should be deductible for both income and estate 
tax purposes just as if the amount had been paid by the 
decedent. 


48 


A joint return should not be necessary and the restric- 
tion should not apply if the husband and wife are in’ 
fact separated by agreement, or if the husband is a non- 
resident alien. 


ag 


The deduction for intercorporate dividends should be 
100%. 
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Section 


243 


246(b) 


248(a) 


248(b) 


267(a)(2)(A) 


267(b)(9) 
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Since in the case of dealers in securities stocks are part 
of their inventory, no dividend deduction or credit 
should be allowed except for dividends on stock held for 
investment account. 


The limitation on the deduction for dividends received 
equal to 85% of taxable income should be eliminated. 
In any event, the interaction of this section and section 
172 creates an awkward ‘‘notch” situation in which $1 
of deductions can make a tremendous difference in the 
amount of tax. This should be removed. 


52 


The deduction for organizational expenditures should 
be required rather than elective. 


53 


The deduction for organizational expenses should be 
expanded to include reorganization (including stock 
dividends, stocks splits, etc.), registration and stock list- 
ing costs. 


54 


If the amount accrued is not paid within 214 months 
after the close of the year of accrual, the deduction 
should nevertheless be allowed if the related party re- 
ports the item as income either in the year of accrual or 
the succeeding year. 


The Code should define what is meant by control of a 
charitable organization. The approach in section 503 (c) 
might provide a guide. 
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Section 


269 
382 


301(b)(1)(B) 


302 
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Deficits of acquired corporations should be eliminated 
(just as carryovers are) since deficits could be used to 
make tax-free distributions out of subsequent profits. 


57 


Gain recognized under section 453 (d) upon the distri- 
bution of installment obligations to a corporate dis- 
tributee should be taken into account as an increase in 
basis in sections 301 (b) (1) (B) (ii) and 301 (d)(2) (B). 


When a foreign corporation makes a distribution in 
kind to a domestic corporation, the amount of the dis- 
tribution should be the fair market value of the prop- 
erty, rather than the lower of the basis to the distribu- 
tor or fair market value. 


59 


The problem of vanishing basis should be dealt with in 
the statute along the following lines: 


(1) Where the proceeds of stock which is sold or re- 
deemed are taxed as ordinary income, the alloca- 
tion of basis to other stock held by the taxpayer, 
if any, should be clearly provided. 

(2) Where the transaction results in ordinary income 
because of the attribution rules of section 318, 
there should be allocation of the basis among the 
persons whose stock is attributed to the taxpayer. 

(3) Any basis not so allocated should be allowed as 
a capital or ordinary loss as circumstances warrant. 

(4) Any allocation of basis which affects taxable in- 
come should be recognized without regard to limi- 
tations of time for adjusting tax. 
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Section 


302(b)(2) 


302(b)(2) 


302(b)(2)(D) 


302(b)(2)(D) 


302(b)(2)(D) 


302(b)(3) 
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If a transaction comes under both section 302(b)(2) 
and section 302(b)(3), section 302(b)(2) should prevail. 


The rule on disproportionate redemptions should be 
buttressed by measuring the effect of planned reacquisi- 
tions within the next five years. 


62 


If a series of redemptions can be deemed to result in a 
distribution which is not substantially disproportionate, 
it conversely should be true that a series of redemp- 
tions that results in a substantially disproportionate re- 
demption should give the status of disproportion to each 
redemption in the series even though a particular re- 
demption may be proportionate. Thus, a planned dis- 
proportionate redemption should be possible through 
a series of redemptions. 


63 


A fixed number of years to the series should be involved 
so that there will be some point of time when both the 
taxpayer and the government will know that the matter 
is at an end. 


64 


For the government's protection, an extension of the 
statute of limitations is necessary for purposes of this 
section only. 


65 


An estate of a person dying subsequent to August 16, 
1954 should come within the provisions of the complete 
termination of interest rules in respect to redemptions 








Section 


302(c)(2) 


302(c)(2)(A) 


302(¢)(2)(A) 


306(a) 
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that are made pursuant to valid contracts entered into 
prior to the enactment of the 1954 Code, and the at- 
tribution rules of section 318(a) should not apply there- 
to. 


The acquisition of an interest within 10 years from the 
date of distribution should not apply to an interest in 
a successor corporation unless at the time of the in- 
tervening reorganization the stockholders of the original 
corporation acquired 50% or more of the stock of the 
successor corporation. 


67 


If, during the 10-year period provided by this section, 
the taxpayer should acquire an interest in the corpora- 
tion, the statute is left open for assessment since the full 
amount of the earlier distribution will then become tax- 
able as a dividend. A similar opening of the statute 
should be provided to allow a claim for refund, based 
upon the basis of the stock redeemed in the distribution 
which is subsequently treated as a dividend. 


68 


An interest in a pension fund should be specifically ex- 
cluded, just as is done in the last sentence of section 
318(a)(2)(B). 

69 
This provision should cover the acquisition by a parent 


of minority stock of a subsidiary held individually by 
the controlling stockholders of the parent. 


70 


A disposition should not be deemed to take place when 
securities are pledged unless pledged without recourse. 
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306(a)(1) 
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The disposition takes place only at the time the securi- 
ties are in fact used to pay the debt or to cancel the debt. 
However, page 242 of the Senate Finance Committee 
Report on H.R. 8300 states that a disposition will be 
deemed to exist when securities are pledged. 


71 


The amount treated as ordinary income on a disposi- 
tion of section 306 stock which is not a redemption 
should also be made subject to the dividends-received 
credit or deduction. 


72 


306(a)(1)(A)(ii) The difference between a sale and a redemption in meas- 


306(b)(1) 


306(b)( 1 )(iti) 


uring the amount of income reportable upon the disposi- 
tion of section 306 stock should be eliminated by making 
reference in each case to the earnings and profits at the 
time of such disposition. 


73 


The requirement that everything be sold all at one time 
is not practical. Provisions should be made for a series 
of sales within a limited period of time pursuant to a 
plan of which the Commissioner is notified in the first 
return affected. 


74 


If the disposition terminates the shareholder's entire 
interest, there should be no difference in treatment be- 
cause the stock is sold to a third party instead of to the 
corporation. The attribution rules of section 318(a) 
should not apply if the requirements of section 302(c) 
are met. 
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Section 


312(j) 


312(j(1) 


312(j)(1)(A) 
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75 


Where the rights are acquired upon stock that is pur- 
chased and immediately sold ex-rights, and where no 
allocation of basis is required, the taxpayer secures an 
immediate short-term loss deduction on the stock and 
has available a no-basis position for the rights which 
makes possible subsequent long-term gain. In order to 
prevent abuse of this possibility, the no-allocation-of- 
basis rule should be conditioned upon a 30-day holding 
period of the stock. 


76 


It is possible to circumvent the restrictions of section 
312(j) where borrowing is made by a subsidiary which 
is then liquidated to the parent followed by a distribu- 
tion of the excess money by the parent. There would be 
no section 312(j) loan outstanding to the parent. In 
such circumstances, the parent should inherit the status 
of the original borrower. 


77 


in determining the excess of a loan over the basis of 
the property constituting security, earlier distributions 
which were treated as taxable dividends by the opera- 
tion of this provision should be applied to reduce the 
excess. In addition, the increase in earnings and profits 
from a gain on the disposition of the property securing 
the loan should be reduced by the amount of the earlier 
distributions which were treated as taxable dividends. 
Otherwise, in a series of distributions, amounts in the 
aggregate greater than the excess of the loan over basis 
will be treated as taxable distributions. 


78 


This section should indicate its application in situa- 
tions where less than 100% of the loan is guaranteed. 
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Section 


316(a)(2) 


318(a)(1) 


318(a)(2) 


318(a)(2) 


318(a)(2)(B) 


GENERAL REVENUE REVISION 


79 


The definition of a dividend should not include a dis- 
tribution of current earnings and profits if the distribut- 
ing corporation has an accumulated deficit in earnings 
and profits at the close of the year without regard to any 
distributions made during the year. 


It is unrealistic to attribute ownership to husband and 
wife separated by agreement. The theory of the ali- 
mony provision should be recognized here. 


The difference between the constructive ownership rule 
for an estate and for a trust should be eliminated. At 
present actuarial valuations apply in the case of a trust 
but not an estate. 


82 


The limitation of the attribution rule through cor- 
porations to cases where there is a 50% ownership of 
stock should be eliminated. 

As long as the 50% test remains, attribution of owner- 
ship from a beneficiary to a trust or estate, or from a 
partner to a partnership, should be limited to those cases 
where the beneficiary or partner has an interest of 50% 
or more in the trust, estate, or partnership. 


83 


Stock owned by the beneficiary of a trust should not be 
attributed to the trust, since the trust may inadvert- 
ently be disqualified from otherwise legitimate trans- 
actions. The trust may have no knowledge of the stock 
holdings of its beneficiaries and no control over them. 
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Section 


318(a)(3) 


318(a)(4) 


332(c¢)(2) 


333(d) 


333(e) 
333(f) 


334(b)(2) 
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Convertible securities should be included along with 
options. 


As in the case of the family attribution rules, there 
should be no doubling up for attribution through 
estates, trusts, partnerships, and corporations. 


This provision should be expanded to include indebted- 
ness created after the adoption of the plan. 


87 


The period within which the election must be filed 
should be 90 days after the adoption of the plan of 
liquidation. 


Only securities purchased after December 31, 1953 and 
within 24 months prior to adoption of the plan of liq- 
uidation should be included in determining the gain to 
be recognized. 


If the liquidation of a corporation meets the require- 
ments of section 334(b)(2), the distributing corporation 
should be treated as follows: 

(1) The distribution of installment obligations should 
be treated as a disposition by the distributing 
corporation under section 453(d). 

(2) Income or loss should be recognized to the distrib- 
uting corporation if it is on the cash basis or com- 
pleted contract method of accounting, measured 
by the difference between such method and the 
accrual method of accounting. 








2922 
Section 


334(b)(2) 


334(b)(2) 


334(b)(3) 


334(b)(3)(A) 


334(c) 


GENERAL REVENUE REVISION 


There should be an affirmative provision that the merger 
of a subsidiary into the parent is to be regarded the same 
as the liquidation of the subsidiary. 


91 


A material difference may result where there is a liquida- 
tion of a subsidiary which in turn has its own subsidiary. 
If the sub-subsidiary is first liquidated into the subsidiary 
which is in turn liquidated into the parent, a different 
result is reached from where the subsidiary is first liqui- 
dated into the parent (transferring the stock of the sub- 
subsidiary to the parent) and then the sub-subsidiary is 
liquidated into the parent. This difference should be 
eliminated. 


92 


The purchase of stock pursuant to an option should be 
treated as a purchase under section 334(b)(2)(B) where 
the stock is purchased from someone whose stock would 
not otherwise be attributed. Such stock should be con- 
sidered as purchased on the date the option was ac- 
quired if the option is exercised during the 12-month 
period beginning with the earliest acquisition of stock 
used in meeting the requirements of section 334(b)(2). 


93 


A tax-free exchange of stock for stock in a recapitaliza- 
tion qualifies as a “purchase.” In such a case the time 
of acquiring the new stock should be defined as the ac- 
quisition date of the original stock. 


94 


While the language is consistent with section 113(a)(18) 
of the 1939 Code, the statute should give effect to what 
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has been accepted administratively about the need for 
increasing basis in respect to corporate liabilities taken 
over by the stockholder. 


95 


Income or loss should be recognized to the liquidating 
corporation if it is on the cash basis or completed con- 
tract method of accounting, measured by the difference 
between such method and the accrual method of account- 
ing. Exception should be made only in the case of an 
intercorporate liquidation under section 332(a) where 
the parent takes over the property at the same basis as 
in the hands of the liquidated subsidiary. 


96 


An involuntary conversion should be treated as a sale 
or exchange. 


97 


The provision with respect to inventory is too restric- 
tive. Sales of inventory should not be taxed if the sales 
are in the normal course of liquidation. Replacements, 
or other new acquisitions, should not be permitted dur. 
ing liquidation. 


98 


It should be made clear that the determination of col- 
lapsible status is made before sales in process of liqui- 
dation under section 337 take place. 


99 


Section 337 should apply to any sale or exchange made 
by a collapsible corporation (as defined in section 341(b)), 
if the limitations of section 341(d) are applicable. 
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100 
If a redemption meets the test of both section 302 and 
section 341, then section 341 should apply. 

101 
If a redemption meets the tests of both section 341 and 
section 346, then section 341 should apply. 

102 


Gain on the sale or exchange of collapsible corporation 
stock should be treated as gain from the sale or exchange 
of property which is not a capital asset. 

103 


Convertible bonds and options to acquire stock should 
be treated as stock. 


104 


The definition of section 341 assets should not be lim- 
ited to “purchase’’ of unrealized receivables (section 
341(b)(1)) since those assets are not ordinarily purchased. 


The definition of section 341 assets should explicitly 
include copyrights, literary, musical or artistic compo- 
sitions and similar property. 


106 


The phrase “gain is attributable to the property” should 
be clarified. As the statute now reads, the corporation 
may be held a collapsible corporation even though the 
corporation has realized upon a substantial portion of 
the section 341 assets or expected income. In meas- 
uring the 70% such realization should be deemed not 
to be attributable to collapsible assets. 
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107 


The impact of section 341 can be avoided by a cash 
basis taxpayer by providing that the sale price for the 
stock shall not be paid until three years after the manu- 
facture of the collapsible assets. In such cases, there is a 
question as to whether the gain would be “realized” 
within the 3-year period. Time of realization of sales 
price should not be the criterion, but rather the time of 
sale. 


A reasonable interval of time should be permitted to 
elapse between the sale of the assets of a trade or business 
and the distribution of the proceeds of the sale in par- 
tial liquidation to the shareholders. As presently worded, 
the business sold must be conducted actively throughout 
the 5-year period immediately before the distribution. 


This provision should also extend to the distribution of 
the proceeds of sale of stock in a subsidiary where the 
subsidiary met the 5-year rule. 


A split-up status should be recognized where one trade 
or business is split down the middle. 3 


Tax-free distribution of the stock of a newly created 
subsidiary should be allowed even though the transfer 
of property to the subsidiary results in realized gain 
because of the assumption of liabilities in excess of 
basis, provided the 5-year active business test is other- 
wise met. 
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112 


When stock has been acquired in a transaction where 
gain or loss is recognized, treatment of the distribution 
as other property should not be extended to a subse- 
quent investment. 


113 


The requirements of section 355(b) should not apply to 
a court-ordered distribution of stock and securities to 
shareholders in compliance with anti-trust orders, etc. 


114 


It is not practical to require that there be no assets prior 
to the distribution other than stock or securities in the 
controlled corporation. Assets retained to pay claims 
should be provided for, just as is done in the liquidation 
provisions. 


115 


The definition of a separate trade or business should 


specifically exclude a trade or business acquired under 
section 337. 


116 


Fair market value of property received should be re- 


duced by liabilities assumed. Section 356(a) and sec- 
tion 356 (b) should be made consistent with section 301. 


117 


The rule of fair market value should be restricted to 
noncorporate distributees. Otherwise a corporate dis- 
tributee would benefit by a stepped-up basis if low-cost 
high-value property is distributed by another corpora- 
tion in redemption of section 306 stock. 








GENERAL REVENUE REVISION 2927 | 


Section | | 


118 | 
Te 357(c) Where gain is realized by an exchange involving the | 
on assumption of a liability in excess of the basis of the | 
se- property transferred, the character of the gain should be | 
determined on the basis of the facts. Section 1.357-2(b) | 
of the regulations requires arbitrary allocation of the 
gain in proportion to relative fair market value of the | 
oe properties, without regard to the basis of each separate 1] 
ws property (apparently based upon comments on page | 
270 of Senate Finance Committee Report). (This same | 
point could also arise in section 311(c).) | 
119 
or 362(c) Provision should be made to authorize extending the 
he 12-month limitation. ] 
n i 
: 120 | 
on | 
362(c)(2) The reduction in basis should apply where property is | 
acquired by a subsidiary instead of by the parent. 
ld 121 
eT 368(a)(1)(B) | These rules should be modified to make it possible in | 
368(a)(1)(C) a reorganization for a corporation also to acquire stock 
or properties in exchange in part for its own stock and in | 
part for its parent’s stock. | 
€- | 
122 | 
c- 
l. 368(a)(1)(B) The issuance by the transferee of cash to avoid frac- 
tional shares, or the assumption by the transferee of | 
reorganization expenses or transfer taxes should be | 
affirmatively recognized as not impairing qualification 
oO as a type (B) reorganization. 
S- 
st 123 


tion should be required to acquire at least 80% of the 


20675 O—58—pt. 3——32 


a 368(a)(2\B)(iii) For the purpose of the 80% rule the acquiring corpora- 








2928 
Section 


368(a)(2)(C) 


381 


381 


381 


GENERAL REVENUE REVISION 


value of the assets less liabilities of the other corpora- 
tion solely for its voting stock. The assumption of lia- 
bilities should not be treated as the exchange of money 
or other property in addition to voting stock. 


124 


In the case of the acquisition of stock of another cor- 
poration, qualifying under section 368(a)(1)(B), the 
transfer of all or part of such stock to a controlled sub- 
sidiary should be permitted. 


125 


Inheritance should apply to divisive reorganizations 
where 80% interest continues the same, or else, by using 
two transferees, the taxpayer can automatically break 
previous adverse elections. 


126 


Inheritance should include deductions for research, tax 
accruals, excess soil and water conservation and ac- 
celerated amortization; elections on war loss recoveries 
and foreign tax credit; disallowed loss on family trans- 
actions, borrower's status for section 312(j) windfall 
distributions and other items in which inheritance would 
be considered appropriate. 


127 


On the inheritance of carryovers, the carryovers should 
likewise apply to items that the predecessor would have 
had to report as income, and to the same classification 
of items as in the hands of the predecessor, and should 
not be restricted merely to deductions. For example, if 
a successor receives a property which in the hands of 
the predecessor was amortized under section 168, any 
gain on disposition by the successor should be subject 
to the provisions of section 1238. 
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It should be made clear that inheritance applies to a 
series of successions. 


129 


A reorganization under section 371 should be specifically 
included. If a section 371 reorganization also happens 
to come under section 368, it is not clear whether carry- 
overs will be denied because the specific section involved 
is section 371. 


130 


It should be made clear that the same rule applies where 
in the current year the distributing company has a loss 
and the acquiring company a profit. 


131 


Both sections 269 and 382 should be handled as if the 
Kimbell-Diamond theory of purchase of assets applied, 
where the intent described in section 269 is present. 


132 


On net loss companies and carryovers, there should 
be the elimination not only of the carryforwards but 
also of the current year’s loss arising prior to acquisition. 


133 


Since the acquisition of stock in a reorganization is not 
a “purchase,” and also since the 20% provision applies 
only to asset acquisitions and not stock acquisitions, it 
is possible for a corporation to acquire the stock of a 
loss company in a reorganization and either build it 
up or later liquidate it. This result should not be per- 
mitted. 
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134 


There is duplication in computing whether there has 
been a 50% change, where the stockholders own stock 
in another corporation and that corporation acquires 
stock in the loss company during two successive years. 
Both the corporation and the stockholders are consid- 
ered separate persons, even though the corporation’s 
holdings are imputed to the stockholders. This should 
be eliminated. 


135 


The loss of the carryover should be restricted to losses 
which occurred before the change in stock ownership 
and the change in business. Because of the present word- 
ing in section 382(a)(1)(A)(ii), if there was a change 
in ownership and a change in business at the beginning 
of a taxable year and the changed business showed a net 
operating loss in that year, that net operating loss could 
be denied as a carryover to succeeding years. This result 
is not intended and is inequitable. 


136 


It should be made clear that a mere change in location 
is not a change of business. The Senate Finance Commit- 
tee Report on H.R. 8300 (page 285) makes the statement 
that such a change of location is a change of business. 
This is not realistic. 


137 


It should be made clear that acquisitions are still gov- 
erned by the general provisions of section 269. At pres- 
ent if in a reorganization the continued interest is de- 
liberately made slightly less than 20%, section 269 
may not apply. 
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The section should be clarified to cover specifically a 
bankruptcy reorganization where common stockholders 
are eliminated. Section 382(b) prohibits carryovers in 
a section 371 reorganization, but it is doubtful if it 
was intended to prevent carryover of net operating 
losses because the taxpayer is bankrupt and permit a 
carryover where the successor is solvent and equity 
owners are 100% in control. 


139 


Provision should be made for retirement income of 
self-employed people along the lines of H.R. 9 and 10 
(85th Congress). 


140 


There should be a positive statement of the general 
rule governing the treatment of deferred compensation. 


141 


Group life, hospitalization, medical, wage continuation, 
supplemental employment benefits, thrift plans, etc., 
should be required to meet statutory criteria in order to 
qualify for deductibility of contributions and extension 
of tax advantages to distributees. 


142 


A plan member should not be deprived of the benefits 
of these sections because of the action or omission of 
an action by the employer which resulted in loss of 
qualified status under section 401. 


143 


The residual deduction in respect of the 10-year stretch- 
out of past service costs should not be forfeited on 
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death or liquidation of the employer to the extent of 
prior funding. 


4a 


Where a contribution to a non-qualified plan was not 
deductible because the interests of the members were 
forfeitable, deduction of that contribution should be 
allowed to the employer in the year when benefits are 
distributed or made available. 


145 


In order to protect optionees under plans involving 
closely held companies, an election to adjust the option 
price upward retroactively to conform to a determina- 
tion of value should be permitted. 


146 


The provision regarding subsidiaries should be ex- 
tended to embrace subsidiaries created after the em- 
ployment. Otherwise, if an employee is shifted to the 
new subsidiary, he loses the benefit of the option. 


147 


A de minimis rule should be provided so as to avoid 
possible hardships on persons acting in good faith. 


148 


The existence of a demonstrable natural business year 
should be accepted as a valid basis for a change of tax- 
able year. 


149 


The elective feature of the tax computation on the 
change of annual accounting period should be elimi- 
nated. The rule should be absolute that the tax for the 
short period will always be the lowest of the various 
ways of computing it. 
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In accordance with the direction in the Senate Finance 
Committee Report on P.L. 74 (84th Congress) (repeal 
of sections 452 and 462), specified expense reserves 
should be allowed as deductions and specified items of 
prepaid income should be permitted to be deferred, with 
due regard to the transitional problems. 


The statute should provide that a taxpayer may request 
permission to change the method of accounting for a 
material item at any time within 214 months after the 
end of the taxable year in which it is desired to make the 
change. 


The tax credit on a change to the installment basis 
should be computed on the basis of eliminating gross 
income attributable to collections of prior years’ fully 
reported sales and computing the tax on the balance of 
taxable net income. 


153 


This provision, dealing with dispositions of installment 
obligations, should not be deemed to apply to transfers 
such as incorporations and reorganizations in which no 
gain or loss is recognized and which are not covered by 
section 381(c)(8). 


154 


The word “real” should be deleted so that application 
of this provision as to accrual of taxes will be to all prop- 
erty taxes. 
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155 


Adjustments for the period prior to January 1, 1954 
should not be eliminated. However, in fairness to those 
taxpayers who took action consistent with the language 
of the present statute and the Senate Finance Committee 
Report, any such change should not have retroactive 
effect or, in the alternative, they should be given a lim- 
ited period in which to return to their former positions. 


156 


Adjustments may be necessary which will have the 
effect of a substantial reduction in income. In this case, 
the reduction in tax for the current year should not be 
less than if the deduction were spread back just as now 
done with net increases under either section 481(b)(1) 
or section 481(b)(2). 


157 


Whenever this provision permitting the Secretary to 
allocate income or deductions is applied, there should 
be the automatic right in the other party to the transac- 
tion to pick up the effect of the adjustment and the 
statute of limitations should be deemed reopened for 


the purpose. 

158 
Since the purchase of preferred or common stock of 
the employer by a trust is permitted, the purchase of 


unsecured debt obligations of the employer should also 
be permitted. 


159 


The same election in reference to the handling of taxes 
paid, as distinguished from taxes accrued, that is in 
section 545(b)(1) should be made applicable to section 
535(b)(1). 
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160 


Amounts which have previously been taxed as consent 
dividends should be treated as debts of the corporation. 


161 


The requirement concerning interest coupons or regis- 
tered form should be eliminated, just as was done in 
sections 171 and 1232. 


162 


The maximum lifetime deduction should be $400,000. 
The present rule places a premium on maximum ex- 
penditure. 


163 


Provision should be made for requiring the filing of a 
combined return by a group of trusts created substanti- 
ally by one grantor for one beneficiary. 


164 


The charitable deduction of trusts or estates should be 
treated the same as a distribution for the purpose of de- 
termining the character of income from which the con- 
tribution stems. Section 663(a)(2) provides by refer- 
ence that the charitable deduction is not a distribution. 
Section 661 sets up rules for determining character of 
income for “distributions” only. 


165 


The principle of disallowance of double deductions 
should be extended to cover offsets to sales proceeds (as 
distinguished from deductions) such as commissions on 
sale of securities or real property. 
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166 


The “separate shares” rule, as provided in section 
663(c), should apply, in the case of a partial termina- 
tion of an estate or trust, to terminated beneficiaries who 
have a percentage interest in the corpus. 


167 


Where a dower right is an interest in a fractional share 
of an estate, it should be deemed to qualify under sec- 
tion 642(h). 


168 


Only the excess of corpus deductions over corpus in- 
come should be deductible in computing distributable 
net income. 


169 
In the event of the death of a trust beneficiary prior to 
the close of the tax year of the trust, his personal repre- 
sentative should be permitted an election to report the 


share of income in the final return or the return of the 
estate as income in respect of a decedent. 


170 


Distributions paid out of corpus should not be treated 
as income. 


171 


The separate shares rule should apply to estates as well 
as to trusts. 


172 
The $2,000 exemption should be eliminated. 


173 


Income of an estate earned or received after the close 
of the third taxable year of the estate should be subject 
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to the throwback rule. This would discourage prolong- 
ing the termination of the estate for the purpose of 
benefiting from lower income tax rates than the bene- 
ficiaries. 


174 


The throwback rule should not apply to income ac- 
cumulations that are distributed to a third person by 
reason of the death of a minor for whom the income 
was accumulated. Under those circumstances, if the 
throwback rule would not have applied to the deceased 
first beneficiary, it should not, to that extent, apply to 
the successor. 


175 


Where the trustee must distribute all income currently, 
may distribute corpus and has the power to allocate 
capital gains to corpus or income, for purposes of the 
throwback rule, undistributed capital gains should be 
included in distributable net income in the year of re- 
tention. 


176 


It should be made clear that every distribution should 
be deemed to carry with it a pro rata part of the actual 
tax paid by the trust so that when the trust has ulti- 
mately distributed all of its income for some particular 
year in which there was an accumulation, all of the tax 
actually paid by the trust on distributable net income 
will be deemed distributed to and paid by the bene- 
ficiaries. 


177 


Section 673 should also apply where there is more than 
one designated beneficiary. 
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178 


The grantor should be taxed only on income in fact 
used to pay insurance premiums and not on income 
that may be used. Otherwise, a grantor may be taxable 
on almost every trust. The court-approved rule limit- 
ing the amount to policies on the grantor’s life which 
are in existence during the taxable year and on which 
the trustees are authorized to pay premiums should be 
incorporated in the statute. 


179 


A free choice of fiscal years should be permitted for new 
partnerships none of whose members is a partnership, a 
trust, or a corporation. 


For the purpose of qualifying for self-employment bene- 
fits, a deceased partner’s distributive share of income 
should be recognized in his final return whether or not 
so included for federal income tax purposes. 


In the event of the death of a partner, his personal rep- 
resentative should be permitted an election to report his 
distributive share of income in the final return or the 
return of the estate as income in respect of a decedent. 


182 


Where a partnership year closes with respect to a de- 
ceased partner because of an agreement to sell or ex- 
change his interest upon death (buy-sell), it should 
be specifically provided that the sale, etc., is made by 
the estate or successor in interest so that no gain or loss 
would result to the deceased partner. 


| 
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183 


Section 751 (a) should be expanded to include section 
306 stock. Otherwise a loophole exists since if section 
306 stock is placed in a partnership and the partnership 
interest is sold, a capital gain results. If the individual 
acquiring the partnership interest then liquidates the 
partnership, the section 306 stock will take on the new 
basis and will lose its character as section 306 stock. 


184 


The right to the adjustment should be available where 
a partnership buys out the interest of an estate or where 
the partners buy out the estate with partnership money 
distributed to them. As it now stands, there would be 
little if any gain recognized to the estate because of the 
valuation of the partnership interest as of the date 
of death of the deceased partner. 


185 
The foreign tax credit should be carried back and for- 
ward. 

186 
The statute of limitations should be extended to cover 
a change from a foreign tax credit to a deduction in 


order to allow for changes in the income of a particular 
year by reason of carrybacks from later years. 


187 


Section 902(b) should also apply to all subsidiaries and 
all sub-subsidiaries if there is an unbroken chain of 
95% or greater ownership. 


The estate tax value of stock options, on death of the 
employee, should be added to the cost basis of stock 
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acquired upon exercise of the option. This will remove 
the discrimination between optionees who exercise op- 
tions before death and those who did not exercise be- 
fore death. 


189 


It should be made clear that donees of donees are in- 
cluded. 


190 


Basis should not be reduced by prior depreciation when 
the deceased would have been allowed that same de- 
preciation and the estate tax basis would be allowed the 
beneficiary undiminished by that prior depreciation. 


191 


An involuntary conversion should not receive less favor- 
able treatment than a voluntary exchange. Gain should 
not be recognized where the new property is “property 
of a like kind” under section 1031. 


192 
The wash-sale provision should apply to security traders 
(but not to dealers) whether or not incorporated. 

193 
The alternative tax should not be in excess of 25% of 
the amount of the net taxable income. 

194 


Where a capital gain is taxed at the alternative rate, 
the amount of such gain should not form a part of the 
income base upon which the various limitations of other 
items are calculated, except for the dividend credit or 
deduction. 
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195 


A 2-year carryback for capital losses should be allowed 
just as in the case of net operating losses. 


196 


Long-term losses should not be given the advantage of 
being made short-term when carried over. 


197 


The exclusion of accounts or notes receivable should 
be broadened to cover receivables from rentals and roy- 
alties, collection of which would give rise to ordinary 
income. 


198 


A short-term gain can now be made long-term by buy- 
ing stock in regulated investment companies just before 
the ex-dividend date and selling just afterwards. The 
loss would be an offset to a short-term gain and what 
would be left is only the long-term-gain dividend. As 
a remedy, where the investment is held less than 30 
days, the long-term-gain dividend and the short-term 
loss should be offset against each other. 


199 


It should be made clear that an installment obligation 
arising from the sale of property on the installment basis 
is not (as to the seller) an evidence of indebtedness 
subject to the original issue discount provisions. 


Gain on the sale of bonds should be ordinary income 
to the extent of any discount attributable to any interest 
coupons missing at the time of purchase. 
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A short sale where there is a corresponding long position 
should always be regarded as a liquidation of the long 


position. 
202 


A capital loss can be converted to an ordinary deduction 
by selling stocks short just before the ex-dividend date, 
and covering the short sale just after the ex-dividend 
date for a short-term capital gain which can offset an 
existing long-term capital loss. Making good on the 
dividend on the short stock then gives an ordinary de- 
duction. As a remedy, where the short position is main- 
tained for less than 30 days, the short dividend should 
be applied against the capital gain on the transaction. 


It should be made clear that no inference of noncapital- 
asset status should attach to holdings of real property for 
less than five years. 


In any event, section 1237 should include corporations 
generally. 


295 


The sale of the first five lots should be regarded as sales 
of capital assets, regardless of when the sale of the sixth 
lot takes place. 


In view of the economic facts and the other conditions 
attached to “‘necessary improvements,” the waiving of 
basis appears to be too high a price to pay for the relief 
granted, This requirement should be repealed. 
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206 


The provisions relating to amortization in excess of 
depreciation should be made to apply to all facilities 
with respect to which 5-year amortization is taken, such 
as grain storage facilities. 


207 


The percentage limitation on deductions for contribu- 
tions should not be affected by the workings of the 
spreadback provisions. Otherwise; planning of charity 
giving is impeded and strange results develop in the 
year of collection and the years of backward allocation. 


208 


The inconsistency provisions should be broadened to 
take care of inconsistency between income, gift, and 
estate taxes for the same item. 


209 


Partners and the spouse of a partner should be included 
in the concept of related taxpayers. At present, in a 
partnership between a father and a married son, if the 
government taxes everything to the father, who later 
wins his case, the government can proceed against the 
son but not against the wife of the son. 


210 


The rules for involuntary liquidation of LIFO inven- 
tories should be permanently extended to cover cir- 
cumstances and conditions beyond the reasonable con- 
trol of the taxpayer, such as strikes, fire, floods, etc., 
which prevent the acquisition of inventory, directly or 
indirectly. 
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211 


The claim of right rule should apply to a decedent's 
estate or heirs if it would have been applicable to the 
decedent. 


212 


An amount may have been received in an earlier year 
under claim of right which was not technically included 
in “gross income” but was included in the proceeds of 
a sale or exchange of property and entered into the 
calculation of gain or loss. Where the effect of a restora- 
tion is to convert what was earlier reported as a gain 
into a loss (or a greater loss) inadequate relief is af- 
forded since the full restoration was not included in 
gross income. In such a case, the adjustment under sec- 
tion 1341(a) (5) should permit a recomputation in the 
year of the sale or exchange and other years prior to the 
restoration, as if the restoration had actually been made 
in the year of the sale or exchange. 


213 


Closely held corporations should be granted the option 
to be taxed as partnerships. 


214 


An organization which elects to be taxed as a corpora- 
tion should not become subject to the penalties provided 
in section 6655 for failure to make any payment of esti- 
mated tax prior to the time of making the election. 


215 


Under Canadian law, a stockbroker must have a partner 
who is a Canadian citizen and a resident of Canada. 
This prevents American brokerage firms from the exer- 
cise of the option to be taxed as corporations. This re- 
striction should be eliminated. 





Section 


1361(d) 


1361(f) 


1361(f) 


1361(i)(3) 


1361(j)(1) 


1501 


2037 
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216 


The partners and the proprietor of an organization 
taxed as a corporation should be treated as employees 
for all purposes. 


217 


The Code should clearly state the effect of a termination 
of the election to be taxed as a corporation. 


218 


Upon termination of the election to be taxed as a 
corporation, the partners or proprietor of the organiza- 
tion should not to that extent become subject to the 
penalties provided in section 6654 in respect to payment 
of estimated tax. 


219 


It should be made clear that the first distributions will 
be deemed to be out of personal holding company in- 
come includible in the income of the proprietor or 
partners. 


220 


The relationship of section 267(a) (2) to this section 
should be made clear. 


221 


The election should be made to apply to the taxable 
year affected by a change in law, irrespective of the 
filing of a prior year’s return before or after the date 
the change is effected or enacted. 


222 


Where there is any reversionary interest, the value to be 
taxed should be the value of the reversionary interest 
and not the entire value. 
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223 


The provision relating to a 5% reversionary interest 
in insurance should be limited to those situations 
where the taxpayer “retains” a reversionary interest 
(as in corresponding section 2037(a)(2)) and not one 
that can arise through inheritance or operation of law. 


224 


Charity deduction for estate taxes should be the same 
as for income taxes and include, among other charities, 
community funds and foundations. 


225 


The marital deduction should be allowed where the 
wife gets a specific portion of all income, and not 
merely all the income from a specific portion of the 
estate. 


226 


It should be possible to make a disclaimer of a portion 
of an interest. 


227 


The definition of wages for income tax and for social 


security tax purposes should be the same. This arises 
particularly in connection with sick pay, meals and 


lodging furnished to employees, etc. 


228 


A mere change in the state of incorporation should not 
involve a stamp tax. 


229 


Provision should be made for quick refunds on esti- 
mates where in the early quarters of the year there is 








Section 
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6046 
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6071 


6152(a)(3) 


6153(a) 


6073 
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anticipated a very large income and at succeeding esti- 
mate dates a radical reduction in the estimate is in order. 
230 


There should be an affirmative provision that no declara- 
tion is required of any corporation if the amount of 
tax shown on its return for the previous taxable year 
did not exceed $100,000. 


231 


This section, relating to filing of reports by advisors as 
to foreign corporations, should be eliminated, as experi- 
ence has demonstrated its impracticability. 


232 


Where a taxpayer reports on a 53-week period, social 
security reports should be filed for the same period. 


233 
Form 940 should be due April 15, and the full tax 
should be payable with the filing of the return. 

234 


In order to conform with administrative practice, the 
Code should provide that payment of the installment due 
on January 15 will be due on January 31 provided the 
tax return is filed by January 31. 


235 


Original and amended declarations of estimated tax 
should be filed at the end of the month rather than the 
middle of the month, This correspondingly applies to 
section 6074. 
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236 


The prohibition against filing more than one amend- 
ment of a declaration in any interval between install. 
ment dates should be eliminated. 


237 


To be realistic, termination of extension of time for fil- 
ing returns should require a return by not less than 
20 days from the termination notice. 


238 
The right of taxpayers to disregard cents in tax com- 
putations should also apply to supporting schedules. 


239 


Since net operating losses must now be carried back 
to the second preceding taxable year, the taxpayer 
should be allowed an extension for the payment of any 
additional taxes due for the second preceding year, and 
not merely the taxes of the first preceding year. 


240 


Review of refunds by the Joint Committee should be 
based upon the amount of refund for each year and 
without interest. 


241 


Where there are deficiencies and overpayments which 
result from the transfer of items from one year to an- 
other and the overpayments are in excess of $100,000, 
the case should not be reported to the Joint Committee 
unless the net refund exceeds $100,000. 
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242 


The amount of credit or refund which will require a 
report to the Joint Committee should be increased to 
$200,000. 


243 


The statute of limitations should run for a fixed num- 
ber of years if no return was filed by a taxpayer be- 
cause there was reason to believe, in good faith, that the 
taxpayer was an exempt organization. 


244 


Where a prompt assessment is requested, the limitation 
period in the case of omission of 25% of gross income 
should also be cut in half. 


245 


The period of limitation on filing a claim for refund 
should not run against the taxpayer prior to the time 
that the period on assessment runs against the govern- 
ment. To accomplish this: 


(1) Section 6511(a) should include the time for which 
an extension was granted. 


(2) Sections 6513(a) and (b) should take into account 
an extension of time for filing. 


It is most important that this change be retroactive to 
the effective date of the 1954 Code. 


246 


The addition to the tax should not apply to a taxable 
year if the taxpayer dies during such taxable year or 
during the first 15 days of the succeeding taxable year, 
even though a joint return is filed for the deceased tax- 
payer and his surviving spouse. 
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247 


Since the penalty is always computed by reference to the 
70% of the actual tax shown on the return of the current 
year, $1 underpayment in an estimate that is based on 
last year’s tax, or last year’s income, can bring about a 
substantial penalty. This should be corrected. The 
penalty should be based on the deficiency calculated 
with reference to the most favorable safety zone. 


248 


It should be made clear that where a taxpayer's return 
for the prior year showed no liability, the penalty for 
underpayment should not be applicable for the current 
year. 


249 


A taxpayer who has fluctuating or irregular income, and 
who has to amend his declaration of estimated tax, may 
become subject to the penalties of section 6654 even 
though he complies literally with the amending and 
paying requirements of section 6153(c). This should be 
clarified. An illustration is where a taxpayer using the 
90% method estimates his tax for the first declaration 
on his actual taxable income to date of $1,000, and, at 
the time for the second installment, based on his actual 
taxable income to that time of $4,000. 


250 
Any criminal penalty should be affirmatively eliminated 
where a declaration of estimated tax is based on last 


year’s tax or income, even though the taxpayer knows 
the current year will show a higher income. 


251 


The date of mailing of a return should be treated as the 
date of filing. 
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Mr. Jensen. I think that part of my team may have to leave for 
a plane, so I will proceed. 

The Cuarrman, Allright,sir. You are recognized. 

Mr. Jensen. In the CPA’s services to the business community, 
objectivity and the exercise of independent judgment are essential. 
In our work as a committee we strive to maintain the same objectivity 
and the same exercise of independent judgment. 

In preparation for these Sasi our 50-member committee held 
a series of meetings late last year. We adopted 251 recommendations 
for amendments to the Internal Revenue Code. Our recommenda- 
tions are intended to deal with some of the imperfections, uncer- 
tainties, hardships, and unintended consequences which have come 
to our attention and which we believe merit the consideration of 
Congress. 

Some of our suggestions favor the Government, some the taxpayer, 
and some cut both ways. We intend to submit a copy of these recom- 
mendations as an extension of this statement. 

In the course four work as a committee, we review such materials 
as tax legislation introduced by Members of Congress, and the reports 
of the Advisory Groups to the Subcommittee on Internal Revenue 
Taxation of the Committee on Ways and Means. 

Last fall, we submitted written comments on the May 1957 reports 
on subchapter J (estates, trusts, beneficiaries, and decedents) and 
subchapter K (partners and partnerships) to Mr. Colin F. Stam, 
chief of staff of the Joint Committee on Internal Revenue Taxation. 

The reports of the advisory groups on subchapter C (corporate 
distributions and adjustments), dated December 24, 1957, and sub- 
chapter K, dated December 31, 1957, were released later than antici- 
pated by us im scheduling meetings in preparation for these hearings. 

We have not had sufficient time to review these two reports and to 
evaluate the many suggestions contained therein. Our subcommit- 
tees responsible for subchapters C and K will be meeting next month, 
after which we will be able to furnish you with comments on these 
reports. 

Ve have already discussed the revised report on subchapter J, 
dated November 22, 1957, with Mr. Stam, members of his staff, and 
the chairman of the advisory group, Prof. A. J. Casner. At a later 
date, we will file for the record a supplemental statement furnishing 
our comments on that report. 

The Cuarrman. How long will it be before you could have your 
comments available ? 

Mr. Jensen. We think we can get it in within the next 2 or 3 
weeks. 

The CuarrmMan. Let us give you consent to put it in the record 
providing you can get it to the committee in time for inclusion. Is 
there objection? The Chair hears none. 

Mr. Jensen. Thank you, sir. 

(The information is as follows :) 

AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS, 
New York, N. Y., February 20, 1958 


Representative WILBUR D. MILLs, 
Chairman, Committee on Ways and Means, 
House Office Building, Washington, D. C. 


Dear Mr. Mrits: In accordance with our committee’s oral statement before 
the Ways and Means Committee, we are enclosing five (5) copies of a memo- 








2952 GENERAL REVENUE REVISION 


randum on the revised report of the advisory group on subchapter J. The 
memorandum discusses multiple trusts, final returns of a beneficiary, and in- 
come for the benefit of the grantor, plus the allocation of depreciation and deple- 
tion deductions (a subject not covered in the advisory group report). 

Although we are not in complete agreement with the proposed 4-tier system, 
or the ineffective changes suggested for treating sprinkling trusts, we are not 
prepared to offer any substantial criticism of the problems involved ; we do not 
wish at this time to comment on the throwback rule. Accordingly, these portions 
of the report are not discussed in the memorandum. 

xcept where we have otherwise commented, our committee is generally in 
agreement with the advisory group and we commend the group for its effort to 
improve the law. More particularly, our thinking is in harmony with those 
portions of the report dealing with the dividend exclusion, section 642 (a) (3) ; 
charitable beneficiaries, section 642 (c):; separate shares rule, section 642 (h): 
capital gains, section 6483 (a) (3) (B): corpus deductions, section 648 (a) (3) 
(C); separate shares of estates, section 663 (c); amounts set aside for charit- 
able beneficiaries, section 663 (d): persons other than grantors as owners, sec- 
tion 664; corporate grantors, section 671; limitations on contributions, section 
681. 

This opportunity to supplement our earlier testimony is appreciated. We shall 
continue to study the report of the advisory group and will furnish you with 
any additional comments. As in the past, we will be happy to meet with your 
advisers to whatever extent we may be of assistance. 

Sincerely, 
WALLACE M. JENSEN, 
General Chairman, Committee on Federal Taration. 
MAXWELL A. H. WAKELY, 
Chairman, Subcommittee on Estates and Trusts. 


AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS COMMITTEE ON FEDERAL 
TAXATION 


Memorandum on Advisory Group Report on Subchapter J, Submitted to 
Committee on Ways and Means of the House of Representatives 


SECTION 641 (c)—MULTIPLE TRUSTS 
Effective date 

Except for certain cases cited on page 9 of the revised report, the advisory 
group has suggested that the proposed amendment for taxing multiple trusts 
should be effective as to trusts created after December 1, 1956. We are not in 
favor of any retroactive application of the proposed amendment. 

The list of unintended benefits and hardships, dated November 7, 1956, merely 
stated that the problem of multiple trusts was under study. In our opinion, it 
would be unwise and unfair to make tax legislation effective as of the date a 
problem is first announced as being under study. For the purpose of selecting 
an effective date, the announcement date of a study is inadequate. It has been 
traditional to use an effective date no earlier than the announcement of a deci- 
sion of a Congressional committee. Then some statement is available as to what 
treatment taxpayers may expect. Even if legislation on multiple trusts were 
enacted this session, we have a minimum of a 15- to 18-month period during 
which time no one knows what rules will be applied. 

Taxpayers should not be expected to suspend all actvity because of an an- 
nouncement that a problem is under study. This is particularly true in the 
trusts area where, in most instances, instruments cannot be changed. We would 
be in favor of making the legislation effective as to trusts created after approval 
of the advisory group proposal by the Ways and Means Comittee. 


Definitions 


The proposed amendment takes effect where a grantor establishes a series 
of trusts for the same primary beneficiary. No statutory definition of these 
terms is provided, although the advisory group offers extensive explanatory 
comment. We recommend that as a minimum some language be added to the 
statute, defining primary beneficiary as the one first entitled to the accumulated 
income allocated to corpus where there is an order of succession with respect to 
suchincome. (See advisory group report, p. 4.) 
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Equally necessary is a statutory definition of grantor. On pages 8 and 9 
of the revised report, the advisory group suggests the possibility of multiple 
grantors. Thus, to the extent of a particular grantor’s contribution, only por- 
tions of various trusts may be taxed as one trust. This can lead to extreme com- 
plications in computation and verification of tax. For example, it would be 
possible for a grantor to make a 10 percent contribution to one trust, 40 percent 
to another, 60 percent to another, and so forth. 

It is believed that a test of substantiality should be adopted. If a grantor 
substantially contributes to a trust, the entire trust should be joined. Contri- 
butions would be valued for this purpose as of the date of contribution since fluc- 
tuation in value should not require combining, or possibly, later separation. We 
suggest the use of a percentage, say 50 percent, as the test for a substantial con- 
tribution. Admittedly, such a test sets a boundary for permissive activity which 
the amendment seeks to control. However, the complications of a proportion test 
seem less desirable. If necessary, the percentage could be made low enough to 
limit avoidance substantially. 


Attribution rule for grantors 


Further rules are required for identifying the grantor. Statutory rules of 
attribution would be desirable. The advisory group comments on page 5 of the 
revised report that an individual may be the grantor of a number of trusts if it 
can be shown that he gave property to others (members of his family) with the 
understanding that each would establish a trust with the property. This is 
proper, but suppose an individual establishes three trusts at the minimum 60- 
month intervals, and his wife establishes 3 more during this period for the same 
beneficiary. Other members of the family may also create such trusts. It may 
be difficult to prove the existence of any understanding if there have been earlier 
gifts of property, or the trusts may be established by each grantor from his own 
resources. In the case of a husband and wife in a community property State, 
this is not even necessary as the wife could use her interest in community prop- 
erty to establish the trust. A rule of attribution, similar to that of section 318 
(a), is needed. 

Portion of year to be tared 

The proposed amendment indicates that the trusts may be taxed as one for only 
a portion of the year. This could present burdensome administrative problems 
in ascertaining the income for that portion of the year. It would seem simpler 
to tax the trusts as one for the entire year if statutory conditions are met at any 
time during the year. 


Calculation of the tar—a one-way street 


The proposed amendment provides an unfair exception, The trusts are not 
taxed as one where such a computation results in a lower tax than the aggregate 
of the separate taxes of each trust on its accumulated income. This is a one-way 
street in the Government’s favor. If the trusts are to be taxed as one, this should 
be so regardless of whether a higher or lower tax results. 

Effect of a foreign trust 

While it may appear to be a limited problem, consideration should be given to 
the effect of a foreign trust. For example, assume there are three existing 
trusts created at the proper interval. Suppose the grantor creates a fourth trust 
in a foreign jurisdiction. If the fourth trust were a domestic trust, all four 
trusts would be taxed as one under the proposed section 641 (c). However, 
neither the statute nor the comments indicate what should be done if the fourth 
trust were a foreign trust. It is suggested that if either the grantor or primary 
beneficiary is a United States resident, the domestic trusts should be taxed as 
one, even though the income or deductions of the foreign trust would not be 
included since it is not subject to United States taxation. 


tecounting periods and methods 


The proposed amendment would give the Secretary or his delegate power to 
require the trusts to report on the basis of the same taxable year and to use the 
same method of accounting. 

Unquestionably, differences in taxable years should be eliminated. Rather 
than leave the details to regulations, it would be simpler for the statute to per- 
mit the trustees to select the taxable year of any of the trusts as the taxable 
year of the group. If the trustees are unable to agree, then the Secretary or 
his delegate could prescribe a calendar year. 
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However, the requirement of a uniform accounting method is not reasonable. 
The various trusts could be using different methods of accounting, each method 
clearly reflecting the income of each trust. For example, one trust operating 
a store may use the installment method. Another trust operating a store may 
use the accrual method. Other trusts holding only investments may be using 
the cash receipts and disbursements method. It should be made clear that the 
various trusts need not use the same method of accounting wherever the methods 
of the individual trusts clearly reflect income. 


Assessment and allocation of tax 


The Secretary or his delegate is to be given the power to prescribe regulations 
for the allocation and assessment of the additional tax among the several trusts. 
The manner of allocation and assessment will be of great interest and concern 
to trustees but is not covered in the printed report. Professor Casner has indi- 
cated in testimony before the Ways and Means Committee that a consolidated 
return is not contemplated. Does this mean that capital losses are not offset 
against capital gains and it is not necessary to consider such problems as loss 
carryovers and carrybacks, the offset of ordinary losses of one trust against 
ordinary income of others, and related problems? 

How are the trustees to determine their tax? Each trustee can compute the 
tax for a separate return, but, without the knowledge of other trusts’ income, 
the additional tax cannot be computed. If separate returns are filed by trusts 
in different internal revenue districts, how will adjustments be made of the 
additional tax for each trust when one of the trusts has a deficiency assessed ? 

Should one of the trustees be appointed to compute the total tax and allocate 
the difference? Will there be a return filed showing the calculation of tax for 
each trust and the allocation thereof? Will the additional tax be computed by 
the service? 

If the trusts are to be taxed “as though the separate trusts were one trust,” 
it does not seem consistent to require separate returns. In our opinion, the 
answers to these problems should be made clear in legislation rather than left 
open to regulations which might not carry out the intent of Congress. 

Even if a consolidated return will not be required, shouldn’t the statute fix 
responsibility on one trustee for the determination of an additional tax? Some 
information return seems necessary and it would be helpful if the statutory 
responsibility were fixed for this. This would be logical since provision is made 
for the innocent trustee to be free from liability for additional tax. 


Statute of limitations 


In any event, will the separate return of the trusts be returns for the purposes 
of the statute of limitations? Thus, if in the opinion of trustees proposed section 
641 (c) is not applicable, when does the statute of limitations for the additional 
tax begin to run? We suggest a tolling provision similar to that for personal 
holding companies (sec. 6501 (f)) and exempt organizations (sec, 6501 (g)). 


General 


In general, we believe that the language of the proposed amendment leaves 
much to be desired in clarity and certainty, and is an invitation to burdensome 
and excessive litigation. We understand this has been done to discourage 
grantors from creating multiple trusts. However, sound estate and family plan- 
ning will require in many situations the creation of trusts which may become 
multiple trusts. For example, cross remainders may result in a single primary 
beneficiary for a number of trusts. As cited by the advisory group on page 3 
of the revised report, this would be an innocent creation of multiple trusts. 
Nevertheless, the trusts would be penalized along with those created for purposes 
of avoidance. 

We are in favor of legislation which will close the present multiple trust loop- 
holes. We believe that tax legislation should be clear, concise, and certain so 
as to provide a full measure of equity to taxpayers. 


SECTION 652 (C)——FINAL RETURNS OF A BENEFICIARY 


Because of the similarity of the problems, we suggest that the treatment of a 
beneficiary's final return should be the same as that of a partner. The proposal 
of the advisory group on subchapter K grants an election to the successor in 
interest of a deceased partner to continue the partnership taxable year with 
respect to the deceased partner’s distributive share. We believe a similar elec- 
tion should be granted the successor in interest of a deceased beneficiary. 
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Such an election would eliminate the possibility of “bunching” of income on 
the final return. For example, assume a trust files on a January 31 fiscal year. 
If the beneficiary dies on December 31, under the advisory group’s proposal his 
final return would include his share of trust income for the year ended January 
31, plus his share for the period from February 1 to December 31—a total of 
23 months’ income on one return. 

There are, however, situations where “bunching” is not a factor and closing 
the trust’s taxable year as to the deceased beneficiary would be desirable. For 
example, deductions on the beneficiary’s final return may be lost for lack of 
income. In reporting income, the estate could not take advantage of income 
splitting as could be done on the final return of the beneficiary. 

For these reasons, the election to the successor is desirable. 


ALLOCATION OF DEPRECIATION AND DEPLETION 


We agree with the suggestion of the advisory group to treat payments to 
charitable beneficiaries as a distribution. This, in turn, raises a new problem 
in the allocation of deductions for depreciation and depletion. Under sections 
167 (g) and 611 (b) (3), in the absence of provisions in the instrument, the 
deductions are apportioned between the trustee and the beneficiaries on the basis 
of the trust income. 

Assume that under the trust instrument A, an individual, receives 50 per- 
cent of the income, and C, a charity, receives 50 percent of the trust income. 
B, an individual, receives a corpus distribution. There are no provisions for 
apportioning deductions for depreciation or depletion. Under the proposed 
four-tier system, B will receive some of the distributable net income. However, 
since he receives no “trust income,” he is not entitled to any deduction for depre- 
ciation or depletion. 

A simple solution would be to apportion the deduction between the remainder- 
men and the beneficiaries in accordance with the terms of the instrument, 
or the amount of trust income allocable to beneficiaries and remaindermen. 
The deduction for the beneficiaries should be divided among them, including 
charitable beneficiaries, in accordance with their respective shares of distributable 
net income. 


SECTION 677—-INCOME FOR THE BENEFIT OF THE GRANTOR 


The advisory group’s proposal relating to trusts used to pay insurance premiums 
is too strict. Unless the trustee actually pays premiums, the income should 
not be taxed to the grantor and then only to the extent premiums are paid. 
This would be consistent with the present rule (also retained by the advisory 
group) for a trust where the income may be used to meet a support obliga- 
tion. 

Mr. Jensen. Unquestionably, these reports recommend many sig- 
nificant changes in present income-tax law. We respectfully sug- 
gest that legislation as far reaching should not be adopted until 
sufficient time has been allowed for adequate study. 

The changes in law recommended by the advisory groups will un- 
doubtedly affect much legitimate planning based on the present tax 
law. The meaning and possible effects of these proposals for legis- 
lation should be thoroughly analyzed before enactment. 

Some of our 251 recommendations deal with broad problems; others 
are limited in scope. I should like to discuss at this time a few 
broad problems, some of which are of special interest to us as certi- 
tied public accountants. 


EXPENSE RESERVES AND PREPAID INCOME-RECOMMENDATION NO, 150 


In accordance with the direction in the Senate Finance Commit- 
tee report on Public Law 74 (84th Cong.) (repeal of secs. 452 and 
462), specified expense reserves should be allowed as deductions and 
specified items of prepaid income should be permitted to be deferred, 
with due regard to the transitional problems. 
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When sections 452 and 462 were included in the Internal Revenue 
Code of 1954, it was generally recognized that the purpose was to 
eliminate many of the existing differences between tax accounting 
and generally accepted accounting principles. When it appeared 
that the revenue loss from these sections had been greatly under- 
estimated, legislation was passed to repeal these two sections, there- 
by reinstating the many differences between tax accounting and gen- 
erally accepted accounting principles. 

For example, Revenue Ruling 54-608, reversing earlier rulings, 
provides that vacation pay may not be accrued until the fact of liabil- 
ity has been clearly established and the amount of the liability to each 
individual employee is capable of computation with reasonable accu- 
racy. 

The effective date of this ruling has been regularly extended and the 
latest and announced final extension is to taxable years ending before 
January 1, 1959. Unless legislation is enacted, many taxpayers will 
have no deduction for vacation pay in 1959. 

A similar inequity exists with respect to prepaid income in that 
some taxpayers are permitted to defer prepaid income while others 
are not. 

At the time of repeal, the Senate Finance Committee report indi- 
cated that there would be new legislation to permit the deduction of 
specified expense reserves and the deferral of specified items of pre- 
paid income. We urge that such legislation be promptly enacted. 
Proper regard should be given to the transitional problems to limit 
any loss of revenue. 


CHANGE OF TAXABLE YEAR—RECOMMENDATION NO, 148 


The existence of a demonstrable natural business year should be 
accepted as a valid basis for a change of taxable year. 

As CPA’s, we have urged our clients to break away from closing 
their books on New Year’s Eve when the calendar year is not their 
natural business year. The natural business year can be defined as 
the fiscal year ending at the annual low point of business activity, or 
at the conclusion of a season. 

Inventories may be taken when quantities are lowest and when em- 
ployees are least busy. The income statement shows the result of 
operations for an actual cycle of business rather than a mixture of the 
end of one season and the beginning of another. 

Accordingly, we have urged the use of a natural business year as 
furnishing a more realistic picture of operations. In addition, it 
would result in spreading the work load of preparation of tax returns 
and year-end statements, and the processing of returns by the Govern- 
ment. 

In order to obtain permission for a change of accounting period, a 
taxpayer must establish a substantial business purpose. But, in exam- 
ining the taxpayer’s business purpose, the regulations place unneces- 
sary stress on the tax consequences. 

Ordinarily, permission will not be granted for a change of account- 
ing period which results in a shift in income or deductions so as to 
cause a substantial reduction in tax liability. Furthermore, a change 
will not be approved if there is a loss for the interim period between 
the 2 taxable years. 
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Because of the narrow position adopted by the regulations and by 
the service in practice, taxpayers are unable to establish the natural 
business year as a substantial business purpose in itself. Accordingly, 
we suggest statutory recognition that a demonstrable natural busi- 
ness year isa valid basis for a change. 


TAXABLE YEARS OF NEW PARTNERSHIPS 





RECOMMENDATION NO, 179 


A free choice of fiscal years should be permitted for new partner- 
ships none of whose members is a partnership, a trust, or a corporation. 
resent law requires that the taxable year of a new partnership 
and its principal partners must be the same unless a substantial busi- 
ness purpose can be shown for using a different year. The regulations 
indicate that the desire to use a natural business year may be a sufficient 
purpose. However, in order to use the natural business year, it is 
necessary for a new partnership to obtain prior permission from the 
Commissioner. 

We suggest that in view of the importance to taxpayers in business 
of using the natural business year, a new partnership should be per- 
mitted to adopt such a year without first obtaining permission. 

We recognize that there may be some lag in the ope ne of income 
for tax purposes where the taxable year of a partnership differs from 
the taxable years of the partners. Because of the conflicting con- 
siderations between the free choice of fiscal years and the possible lag 
in reporting income, the advisory group on subchapter K refrained 
from making a recommendation for change on this point. 

It is generally known that small business organizations more often 
use the partnership form of doing business than do large organizations. 
Because of the harsh rule in the law, small business partnerships are 
frequently discouraged from requesting permission to adopt a natu- 
ral business year. 

Accordingly, we suggest that new partnerships be given a free choice 
of fiscal years. Any lag in reporting income may be kept within rea- 
sonable bounds by limiting such choice to a new partnership which 
does not have another partnership, a trust, or a corporation as a mem- 
ber. 

REIMBURSED EXPENSES OF EMPLOYEES—RECOMMENDATION NO, 9 


It should be made clear that gross income does not include receipts 
or accruals from others as reimbursement for expenses except to the 
extent that the reimbursement is compensation in whole or in part for 
services or use of capital. 

Recent announcements of the Internal Revenue Service have in- 
dicated an intent to strictly enforce in 1958 requirements in the in- 
structions for the individual income tax return that any reimburse- 
ment to an employee for expenses is to be included in the employee's 
gross income, with the actual expenses incurred being shown as a de- 
duction therefrom. 

When the employee is not required to account for his expenses, we 
agree that an expense allowance should be included in gross income. 
However, in most instances, the employee must furnish his employer 
with a detailed accounting of his expenditures. 

In such instance, we suggest that inclusion of the reimbursement in 
gross income is not supported by the code. It seems clear that such 
reimbursements are at most loan transactions between the employer 
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and the employee and do not even have any of the economic char- 
acteristics of income. 

We do not believe that section 61 of the code, which defines gross 
income, authorizes the inclusion in gross income of reimbursements for 
expenses incurred by an individual in his ¢ apacity as an employee, and 
for which he renders an accounting which is accepted by the employer. 

In order to prevent unnecessary litigation and to avoid burdening 
the great majority of taxpayers in an attempt to curb the excesses of 


a minority, we suggest that the statute should be amended to make 
this clear. 


TAXATION OF CLOSELY HELD CORPORATIONS AS PARTNERSHIPS— 
RECOMMENDATION NO. 213 


Closely held corporations should be granted the option to be taxed 
as partnerships. 

Many small businesses do not adopt the corporate form of organi- 
zation Ria of the possible burden of a corporate income tax. Be- 

cause of taxes, a anal business may forego the corporate advantages 
of limited liability and continuity of legal existence. We believe that 
a business should be permitted to select a form of organization with- 
out being influenced by taxes. 

A similar recommendation appears in the progress report by the 
Cabinet Committee on Small Business, dated August 7, 1956. "That 
report states : 

This measure was originally proposed by the administration in 1954. _ It 
would particularly benefit small firms having stockholders with very modest 
incomes. 

When the Senate was considering the proposed 1954 Code, an 
amendment was adopted to grant closely held corporations the right 
to be taxed as partnerships. This was eliminated by the conference 
committee. 

While there are certain problems to be worked out in establishing 
the practical application of such a provision, these are not insur- 
mountable. Accordingly, we favor the granting of such an option to 
a closely held corporation. 


AVERAGING OF INCOME—RECOMMENDATION NO. 7 


Averaging of income should be permitted for individuals. 

For practical reasons, it has been necessary to adopt an arbitrary 
period of 12 months for determining t taxable income. The annual 
taxable year usually works well, but, in those situations where a tax- 
payer’s income fluctuates significantly from year to year, our steeply 
graduated rate structure can cause severe distortions. 

An individual is taxed each year on the income for that year and 
may take into account other years’ transactions in only a limited 
number of situations, e. g., net operating loss, back pay, etc. Aver- 
aging of income would alleviate the harsh effects of the rate struc- 
ture and, moreover, would probably eliminate many disputes as to 
when items are taxable or Pa on tible. 


During the 1954 hearings on Forty Topics Pertaining to the Gen- 
eral Revision of the Internal Revenue Code, our committee placed 
before you a plan of averaging income for the purpose of computing 
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tax liability of individuals. That plan contemplated the averaging 
of income over a 7-year period. There are other plans which are de- 
signed to accomplish the same objective. One of these is H. R. 126, 
introduced in the first session of this Congress, which would permit 
averaging over a 6-year period in certain cases. 

We urge you to give careful consideration to the need for some plan 
of averaging of income. Our committee is continuing its studies of 
this problem and will be happy to offer detailed comments and sug- 
gestions at the appropriate time. 


MULTIPLE TRUSTS—RECOMMENDATION NO. 163 


Provision should be made for requiring the filing of a combined 
return by a group of trusts created substantially by one grantor for 
one beneficiary. 

It is sethie for a grantor to create a number of trusts with little 
or no difference in terms but all for the same beneficiary. Each trust 
is a separate taxpayer and the income involved may be divided among 
as many taxpayers as the grantor chooses to create. 

In addition to obtaining the benefit of lower surtax brackets, this 
permits avoidance of the throwback rule by keeping accumulation dis- 
tributions under the $2,000 limit. 

We favor legislation which would prevent abuses of the revenue 
in this area. However, we have strong reservations about the de- 
sirability of legislation is broadly drawn as the amendment to section 
641 proposed by the advisory group on subchapter J. 

The proposed statute would give the Internal Revenue Service carte 
blanche authority in dealing with multiple trust whether deliberately 
or innocently formed. Furthermore, there are far too many adminis- 
trative sraiiees which have been left unanswered. 

For instance, no rules are provided for computing the tax “as though 
the separate trusts were one trust.” Likewise, the terms “grantor” 
and “primary beneficiary” are not clearly defined. 

Taxpayers are entitled to as much certainty and clarity as possible 
in the statute. While we approve the general purpose of preventing 
tax avoidance in the multiple trust area, we believe that any solu- 
tion must be reasonably practical in its application. 

As previously stated, we plan to submit detailed comments on the 
advisory group proposal at a later date. 


COMMUNITY PROPERTY—-RECOMMENDATION NO. 1 


Attention should be given to eliminating disparities in treatment 
between residents of community property States and other States. 

While the Revenue Act of 1948 first eliminated differences for many 
taxpayers, there are still situations where the tax result may be sub- 
stantially different depending on whether a taxpayer resides in a com- 
munity property State or other State. Some, but not all, of the situa- 
tions are: 

Section 270 limits to $50,000 per year the deductible loss from a 
business where there have been losses for 5 consecutive years. It is 
possible that the limit may be $100,000 for residents of a community 
property State. 
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Sections 267 and 318 provide rules for attributing ownership of 
stock in a corporation. However, the community property concept 
of an undivided one-half interest may bring the spouse’s relatives into 
the attribution zone, thus working to the disadvantage of the resident 
of a community property State. 

Section 615 sets limits on the amount deductible for exploration ex- 
peditures for minerals other than oil or gas. These limits may be 
double for the residents of community property States. 

Section 911 provides an exclusion of up to $20,000 per year for 
income earned outside the United States under certain conditions. 
It is possible that this would be double for the resident of a community 
property State. 

Section 1211 (b) and section 1212 provide a limitation of $1,000 per 
year on the deductibility of net capital losses. It is possible that this 
would be double for members of community property States. 


EFFECTIVE DATES 


With a few exceptions, we have not attempted in our recommenda- 
tions to deal with the question of effective dates. In general, we believe 
that changes of substance should be made prospective only. 

We note, however, that the advisory group or subchapter J proposes 
that multiple trust legislation be made retroactive in December 1, 1956, 
and points to the list of substantive unintended benefits and hard- 
ships, released on November 7, 1956, as justification therefor. 

That list merely mentions multiple trusts as one of the “problems 
for which no solutions are suggested.” We know of no precedent 
where legislation has been enacted and made effective as of the date on 
which a loophole was pointed out and suggestions for a cure invited. 
Such a procedure can only create inequities. 

In conclusion, we would like to restate our willingness to meet with 
your advisers to the extent we can be of any assistance. 

The American Institute of Certified Public Accountants is grateful 
to vou for this opportunity to be heard. 

We request permission to file this pamphlet of our recommendations 
as an extension of this statement. 

The Cratrman. That permission has already been granted. Are 
there any questions of Mr. Jensen? 

Mr. Jensen, I have qeustions in my mind that I would like to dis- 
cuss with you, but the lateness of the hour and the fact that we still 
have other witnesses who desire to be heard this afternoon prevents me 
from doing so. 

We do anpreciate the fact that you have made yourself available for 
this appearance and certainly the recommendations of your group will 
receive verv careful consideration by the committee. 

We thank you. sir, for coming to us. 

Mr. Jensen. Thank you very much. 

The Crarrman. Our next witness is Mr. Frazar B. Wilde. Mr. 
Wilde, although we know you quite well and you anpear at the invita- 
tion of the committee, for purposes of this record, will you identify 


vonrself by giving your name, address, and the capacity in which you 
appear. 
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STATEMENT OF FRAZAR B. WILDE, CHAIRMAN, RESEARCH AND 
POLICY COMMITTEE AND PRESIDENT OF THE CONNECTICUT 
GENERAL LIFE INSURANCE CO. 


Mr. Wipe. Mr. Chairman, my name is F. B. Wilde. I am presi- 
dent of the Connecticut General Life Insurance Co. I have spent. 
quite some time as chairman of the Research and Policy Committee. 

I rt oe today at your invitation on the subject of the need for 

general revenue revision and the directions which it should take. 
Although I am chairman of the research and policy committees of the 
Committee for Economic Development, the views I shall express have 
not been cleared with individual members of the committee. The CED 
will have a more complete study of tax revision available later in the 
year. 
* The plans for these hearings were announced to the public several 
weeks before the successful launching of an earth satellite by the 
U.S.S.R. This one event has had a dramatic impact on the thinking 
of the American people about numerous aspects of our national life. 
That we will spend more on defense is certain, but it is also clear that 
much more than direct military expenditures is involved. Among 
other things, our national security requires continuation of military 
aid to our allies and of economic assistance to underdeveloped coun- 
tries; an improvement in the quantity and quality of education at all 
levels; stimulation of basic research; and increased rewards for teach- 
ers, engineers, scientists, members of the Armed Forces, and other 
personnel in Government. 

Many of the necessary programs should be conducted and financed 
in whole or at least in part by State and local governments; but even 
with maximum State-local participation, the demands on the Federal 
Treasury will be heavy for a considerable period of time. 

It is understandable, therefore, that our perspective about revenue 
revision has undergone a substantial change in the short time that has 
elapsed since this study was formulated by your committee. Whereas 
just a few months ago there was a realistic expectation that tax reform 
could be facilitated by a lowering of the burden of Federal taxation, 
the prospects of tax reduction in the immediate future appear to be 
slim indeed. While we should pursue vigorously the type of ex- 
penditure reduction previuosly recommended by the CED, it may be 
that our future revenue needs will be at least as great as the present 
tax rates would yield under conditions of growth, if not greater. 

The difficulties of reforming the tax system under these circum- 
stances cannot be overestimated. Tax reform without a reduction in 
revenue means a change in the incidence of the tax burden. Obvi- 
ously, this is an extremely difficult thing to do. Indeed, practical 
politicians may regard it as impossible. But this is precisely what 
ought to be done. 

The people in this country believe that we can enjoy a steady in- 
crease in our standard of living and at the same time provide ade- 
quately for security. They certainly want it that way. A most vital 
part of such a formula is a tax structure which encourages and per- 
mits growth. Without the help of growth and with the necessity for 
a large military budget, we face the possibility, if not the probability, 
that the civilians’ standard of living will be curtailed or, at best, will 
not grow. Furthermore, the fact that this committee deemed it neces- 
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sary to make a thorough review of the entire tax structure is indic- 
ative that there was widespread dissatisfaction with many of its fea- 
tures. If tax reform was essential before Sputniks I and II, it is no 
less urgent now that tax reductions with tax reform must be post- 
poned for the present. 

Accordingly, I propose to discuss the problems of tax revision from 
two points of view; first, what changes should be made in the present 
structure, assuming revenue requirements will not exceed the prospec- 
tive yields of that structure in the several years ahead, and, second, 
what other changes should be made in order to prepare the way for a 
possible increase in revenue requirements. 


REQUIREMENTS OF A SOUND TAX SYSTEM 


A basic difficulty that the committee will face in reforming the tax 
system is to agree on objectives. During these hearings, you will be 
confronted by a long succession of aggrieved taxpayers who will 
claim high priority for tax relief. Some of these claims will un- 
doubtedly be justified, but for the most part they will reflect the fact 
that the present tax system is, in important respects, badly designed 
from both the economic and equity standpoints. In my view, its 
deficiencies cannot be remedied by patching here and there. What is 
needed is a substantial revision and this cannot be done unless there 
is agreement on fundamentals. 

Let me therefore present to you at the outset what I consider to 
be the major requirements of a sound tax system in the present setting 
of domestic and world affairs. Obviously, there is room for differ- 
ences of opinion; but, unless the differences are reconciled at this level, 
it will be difficult to discuss intelligently any set of specific proposals. 

The first requirement of a sound tax system is that it should avoid 
seriously repressive effects on work, savings, and investment incen- 
tives. Our major weapon in the struggle for national survival is a 
healthy and growing economy. Unlike totalitarian governments, we 
rely primarily on a system of monetary rewards to provide the incen- 
tives for individual initiative and risk taking. When tax rates are so 
high as to impair or distort these normal incentives, production and 
growth are bound to suffer. 

In its most recent policy statement on taxes, CED expressed this 
view in the following terms: 

The major deficiency of the Federal revenue system is that it pays 
too little attention to the requirements of an economy that depends 
primarily on the free choice of private individuals and businesses for 
production and expansion. To meet the needs of the future, the tax 
system should encourage individuals to put forth their best efforts 
in their capacity as producers, and also encourage them to invest their 
savings in new and risk-taking enterprises. Because the role of the 
individual is so crucial in our economy, reward for individual initia- 
tive is as important as equality of opportunity. 

The second requirement is fairness of relative tax burdens. Equity 
in taxation has two dimensions: (1) Taxes must be fair as among 
persons in different economic circumstances; (2) they should bear 
as evenly as possible on persons in the same economic circumstances. 
The present tax system as it applies to both business and individual 
taxes is deficient in both of these respects, primarily because the prin- 
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ciple of progression in the individual income tax has been carried 
to extremes, and excessive reliance has been placed on the corpora- 
tion income tax. 

A moderate degree of rate graduation in the individual income tax 
is feasible. But once it exceeds reasonable proportions, taxpayers will 
seek by legal and extra-legal methods to avoid the impact of the high 
rates. The numerous preferential provisions in our tax laws which 
the Congress has deemed necessary to enact provide ample evidence 
that the present nominal rate structure is not sustainable. It would 
be far better, in the interest of equity, to lower the rates and to re- 
move many of these special provisions. 

The third requirement is that the tax system must provide the 
needed revenues. When we say that money is needed for defense or 
for education, we mean that it is necessary to divert resources away 
from the private sector of the economy to the public sector. Taxes are 
the price we pay for Government services and, since the demand for 
Government services is high, taxes must be high. 

There may be temporary periods of recession during which receipts 
will fail to match the expenses of Government, but at high employ- 
ment levels there is little excuse for deficit financing. Such a policy 
will lead only to inflation, which not only weakens the forces of growth 

‘but also distributes the burden much more inequitably than taxes. 
As CED has pointed out many times, our tax system should provide 
sufficient revenues to balance the budget or yield a moderate surplus 
when times are good. 

In fiscal year 1957, when the economy was operating at close to 
capacity, the Federal budget ran a cash surplus of $2.1 billion. This 
surplus was too small in relation to the restraint that was required to 
fight inflation and, as a result, a very heavy burden was placed on 
monetary policy. In order to lighten the load on monetary policy, our 
budget surplus at high employment should be higher than the $2 
billion we were able to accumulate last year. 

Although this is not the time and place to discuss overall fiscal 
policy, I might add a few words about the implications of the CED 

udget rule under present circumstances, The decline in incomes and 
employment which began last fall will undoubtedly reduce budget re- 
ceipts below what they would have been under conditions of growth. 
In our view, we should try to balance expenditures in any given year 
with expected receipts at high employment, which we define as em- 
ployment of 96 percent of the labor force. If actual revenues fall 
short of these expected receipts at high employment, say in fiscal 1959, 
we should not try to curtail necessary expenditures merely to produce 
a balanced budget. 

Since congressional review of the President’s budget has just gotten 
under way, it still is too early to predict with certainty what next year’s 
expenditures will be. But, given the magnitude of the budget sub- 
mitted by the President and the congressional reaction so far, it seems 
clear that Federal expenditures are going up. It will be necessary, 
therefore, to maintain tax revenues at present levels. a 

I realize, of course, that some people are already recommending a 
tax reduction this year as a means of arresting the current recession. 
In my view, it is altogether too early to give any serious consideration 
to such a move. 
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Mr. Chairman, that is a slightly ambiguous statement, in this re- 
spect: I think we need to give very serious consideration in all your 
staff work to a plan of tax reform, but it should not be applied in the 
foreseeable future. In a decline such as we are now experiencing, we 
should continue our reliance on more flexible instruments, particularly 
monetary policy, to supplement the stabilizing effect of the Federal 
budget. Monetary policy has the great advantage that it can operate 
quickly and be stopped or reversed quickly when the situation 
changes. 

Finally, the tax laws should minimize the problems of compliance 
and administration. Given the complexity of our economy and the 
fact that we rely heavily on income taxes, compliance and admin- 
istration can never be simple. But we should do as much as we can 
to simplify the tax laws and to improve enforcement techniques. 
Clearly, a more realistic income tax rate schedule and fewer special 
provisions would go a long way in this direction. 


REFORMING PRESENT TAXES 


Although the present tax system still bears the earmarks of the 
emergency atmosphere of World War II when it took shape, a num- 
ber of significant structural revisions have been made in the last 10 
years, notably, income splitting, accelerated depreciation, elimination 
of the corporate notch rate, and a lengthened period for offsetting 
business losses against gains. None of these provisions was enacted 
without considerable opposition and soul searching, but I believe they 
are now widely accepted as having made substantial improvements in 
the tax system on both equity and economic grounds. 

The problems to which I will direct your attention also are ex- 
tremely important to the economy, but in most cases they have little 
short-run political appeal. However, I believe that, as in other areas 
of public policy, tax changes adopted in the best interests of the 
economy as a whole will in the long run prove to be the soundest 
even from a political standpoint. 


REDUCTION OF THE HIGH BRACKET PERSONAL INCOME TAX RATES 


The first essential of a program of tax reform is to scale down the 
top bracket rates of the personal income tax. These rates produce 
relatively very little revenue, but the damage to the rest of the tax sys- 
tem and to the dynamics of the economy is incalculable. 

From an economic standpoint, the top rates make no sense because 
they weaken the forces making for economic growth in this country. 
The effect of these rates is to reduce incomes that would otherwise be 
available for risk-bearing, forward-looking investment. Increasing 
the savings capacity of the private sector of the economy would in- 
crease investment, which in turn would increase the Nation’s pro- 
ductivity. Given the inflationary bias of our economy, one important 
long-run safeguard is to increase the productive capacity of our avail- 
able resources. 

Of equal importance, the high tax rates have stimulated people and 
business enterprises to obtain incomes in forms that are given pref- 
erential treatment. This opportunity is not available to all tax- 
payers, so that there are serious inequities among persons with the 
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same incomes. If the top rates are not moderated, the Congress will 
continue to receive demands for the correction of these inequities by 
making the avenues of escape available to more taxpayers. Carried to 
its logical extreme, this approach can end up only in a chaotic struc- 
ture which will satisfy none. In fact, we have already gone much too 
far in this direction. 

I believe that this process of erosion should be stopped immediately. 
And the only way to begin is to make a substantial reduction of the 
top bracket rates. Once this is done, the discriminatory effects of the 
special provisions in the tax law will be reduced automatically. At the 
same time, Congress would have a firmer basis to withstand the pres- 
sures of taxpayer groups for additional preferential provisions and 
to reexamine those that are now in the law to see whether they are 
justified or not. 


MODERATE THE CORPORATE-INCOME-TAX RATE 


The corporate-income-tax rate has been rising consistently since 
the enactment of the tax in 1909. After Korea the maximum rate 
was raised to 52 percent, the highest corporate tax rate in our history. 

We should work toward moderation of the corporate tax rate. This 
tax takes no account of the economic circumstances of persons who 
ultimately bear it and thus violates a basic principle of equity in taxa- 
tion. Because we do not know the extent to which the tax is passed 
on to consumers or wage earners or is borne by stockholders, there is 
an illusion that nobody pays this tax. 

This illusion helps to explain why it is politically acceptable to place 
such heavy reliance on the corporation income tax. The corporation 
income tax also distorts business decisions. For example, under the 
present corporate income tax, the well-situated and alert corporate 
management has an advantage over others in respect to research and 
development expenditures. 

Even when the general corporate tax rate is moderated, many prob- 
lems will remain. Among them are coordination of the corporation 
and individual income taxes, which involves consideration of the 
treatment of dividends and of capital gains under the personal income 
tax; the problem of consolidated returns and intercorporate divi- 
dends; and the problem of special treatment of income received from 
abroad. These and other problems have been discussed for many years 
inside and outside the Congress. Although reductions of the cor- 
porate tax rate will probably have to be delayed until expenditures 
stop rising, it seems to me that the time for action on these structural] 
problems has long since passed. 


RELIEF FOR SMALL BUSINESS 


No tax problem has received so much attention in recent years as 
the problem of assisting small business, but no real solution has yet 
been found. The basic difficulty is that tax rates are too high. Most 
of the proposals would be either ineffective or would create special 
tax privileges for small business which could not be defended on eco- 
nomic or equity grounds. 

One of the more frequently mentioned proposals is to reduce the 
tax rate of the first $25,000 of corporate income. Aside from being 
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costly—about $400 million per year if the corporate rate below $25,000 
were reduced from 30 percent to 20 percent—such a rate revision 
would provide no assistance to the much larger number of unincorpo- 
rated small businesses. Moreover, there is no fixed relation between 
the size of a corporation and the proper taxation of the various peo- 
ple—whether they are stockholders, customers, or employees—who 
ultimately bear the corporate tax. Consequently, the idea of progres- 
sion cannot be carried over from the taxation of individuals to the 
taxation of corporations. By the same token, an increase in the pro- 
gression of the corporate income tax cannot be defended on logical 
ounds. 

CED has pointed out on a number of occasions that the best 
approach would be to design tax reductions and tax revisions not only 
for the benefit of small business but for the benefit of enterprise in 
general. The introduction of more averaging into into the tax system 
is one such general reform. Another is a lengthening of the period 
over which losses can be carried back. A third is the adoption of a 
carryback and a carryforward of unused surtax exemptions under the 
corporate tax. ; 

A fourth is an extension of the accelerated depreciation provisions 
to apply to a limited amount of used assets purchased in a given year. 
Each of these proposals raises difficult problems and they would also 
be costly, but the gain per dollar of cost would be far greater than 
the gain that might be derived from a rate reduction applying only 
to small corporations. 

ESTATE AND GIFT TAXES 


Like the personal income tax, the estate and gift taxes have rela- 
tively high nominal rates, but there are substantial opportunities for 
avoiding the impact of these high rates. This situation creates 
numerous inequities, because many persons cannot arrange their 
affairs, either for personal or business reasons, to minimize their taxes. 
Thus, the fact that gifts are taxed at lower rates than bequests dis- 
criminates against those who do not transfer property to their bene- 
ficiaries while they are living. Similarly, property transferred by 
means of life estate escapes taxation for one or more generations, 
while property transferred outright is taxed at each transfer. Asa 
further illustration, the marital deduction has not equalized the taxes; 
paid on property transfers by residents of community and nencom- 
munity property States. 

Aside from structural reforms to remove these inequalities, consid- 
eration might well be given to the replacement of some of the revenues: 
now derived from income taxes with higher estate taxes. These taxes: 
are less likely to have a depressing effect on incentives to enterprise 
than the collection of equal amounts from businessmen and investors: 
during their lifetime. 

Although the revenue potential of the estate taxes is limited, am 
increase in revenues from this source should not be ignored. 


PROVIDING FOR A POSSIBLE INCREASE EN REVENUE REQUIREMENTS 


In the foregoing discussion, I have not made any direct reference to 
excise taxes. If revenue needs were much lower and if the individual 


and corporate income-tax rates were much lower, there would be a good 
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case for reducing our reliance on excise taxes. However, in the present 
circumstances, the only alternative for securing more revenue would be 
further to increase individual and corporate income-tax rates, and, as 
I have indicated, these rates are already too high both on the grounds 
of fairness and of their effects on production and investment incentives. 

If it is agreed that the revenues from excise taxes cannot be reduced, 
we must see to it that they will do as little damage as possible. In 
the case of excise taxes a basic type of reform is needed, and here the 
reform can be used as an opportunity to provide for the contingency 
that even more revenues may be needed from our Federal tax system 
in the future. 

The trouble with our Federal excise taxes is that they are arbitrary 
and discriminatory. Many of them were adopted during World War 
II and were continued during the Korean war in order to discourage 
consumption of products using scarce materials or services. Now, 
with shortages eliminated, we are left with taxes that have an adverse 
discriminatory effect on production, employment, and earnings in the 
taxed industries. A number of the selective excise taxes are levied on 
services consumed by business (e. g., the taxes on freight and com- 
munications). These taxes discriminate against industries using such 
services more than others and may raise the prices paid by consumers 
by more than the amount of the tax. 

I see no rational basis for levying selective excise taxes at different 
rates, except those on liquor and tobacco and on products consumed by 
highway users. 

T would recognize that our citizens are apparently willing to see 
liquor and tobacco products taxed at high rates are sumptuary reasons, 
although probably not at their present extremely high rates, The 
Federal gasoline tax and other taxes allocated to the Federal highway 
trust fund are justified by the specific expenditures to be made on 
highways. But is there any valid reason for taxing retail sales of 
jewelry, furs, toilet preparations, and leather goods, as well as services 
such as transportation, while the remainder of retail sales are exempt? 

Similarly, why are some consumer durable goods, like passenger cars, 
refrigerators, and television sets subjected to a manufacturers’ tax, 
while other consumer goods are tax free? Certainly, there are no sen- 
sible answers to these questions. 

IT submit that the only way to rationalize the Federal excise tax 
system is to eliminate all of the selective excises, except for the sump- 
tuary and highway taxes, and to substitute for all of them a uniform 
tax applying at equal rates to all commodities. This tax should be 
levied at the manufacturers’ or wholesalers’ level, because two-thirds 
of the States and many local governments already levy retail sales 
taxes, 

This suggestion may be castigated on the grounds that the manu- 
facturers’ or wholesale level tax is regressive: 

This ignores the fact that tle present excise tax system is probably 
regressive and there would be little difference in incidence between this 
system. and'a more general consumption tax yielding the same total 
revenue. Indeed, such a tax may not be regressive at all in its inci- 
dence; proved’ certain exclusions are made, such as food. 

Even if’ Federal’ revenue requirements were lower, a uniform tax 
of this type would be far superior to selective excises yielding the 
same amount of revenue.. It is.allithe more urgent under present cir- 
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cumstances, particularly because we have raised the income taxes 
beyond reasonable limits. 

I have no doubt that even if we don’t have to do it now, we will in 
the next ey turn to a general tax of this sort to raise the addi- 
tional revenues. I believe, therefore, that we should prepare the way 
now—when time permits the extended study and careful preparation 
required to put a new tax into the Federal Revenue Code. 


IMPROVEMENTS IS TAX COMPLIANCE AND ENFORCEMENT 


I would be remiss if I failed to mention in this catalog of things 
that need to be done to improve the tax system a problem which has 
received considerable attention of late—the problem of improving 
compliance and enforcement. 

Since our taxes are high, the incentives for avoiding or evading taxes 
are also high. The compliance of most of our citizens is excellent, but 
there are important groups whose record can be improved. No indi- 
vidual, no business should be able to avoid or to evade a fair share of 
the tax load. Sooner or later, others learn that tax maneuvering pays 
off. This is a chain reaction—once it has begun, it is virtually im- 
possible to stop. Experience in other countries has demonstrated that 
the entire tax system can be discredited by lax enforcement. 

Since I am not expert in these matters, I am in no position to outline 
all of the necessary steps in such a program. 

However, I should like to suggest a number of moves that seems to be 
required at this time: 

1. The number of qualified enforcement personnel available to the 
Internal Revenue Service should be increased, and inducements 
should be offered to make Government their career. 

2. Consideration needs to be given to the necessity for extendin 
the withholding system to income receipts other than wages and sal- 
aries. Several years ago, this committee proposed a simple withhold- 
ing system for interest and dividends, but it was not approved by the 
Senate partly because there was disagreement about the evidence of 
underreporting of these income items. It is time to reconsider the 
evidence. If the amounts involved prove to be significant, the com- 
mittee should not hesitate to reintroduce its withholding plan, or an 
acceptable substitute. 

3. It is time to reconsider the provisions of the tax law with the 
view to simplifying the individual income-tax return. The revisions 
made during World War II for simplification reasons alone—includ- 
ing the per capita exemption, the standard deduction, and the tax 
table—were outstanding contributions to the improvement of com- 

liance. But the tax return has become more and more complicated 
in the 15 years since the wartime simplification program was enacted, 
as numerous special provisions were introduced to moderate the effects 
of the high rates and to correct what were regarded as inequities. 

Would it not be possible to eliminate some of the unnecessary de- 
ductions and special provisions and to use the revenue to reduce tax 
rates? I believe that the public would welcome a real simplification 
program at this time, and the gain from a compliance and enforce- 
ment standpoint would be substantial. 

Mr. Chairman, may I clarify what I am trying to say. When 
should we have tax reform? My theory is that we should have it just 








GENERAL REVENUE REVISION 2969 


as promptly as adequate staff study comes up with a sound and con- 
structive formula. We should not do it in a hurry, whatever the 
object is, whether it is to turn the recession around or just to meet 
the political pressures. 

Specifically, I should think with the fine staff that you have under 
Mr. Stamm and maybe some of these advisory groups that I heard 
one of your witnesses suggest, you might be in shape to do it by the 
first of January 1959, but i doubt if you can do it soundly before that. 

However, even if that is too late, it eae is very wise to have a 
plan so that, if there was a change in line on the part of the Congress 
and you felt you had to make a change, it would be a constructive 
change and not some quicky that did not contribute to the program 
and growth of the economy. 

Thank you, Mr. Chairman. 

The Cuatrman. Mr. Wilde, we certainly appreciate your coming to 
the committee and giving us the benefit of your views. I think that 
everyone would agree that you cannot legislate any broad program of 
tax revision in a limited time period. 

It takes a lot longer than we have within one session of a Congress 
to enact all of the suggestions that have been made to the committee 
during the course of these hearings, so that any broad program of 
tax revision, I think, of necessity would be so time consuming that 
we could not undertake it in any one session of the Congress. 

There are certain elements of revision that I have thought to be 
so pressing that we might be able to undertake them. However, that 
would not be the type of broad tax revision to which you refer. We 
would certainly agree with you that we should not act until we are 
prepared and until we know what we are doing, and that whatever 
we do will be in the interest of greater equity and fairness and, also, 
to promote greater economic growth. 

Mr. Wipe. Yes; the stimulation of the economy. 

The Cuarrman. That is right. 

Are there any questions of Mr. Wilde? Mr. Sadlak will inquire. 

Mr. SapiaK. This committee has been receiving testimony for some 
5 hours and I notice on the program that we still have 2 more wit- 
nesses, one of whom has been allotted 15 minutes and the other 20 
minutes. However, I think I would be remiss in my duty if I did 
not state for the record that in Mr. Wilde we have a very conscien- 
tious, civic-minded citizen who has never said no to a request, whether 
it be of the Federal or State Government, asking for a contribution 
of his talents and his time. 

I personally do not know how he could find the time to still carry 
on a very fine progressive company, but I might say, as I found back 
home yesterday in my favorite Sunday paper, that the organization 
of which he is the president back there is thriving so well. 

I think that in Mr. Wilde we have the personification of that old 
adage, although Mr. Wilde himself is not necessarily too old, that if 
you want to have something done, find a busy man and he will do it. 

Although I do not know how he finds the time for all this extra- 
curricular activity, I emphasize the fact again, that Mr. Wilde is a 
great civic-minded person who has given of his own time to his Nation. 

Mr. Wiipe. That is very kind of you, Mr. Congressman. I might 
say that if I do cover a lot of ground it is because I associate myself 
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with competent people who do a good deal of work and do not get 
full credit whether it is my organization or on CED. 

The Cuarrman. Mr. Curtis will inquire. 

Mr. Curtis. I have just 1 or 2 points. One, it seems to me that 
tax revision is always timely when you actually need a tax revision 
which will produce more revenue and it seems to me particularly at 
this time we have many areas where if we would remove some of 
these impediments to growth that persist in our tax laws, we would 
gain revenue, so I just wanted to be sure that that was your view, too. 

I was a little worried when you said that you thought this had to 
be mulled over further in some of these areas. 

Mr. Wiupe. Mr. Congressman, I am a little unclear, I think, in this 
paper. Iam clear in my own mind. We have talked for a long time 
about tax reform and have not been able to do much about it. I think 
the time has come to make a definite effort to meet a schedule. 

I suggested, myself, to your chairman, that I would hope the Con- 
gress in January of 1959 would be ready to enact a comprehensive 
and adequate tax reform bill that would recognize the enparentine to 
the economy of stimulating growth, but I do not press for it right 
now because I think, as the chairman has said, it is not likely that 
there is enough time to do an orderly, constructive job. 

I think we can do it before we see clearly how the revenue and the 
expenditures are going to match because it could be done under some 
of these programs where perhaps you do it on a 2, or 3, or 4, or 5-year 
plan and not accomplish everything in the way of reduction overnight 
so that as the economy grows and catches up with it, you still meet 
an old-fashioned ambition such as to see a balanced budget. Does 
that answer your question ? 

Mr Curtis. It seems to me that you are talking about something 
that is a very comprehensive thing while I am trying to call attention 
to many, many specific things that at least have been pointed out that 
are impediments to economic growth. 

In other words, there is no reason, it seems to me, for a delay in 
those. Where we have specific examples in our tax code where we are 
impeding growth, it seems to me we ought to move ahead right now 
and remove those, the sole objective being revenue. 

Let me illustrate: I have suggested that a 52 percent corporate 
rate is beyond the point of diminishing returns, that if you reduce 
it to only 49 percent, you probably would gain more revenue because 
you would have passed a psychological barrier. Whether I am right 
or wrong in that thinking, that is an example of something I think 
that could be grappled with right away to find out if it is not right or 
wrong, the sole objective being to gain revenue. 

Mr. Wipe. Of course, you are in a better position to answer that 
question than Iam. I would be inclined to believe that you are right 
in your statement that 52 percent passes the point of diminishing 
returns and that 49 percent or 50 percent might produce equal or 
greater revenue. 

I think it would, particularly if the economy is going to start for- 
ward and that might contribute to it. If the economy has to go further 
in readjustment, it might not. I like your point, but may I ask you 
a question on which you are an expert and I am not? 

Can you do one thing without another thing from the standpoint of 
political feasibility ? 
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Mr. Curtis. My answer to that is that I would like to see the grand 
reform, too, but I certainly think that it is always pertinent to pick 
up points that we see in areas. I just used the corporate tax as an 
illustration. I could use the $10.50 a gallon liquor tax an another 
example where I think we are beyond the point of diminishing 
returns. 

If we reduced it to $9, I think we would gain more revenue because 
the bootlegger who is paying nothing would lose considerable business 
and it would be channeled back into legitimate areas. Again, though, 
I am only using those to illustrate points, if we do see areas where there 
is an impediment to growth or where there is a tax rate that is beyond 
the point of diminishing returns, it seems to me it is always time to 
move in on that, even though you could say it is a piecemeal proposi- 
tion. 

That is the point I was trying to illustrate. I have one other thing. 
It is because I do appreciate your paper and the work that your group 
has done that I bring out these few things that do worry me. 

On page 4, you refer to the numerous preferential provisions in the 
tax law and I would hope that what you really meant was differential 
provisions, although any differential can be preferential. You make 
the statement: “Taxes must be fair among persons in different 
economic circumstances,” which is a very correct statement. 

In our tax laws we seek to measure those differences with differen- 
tials. I have always maintained that any differential can become 
preferential, but we have gotten into the habit, I am afraid, of re- 
ferring to all differentials as if per se they were preferential. 

That is the reason I am dwelling on this point because then you go 
on to say that you want to remove these special provisions. I would 
not say remove them if it is a differential. What you do is examine 
them and get them back so that they accurately measure the economic 
difference, so that they no longer are preferential. 

Am [right in saying that is your thinking on that? 

Mr. Wipe. Oh, entirely. It is a matter of definition of words. 

Mr. Curtis. That is a point on which I wanted to be sure. I thought 
that was the case and I wanted to clear it up in my own mind. Thank 
you. 

The CuarrmMan. Are there any further questions of Mr. Wilde? 
If not, thank you, sir, again, for coming to the committee and giving 
us the benefit of your views. 

Our next witness is Mr. Andrew B. Young. 


STATEMENT OF ANDREW B. YOUNG, CHAIRMAN OF THE FEDERAL 
TAX COMMITTEE OF THE TAX SECTION OF THE PENNSYLVANIA 
BAR ASSOCIATION 


Mr. Youne. Mr. Chairman and members of the Committee on Ways 
and Means, my name is Andrew B. Young. I am chairman of the 
Federal tax committee of the tax section of the Pennsylvania Bar 
Association, and appear on behalf of the Pennsylvania Bar Associa- 
tion, to urge consideration by your committee of the association’s 13 
proposals for amendment of the Internal Revenue Code of 1954 that 
are summarized and outlined in the statement of proposed testimony 
that was filed with your committee in December. 
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The CuatrMan. You may have consent to supplement the remarks 
to which you refer. 
(The information is as follows :) 


PROPOSED TESTIMONY OF ANDREW B. YouNG, CHAIRMAN, FEDERAL TAx COMMITTEE 
or Tax SEcTION, PENNSYLVANIA BAR ASSOCIATION, ON BEHALF OF SAID 
ASSOCIATION 

1. INCOME FROM DISCHARGE OF INDEBTEDNESS 


Transfer of property by executors in satisfaction of martial-deduction bequest 
or legacy. Reference: Section 108, Internal Revenue Code of 1954 


The testimony proposed to be given on this subject will be directed toward 
the problems proposed by the Internal Revenue Service position, announced 
in Revenue Ruling 56-270 (1956-1 C. B. 325), that an estate may realize gain 
or loss where the executors, in satisfaction of a martial-deduction bequest or 
legacy, transfer assets of the estate which have appreciated or depreciated in 
value from the values at which such assets were included in the gross estate, 
for Federal estate-tax purposes. 

The evidence will be with a view to resolving such problem by amending 
section 108 of the Internal Revenue Code of 1954 by the addition thereto of a 
new subsection (c), to specifically provide that no gain or loss shall be recog- 
nized to the estate upon any such transfer. 


2. EXPENSES FOR PRODUCTION OF INCOME 


Nonbusiness expenses, otherwise deductible but relating to establishing title 
to or possession of property, or an interest therein. Reference: Section 212, 
Internal Revenue Code of 1954 


The testimony proposed to be given on this subject will be directed toward the 
problem created by the policy of the Internal Revenue Service of disallowing, as 
ronbusiness expenses—relating to property which either is producing income, 
or is being held for the production of income—expenditures which can be at- 
tribuable in any way to securing or perfecting title in, or possession of such 
property or any rights therein. The testimony will further point out the fact 
that the court decisions on such problem are apparently erreconcilable. 

Since section 212 of the Internal Revenue Code of 1954 provides for the 
deduction of ordinary and necessary expenses incurred and paid either (a) 
for the production of income, or (0b) for the management, conservation, or 
maintenance of property held for the production of income, the evidence will 
be directed to resolving the instant problem by amendment of section 212 by 
adding thereto a provision that deductions otherwise allowed by that section 
in the computation of net taxable income, shall not be denied solely by reason 
of the fact that they may relate to establishing title or possession of such 
property or any right therein. 


3. EXPENSES FOR PRODUCTION OF INCOME 


Nonbusiness expenses, otherwise deductible but relating to estate planning 
expense. Reference: Section 212, Internal Revenue Code of 1954 


The testimony proposed to be given on this subject will be directed toward 
the uncertainty resulting from lack of administrative conformity on the question 
of deductibility, in computing net taxable income, or fees and expenses incurred 
and paid in connection with the setting up of plans for the disposition of an 
estate, its administration, etc. The evidence also will be designed to show that 
policy obstacles which would have cast some doubt on the deductibility of such 
expenditures, have now been overcome at least insofar as expenses relating to 
gift and estate taxes are presently deductible. See section 212 (3). 

The evidence will be designed to point out the solution to this problem by 
amending section 212 of the Internal Revenue Code of 1954, by adding thereto 
a provision that expenditures otherwise deductible under that section in the 
computation of net taxable income, shall not be denied solely by reason of the 
fact that they are incurred in the advance planning of the disposition or 
administration of taxpayer’s estate. 
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4. ORGANIZATIONAL EXPENDITURES, 


Expenditures relating to issuing equity securities and/or amending articles of 
incorporation. Reference: Section 248, Internal Revenue Code of 1954 


The testimony proposed to be given on this subject will be directed toward 
the inequitable distinctions created by the Internal Revenue Service’s narrow 
application, in regulations 1.248 (b) (1) (2), of the benefits of section 248, 
by denying its application to optional amortization of expenses incurred in the 
issuance of equity securities upon incorporation, or the expenses incurred sub- 
sequent to incorporation where the corporate charter is amended to provide 
for merger, consolidation, recapitalization, or any other matter requiring such 
amendment. The evidence also will be designed to show that there is no justi- 
fication, as a matter of policy, for any such distinctions. 

The evidence will be designed to point out that the solution to this problem 
can be effected by amending section 248 of the Internal Revenue Code of 1954 
by expanding subsection (b) thereof to include expenditures incurred or paid 
for the issuance of equity securities upon original incorporation and also such 
expenditures which relate to any subsequent amending of the corporate charter. 


5. DISTRIBUTIONS IN REDEMPTION OF STOCK 


Redemptions of preferred stock issued for money or other property (other than 
in reorganization or in an exchange for section 306 stock). Reference: Sec. 
tion 302 (b), Internal Revenue Code of 1954 


The testimony proposed to be given on this subject will be directed toward 
the lack of justification for any distinction between, and more favorable treat- 
ment of, the repayment of notes for advances to corporations, on the one hand, 
and the possible treatment as a dividend of a redemption of preferred stock— 
originally issued for cash or property (other than in a reorganization or in 
exchange for section 306 stock or preferred stock issued on a discount basis), 
on the other hand. The evidence will be designed to show that such statutory 
distinction, inherent in section 302 (b), has led to unnatural, and certainly 
economically disadvantageous, capitalization, and financing of closely held cor- 
porations by debt obligations, rather than by senior equity securities, in order 
to avoid the risk of a dividend equivalent upon repayment of such debt obliga- 
tions. It will be also designed to show that the result attempted to be obtained 
by statutory amendment will not conflict with the present statutory provision 
relating to preferred stock received in a reorganization or in exchange for sec- 
tion 306 stock, and will not conflict with any judicial decisions or legislative 
proposals relating to the problem of thin incorporation. 

The evidence will point out that the solution to this problem can be achieved 
by amending section 302 (b) of the Internal Revenue Code of 1954 by inserting, 
as part of subsection (1) thereof, a provision that the redemption of preferred 
stock issued solely for cash or property (except in a reorganization, or in ex- 
change for section 306 stock, or issued on a discount basis) will not be con- 
sidered as the equivalent of a dividend; further, that such proposed provision 
be appropriately limited in its application so as to be ineffective in cases 
involving thin incorporation in the event that presently proposed statutory 
standards are provided for determining the existence of thin incorporation. 
Further, it will be pointed out that such proposal will not conflict with the 
problem of the treatment of gain on the redemption of preferred stock issued 
at a substantial discount. 


6. DISTRIBUTIONS IN REDEMPTION OF STOCK 


Redemption in complete termination of stockholder’s interest where stock is held 
by estate or trust. References: Section 302 (c) (8), Internal Revenue Code 
of 1954; section 302 (c) (2), Internal Revenue Code of 1954; section 318 (a) 
(2) (A), Internal Revenue Code of 1954; section 318 (a) (2) (B), Internal 
Revenue Code of 1954 


The testimony proposed to be given on this subject will be directed toward the 
problem which exists where, in a case in which a stockholder’s interest may, 
without risk of a dividend equivalence, be completely terminated during his life- 
time, within the provisions of section 302 (b) (3) and 302 (c) (2), without the 
application of the attribution rules of section 318 (a) (2) (A), and (B), such 
interest cannot be similarly terminated when, following his death, his shares are 
held by his executors or trustees because of the then applicability of such attribu- 
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tion rules. The evidence will be designed to show that there is no justification 
for treating a complete redemption of a decedent’s stock, from his executors or 
trustees, in any manner different or less advantageous than a complete redemp- 
tion of his interest, as a stockholder would have been treated, during his life- 
time. 

The evidence will point out that this problem may be solved by amending sec- 
tions 302 (b) (3) and 302 (c) (2) to include complete redemption of a stock 
interest where such stock is held by the deceased stockholder’s executors or 
trustees, by providing that the attribution rules of sections 318 (a) (2) (A) and 
(B) shall not, in such case, be applicable; and that a coordinating amendment 
be made to section 318 (a) (2) (A) and (B) to provide that there shall be no 
attribution of shares held by an estate, or trust, to the beneficiaries, in any case 
where, but for the application of such attribution rules, a stockholder’s interest 
would have been completely terminated during his lifetime under section 302 (b) 
(3) and 302 (c) (2). 


7. CORPORATE INDEBTEDNESS—“THIN INCORPORATION” DEFINITION 


Interest payments on, and redemption of, corporate indebtedness—“thin incor- 
poration” definition. References: Section 163 (a) Internal Revenue Code 
of 1954; section 301 (a) (c), Internal Revenue Code of 1954; section 316 
Internal Revenue Code of 1954; section 317, Internal Revenue Code of 
1954 

The testimony proposed to be given on this subject will be directed to the un- 
certainty existing by reason of the absence of any statutory standard or guide 
to the determination of whether, and under what circumstances, the ratio of 
debt to equity capitalization of a corporation will be held to be unrealistic, and 
whether, and under what circumstances, corporate debt obligations will be 
deemed to be in fact preferred stock, with the resultant disallowance, as a de- 
duction under section 163 of the Internal Revenue Code of 1954, of interest paid 
thereon, and with the treatment of redemption or repayment thereof as the 
equivalent of a dividend, within the meaning of sections 301 and 316 of such 
code. It will be further shown that such uncertainty relating to this problem 
has been added to by the recent decision in Gooding Amusement Co. (23 T. C. 408, 
affirmed by C. C. A. 2, 236 F. 2d 159 (1956) (cert. den. 352 U. S. 1031) ). 

The evidence will point out a solution to the problem by adding to section 317 
of the Internal Revenue Code of 1954 a new subsection (c), which will provide, 
in a nonexclusive definition, the area of thin incorporation insofar as such status 
may affect the deductability of interest paid by the corporate debtor under sec- 
tion 163 (a) and insofar as a repayment of such debt obligations may effect the 
distribution of a dividend within the meaning of sections 301 (a) and (c) and 
316 of the code. 


8. REQUIREMENTS FOR, AND DENIAL OF, EXEMPT STATUS—-CHARITABLE CORPORATIONS 
AND PENSION AND PROFIT-SHARING PLANS 


Retroactive denial of eremption for transaction of prohibited transactions. Ref- 
erences: Section 401, Internal Revenue Code of 1954; section 501 (c) (3), 
Internal Revenue Code of 1954; section 503, Internal Revenue Code of 1954; 
section 504, Internal Revenue Code of 1954 


The testimony proposed to be given on this subject will be directed to the 
uncertainty arising by reason of the general unwillingness of the Internal Reve- 
nue Service to issue ruling letters relating to such organizations and to whether 
the exemption, once granted to such organization, will be denied by reason of 
any transaction alleged to be prohibited. It will be further testified that the 
present policy of retroactively denying exemption, for alleged prohibited trans- 
actions, to organizations otherwise qualifying as exempt under section 401 
(pension and profit-sharing trusts) and section 501 (c) (3) (charitable corpo- 
rations, trusts, etc.) creates a substantial jeopardy, not only relating to those 
organizations and their capital but also to the denial of deduction for contri- 
butions thereto by persons who, justifiably, relied upon the right to obtain such 
deduction. 

The evidence will point out that if the prohibited transaction rules now con- 
tained in sections 503 and 504 of the Internal Revenue Code of 1954 are to con- 
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tinue in force, a means of eliminating the denial of exemption to such organ- 
izations, retroactively, must be found; and that such objective may be accom- 
plished by amending said sections by the addition of language thereto which 
will make it clear that any denial of exemption will not apply retroactively so 
as to jeopardize the assets of such organizations or to jeopardize contributions 
of persons made thereto made in reliance of the exempt character of such 
organizations. 


9. BEQUIREMENTS FOR EXEMPTION—DENIAL OF EXEMPTION FOR ENGAGING IN PROHIB- 
ITED TRANSACTIONS OR FOR REALIZATION OF UNRELATED BUSINESS INCOME— 
CHURCHES 


Exclusion of churches from denial of exemption for engagtng in prohibited 
transactions or for unrelated business income. References: Section 503 (b), 
Internal Revenue Code of 1954; section 511 (a) (2) (A), Internal Revenue 
Code of 1954; section 512 (a), Internal Revenue Code of 1954 

The testimony proposed to be given on this subject will be directed to the cur- 
rent abuses resulting from the absolute exclusion of churches from denial of 
exemption, for carrying on prohibited transactions, under section 508 (b), and 
the absolute exemption of churches from taxation of unrelated business income, 
under section 511 (a) (2) (A), and it will be shown that the position of the 

Internal Revenue Service, in such matters, has grave possibilities in the case 

of bona fide charities. The evidence will further show that, in the case of reali- 

zation of unrelated business income, there should be no impropriety in taxing 
churches which have put up none, or only a minor part, of the purchase price. 

The evidence will point out that the solution of these problems can be 
achieved, with resultant (a) denial of exemption to a church for carrying on 
prohibited transactions, and with (0b) the taxing of a church with respect to 
unrelated business income where it has put up none, or only a minor part of the 
purchase price. It will be pointed out that the solution to (@) may be accom- 

plished by the repeal of section 503 (b) of the Internal Revenue Code of 1954, 

insofar as it relates to churches (but possibly with the Commissioner of In- 

ternal Revenue having the burden of proof that a church has entered into a 

prohibited transaction), and that the solution to (b) may be achieved by 

amending section 511 (a) (2) (A) by eliminating the reference therein to 
churches, and making the provisions of 512 applicable to the unrelated business 
income of churches. 


10. BASIS OF PROPERTY ACQUIRED FROM A DECEDENT 


Basis of trust assets included in gross estate because of existence of a general 
power of appointment by will in decedent. Reference: Section 1014 (a), 
Internal Revenue Code of 1954; section 1014 (b) (4), Internal Revenue 
Code of 1954 


The testimony proposed to be given on this subject will be directed to the 
lack of a clear statutory establishment of basis of property held in a trust over 
which the decedent had, at the date of his death, a general power to appoint, by 
will, where the property, or a part thereof, is sold by the trustee, for proper 
purposes, rather than being distributed to the appointee. It will be shown that 
in such a case section 1014 (a), which provides that basis of property in the 
hands of one acquiring it from the decedent shall, if such property is not sold, 
be its fair market value at decedent’s death or its fair market value 1 year 
after death, if the optional valuation is availed of, may be inconsistent with the 
provisions of section 1014 (b) (4), which prescribes that property received 
under a general power of appointment exercised by decedent by will shall be 
deemed as having been acquired from the decedent in determining its basis 
under section 1014 (a). 

The evidence will point out that this problem, relating to the basis of trust 
property appointed by decedent by will, but sold by the trustee prior to the dis- 
tribution to the appointee, can be resolved by amending section 1014 (a) of the 
Internal Revenue Code of 1954 in such manner as to provide that where such 
sale by the trustee is made, the property shall have, as its basis for gain or loss, 
the fair market value thereof on the date of decedent’s death, or its fair market 
value 1 year after death if the optional valuation date is selected. 
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11. BASIS OF PROPERTY ACQUIRED FROM A DECEDENT 


Basis of nontestamentary assets included in gross estate—Adjustments for 
depreciation from date of lifetime transfer to date of death. Reference: 
Section 1014 (a), Internal Revenue Code of 1954; Section 1014 (b) (9), 
Internal Revenue Code of 1954 


The testimony proposed to be given on this subject will be directed to the 
unjust character of the requirement of section 1014 (b) (7) that, although 
property acquired from the decedent during his lifetime, but which is includi- 
ble in his gross estate, is considered as having been acquired by the decedent, 
with its accompanying basis as fair market value on date of death, or the 
optional valuation, under section 1014 (a), nevertheless, the basis of such 
property in the hands of the transferee shall be adjusted for depreciation or 
depletion from the date of the transfer to the date of death of decedent. The 
evidence will show that such adjustment to basis for depreciation and deple- 
tion is justified only where the property has been disposed of by the transferee 
prior to decedent’s death, since, in such case, the property would be depreciated 
on the transferred basis of the decedent as gift property; but that, where the 
property continues to be held at the date of decedent’s death, it is properly 
treated as properly acquired by decedent, in which case its basis—fair market 
value date of death or on the optional valuation date—will properly reflect its 
depreciation or depletion to such valuation date. 

The evidence will point out that injustice can only be eliminated by amending 
section 1014 (b) (9) of the Internal Revenue Code to strike out the require- 
ments to any adjustments to the basis of such property, as established in accord- 
ance with section 1014 (a). 


t 


12. PROCEEDS OF LIFE INSURANCE 


Premium payment test as a determinant in including life insurance proceeds in 
decedents gross estate. Reference: Section 2042, Internal Revenue Code 
of 1954 
The testimony proposed to be given on this subject will be directed toward 
the seriousness of the problems—both of a technical and constitutional nature— 
which will arise if the Congress adopts the recommendations contained in the 
Report of the Joint Committee on Internal Revenue Taxation to the Committee 
on Ways and Means, dated November 7, 1956, as item 27, that the premium 
payment test be restored for the purpose of determining what part of life 
insurance proceeds on the life of the decedent shall be included in his gross 
estate for purposes of the Federal estate tax. The evidence will demonstrate 
that present section 2042 of the Internal Revenue Code of 1954—which does 
not make the inclusions of such life insurance proceeds in the gross estate 
depend, to any extent, on whether decedent paid any part of the premiums— 
was enacted deliberately by Congress after thorough consideration and rejec- 
tion of the desirability of retaining the premium payment test provided in the 
Internal Revenue Code of 1939. 


13. EXTENSION OF TIME FOR PAYMENT OF ESTATE TAX ON VALUE OF REVERSIONARY OR 
REMAINDER INTEREST IN PROPERTY 


Period within which credit may be allowed for State death taxes where time for 
payment of estate tax on remainder or reversionary interest is extended. 
References: Section 813 (b), Internal Revenue Code of 1939; section 813 (c), 
Internal Revenue Code of 1939; section 925, Internal Revenue Code of 1939; 
section 926, Internal Revenue Code of 1939; section 927, Internal Revenue 
Code of 1939; section 2011, Internal Revenue Code of 1954; section 2015, 
Internal Revenue Code of 1954; section 6163 (a), Internal Revenue Code of 
1954) 

The testimony proposed to be given on this subject will be directed toward the 
problem created in cases where the value of a remainder or reversionary interest 
in property is included in decedent’s gross estate but the executor elects, under 
section 6163 (a) of the Internal Revenue Code of 1954 (corresponding secs, 926- 
927 of the Internal Revenue Code of 1939), to defer the payment of Federal estate 
tax until 6 months after the termination of the interest in such property which 
precedes the falling in of the remainder or reversion. In such case, section 2015 
of the code (corresponding sec. 927 of the Internal Revenue Code of 1939) allows 
the credit for State death taxes, authorized by section 2011 (corresponding sec. 
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813 (b) of the Internal Revenue Code of 1939) ; if such taxes are paid and such 
credit is claimed within 60 days after termination of the preceding interest. It 
will be shown that, in practical operations, both the period for deferring payment 
of the estate tax on such interests and the period for claiming credit for State 
death taxes related thereto, are too limited; that, usually, on the termination 
of a substantial or complicated trust, which constitutes the precedent interest, 
trustees’ accounts must be filed, audited, and confirmed by a court, or the will or 
trust instrument may require construction by a court, before the determination 
and award of the remainder or reversion; or that frequently such remainder or 
reversion interest may consist of nonliquid assets which cannot be disposed of 
within such time as is presently provided for payment of the deferred tax 
thereon and claiming of the State tax credit attributable thereto. It will be 
further pointed out that the Secretary of the Treasury, under section 6161 (b) 
of the Internal Revenue Code of 1954 (corresponding sec. 822 (a) (2) of the 
Internal Revenue Code of 1939), has authority to grant extensions of time for 
payment of the estate tax, but such authority does not specifically cover the 
situation referred to herein. 

The evidence will show that this problem is susceptible of solution by amending 
section 6163 (a) of the Internal Revenue Code of 1954 (and corresponding sec. 
925 of the Internal Revenue Code of 1939) by adding thereto a provision that the 
Secretary of the Treasury may, in case of hardship, grant extensions of the time 
within which the deferred estate tax on such interests may be paid; and further 
by amending section 2015 of the Internal Revenue Code of 1954 (and correspond- 
ing sec. 927 of the Internal Revenue Code) by adding thereto a provision that the 
Secretary of the Treasury may, in case of deferment of estate tax on reversion 
or remainder interest, grant extensions of the time within which credit for State 
death taxes may be claimed. It will further be shown that the proposed retro- 
active amendments to the Internal Revenue Code of 1939 are essential to cover 
all cases presently existing where an election to defer estate tax on the reversion- 
ary or remainder interest has been made, but in which the precedent estate has 
not fallen in. 

SUMMARY OF RECOMMENDATIONS 


1. That section 108 of the Internal Revenue Code of 1954 be amended by the 
addition thereto of a new subsection (c) to provide that no gain or loss shall be 
recognized to an estate where assets are transferred by the executors in satis- 
faction of a bequest or legacy which qualifies as a marital deduction. 

2. That section 212 of the Internal Revenue Code of 1954 be amended by the 
addition thereto of a provision that none of the expenses otherwise allowable 
under said section shall be disallowed merely because such expenses may be 
attributable to the establishment of title to, or possession of, any property 
described in said section, or any interest in such property. 

3. That section 212 of the Internal Revenue Code of 1954 be amended by the 
addition thereto of a provision that none of the expenses otherwise allowable 
under said section shall be disallowed merely because such expenses may be 
attributable to the advance planning of the disposition or administration of 
taxpayer's estate. 

4. That section 248 of the Internal Revenue Code of 1954 be amended by 
adding to the definition of amortizable organization expenditures, in subsection 
(b) thereof, expenditures incurred or paid for the issuance of equity securities 
upon organization of the corporation, as well as expenditures incurred or paid 
subsequent thereto in any amendment of its charter for purposes of merger, 
consolidation, recapitalization, or any other matter requiring such amendment. 

5. That section 302 (b) of the Internal Revenue Code of 1954 be amended by 
adding, to subsection (1) thereof, a provision that the redemption of preferred 
stock, issued in consideration of the receipt of cash or other property (except in 
a reorganization, or in exchange for sec. 306 stock, or issued on a discount 
basis), shall not be deemed the equivalent of a dividend, and that, if legislative 
proposals relating to the definition of “thin incorporation” are adopted, such 
proposed amendment to section 302 (b) (1) be appropriately limited in its appli- 
eation to cases where the issuance of such debt obligations as are referred to 
herein do not violate any statutory standards defining “thin incorporation.” 

6. That section 302 (b) of the Internal Revenue Code of 1954 be amended by 
adding, to subsection (3) thereof, a provision that a stockholder’s interest may 
be completely terminated, within the meaning of that subsection, where his 
shares are held, after his death, by his executors and trustees; that subsection 
(c) (2) be amended by adding thereto a provision that the attribution rules of 
section 318 (a) shall not apply under circumstances where, but for the fact that 
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a stockholder’s death and transmission of his interest to his executors or trus- 
tees, such interest could have been completely terminated during his lifetime 
under section 302 (b) (3); and that section 318 (a) (2) (A) and (B) be 
amended by adding thereto provisions that in any case where, during his life- 
time, a stockholder’s interest could have been completely terminated under sec- 
tions 302 (b) (3) and (c) (2), the decedent’s shares held by his executors or 
trustees shall not be attributed to the beneficiaries of his estate or trust. 

7. That section 317 of the Internal Revenue Code of 1954 be amended by the 
addition thereto of a new subsection (c) to provide a nonexclusive statutory 
definition of the area of “thin incorporation,” for the purposes of setting a stand- 
ard for the determination of whether, and under what circumstances, evidences 
of corporate indebtedness shall be recognized as such, with the accompanying 
deductability of interest paid or accrued thereon, under section 163 (a), and 
with the repayment in redemption thereof not being considered as a dividend 
under sections 301 (a) and (c) and 316 of the code. 

8. That sections 503 and 504 of the Internal Revenue Code of 1954 be amended 
by inserting therein provisions making it clear that in any case where, because 
of a prohibited transaction, a pension or profit-sharing trust, or a charitable 
organization, is denied exemption, such denial shall not be retroactively applied. 

9. That section 503 (b) of the Internal Revenue Code of 1954 be repealed, 
insofar as it makes the denial of exemption rules, in prohibted transaction cases, 
in applicable—with, possibly, the burden of proof as to the existence of a pro- 
hibited transaction by a church being upon the Commissioner of Internal Rev- 
enue—and that section 511 (a) (2) (A) be amended to eliminate the reference 
therein to churches, to the end section 512 (a), defining unrelated business 
income, shall be applicable to tax such income where the church has put up 
none, or only an insignificant, part of the purchase price. 

10. That section 1014 (a) of the Internal Revenue Code of 1954 be amended 
to provide that assets held in a trust over which a decedent had a general power 
of appointment by will, shall, in the hands of the trustee, have as their basis 
for gain or loss upon their sale by the trustee prior to any distribution to the 
appointee, the same basis as property acquired from the decedent. 

11. That section 1014 (b) (9) of the Internal Revenue Code of 1954 be amended 
by strikng therefrom the required adjustment to basis of property acquired from 
decedent during his lifetime but included in his gross estate, such basis being 
determined under section 1014 (a), for depreciation or depletion to the date 
of decedent’s death. 

12. That section 2042 of the Internal Revenue Code of 1954 be retained in its 
present form, without any amendment thereto which would destroy, to any 
extent, the payment of premiums test to determine whether the proceeds of life 
insurance on the life of a decedent should be includible in his gross estate for 
Federal estate tax purposes. 

13. That section 6163 (a) of the Internal Revenue Code of 1954 (and corre- 
sponding sec. 925 of the Internal Revenue Code of 1939) be amended by the 
addition thereto of a provision that, in cases of demonstrated hardship, the 
Secretary of the Treasury may grant extensions of time in excess of 6 months 
for payment of Federal estate tax attributable to a reversionary or remainder 
interest where tax was elected by the executor to be deferred until termination 
of the precedent interest. 

That section 2015 of the Internal Revenue Code of 1954 (and corresponding 
sec. 927 of the Internal Revenue Code of 1939) be amended by the addition thereto 
of a provision that, in cases of demonstrated hardship, the Secretary of the 
Treasury may grant extensions of the time, in excess of 60 days, within which 
credit for State death taxes may be claimed. 


Mr. Young. Five of the proposals adopted by the house of delegates 
of the Pennsylvania Bar Association are included in the legislative 
program adopted by the house of delegates of the American Bar 
Association, and upon which Mr. Park, the chairman of that associa- 
tion’s tax section, has testified before your committee today. 

These 5 proposals are in substance identical with 5 proposals of 
the Pennsylvania Bar Association, and I will identify them and wish 
to indicate that Mr. Park’s remarks and the American Bar Associa- 
tion booklet, entitled “American Bar Assocation, Section of Taxation, 
Legislative Recommendations, 1957,” referred to in his testimony 
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which I have read in draft form, express the views of the Pennsylvania 
Bar Association on these subjects. 

The five items, and I refer to the numbering contained in the state- 
ment of proposed testimony filed with your committee are as follows: 





Pennsylvania ABA 
Bar Associa- Item booklet 
tion No. No. 

3 | Expenses incurred in connection with estate planning-_................---- 8 (p. 6) 


7 | To provide a nonexclusive test for determining where concepts of thin | 13 (p. 12). 

incorporation do not apply. 

8 | Toremove the retroactive effect of disallowance of exempt status of exempt | 15 (p. 14). 

organizations resulting from an assertion that there may have been an 

unreasonable accumulation of income. 

9 | To restrict the exemption from tax of unrelated business income of | 16 (p. 15). 
churches, ete. 

11 | Adjustment of basis of property acquired from a decedent prior to his | 38 (p. 44). 

death for predeath depreciation or depletion. 





Four proposals of the Pennsylvania Bar Association are expressly 
or inferentially covered by the report of the advisory group on sub- 
chapter (c) of the Internal Revenue Code of 1954, December 24, 
1957. Again referring to the topic numbers in by statement of a 
proposed testimony, the position of the Pennsylvania Bar Association 
is as follows: 

No. 1. Transfer of property in discharge of marital deduction be- 
quest of legacy. (See p. 10 of the subchapter (c) advisory group 
report. ) 

Frequently there is an advertent realization of gain or loss result- 
ing from the transfer of property to a so-called formula marital trust, 
by an executor. In the opinion of many tax practitioners, income 
in these cases can be avoided by provisions in the will, that are fre- 
quently highly technical in character, but many less sophisticated 
testators frequently blunder into inadvertent income tax consequences, 
from the satisfaction of a dollar obligation with appreciated or de- 
preciated property. 

The problem is one of form and not of substance. The tax conse- 
quences rarely reflect economic realization of gain or loss, and the 
failure to recognize gain or loss in each case will result in equitable 
adjustment of basis to the transferee-marital trust of the property 
acquired by it. The Pennsylvania Bar Association considers this 
situation as a trap for the unwary, as it has so proved to be in many 
cases, that has no place in the Internal Revenue Code. 

No. 5. Treatment of the redemption of preferred stock issued for 
cash to individuals who are stockholders of the redeeming corporation 
was commented upon as a problem on page 9 of the advisory group 
report, but no legislative recommendations were made by the advisory 
group. John Bodine, Esq., of Philadelphia, a member of my com- 
mittee, and Hugh Satterlee, Esq., of New York, filed a statement of 
the problem and recommended solutions with your committee on Janu- 
ary 7, 1958, which statement fairly states the position of the Pennsy]- 
vania Bar Association on this issue. 

The situation is one that affects smaller business organizations in 
most cases, and if the solution suggested in the Bodine-Satterlee pro- 
posal is adopted, with the protections and safeguards outlined in the 
advisory group report, I am confident that equity will result without 
loss of revenue. 
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No. 6. The redemption of all the stock held by an estate, usually 
pursuant to provisions of an agreement made during the lifetime of 
the deceased, is frustrated by unforeseen and unintended results of the 
application of IRC 318 as now drawn and as proposed to be revised 
by the advisory group. 

Internal Revenue Code, section 302 (c) (1) has certain exemptions, 
in the case of complete terminations under section 302 (b) (8), from 
the family attribution rules of section 318 (a) (1), but not the estate 
attribution rules of section 218 (a) (2) (A). 

The contracts in question could be carried out with capital-gain 
consequences by the decedent at any time up to the moment of his 
death. The fortuitous occurrence of death, however, brings in new 
tules, for example, estate attribution rules, that make the perform- 
ance of the contract in most cases subject to the risk of serious income 
tax consequences subject only to the rather illusive, or elusive, relief 
of Internal Revenue Code, section 302 (b) (1). 

The suggestion of the advisory group that the taxpayer might 
safely rely on the relief contained in Internal Revenue Code, section 
302 (b) (1), and the limited relaxation of the attribution rules of 
Internal Revenue Code, section 318, has a hollow ring in the light of 
past experience under Internal Revenue Code, section 302 (b) (1). 

Many taxpayers have experienced difficulty in securing rulings 
under Internal Revenue Code, section 302 (b) (1), and short of a 
ruling letter, litigation is an unattractive alternative. We suggest 
a rule, limited as to time following the decedent’s death, that stock 
which could have been redeemed under Internal Revenue Code, sec- 
tion 302 (b) (2) or Internal Revenue Code, section 302 (b) (3) at 
the instant before death, could continue to be so redeemed without 
attribution other than under the family rule, as limited by Internal 
Revenue Code, section 302 (c) (2) being applied. 

The fortuitous occurrence of death is not likely to create a loophole 
in the administration of the law. 

No. 7. Thin incorporations: The recommendations of the advisory 
group as to Internal Revenue Code, section 317, at page 20 of their 
report, are in substantial conformity with my association’s views. 
It is suggested that express reference to the interest deduction would 
be eeprersne in any statutory language, as the problem involves not 
just the redemption or maturity of debt obligations, but also the pay- 
ment of current income thereon. 

With reference to the balance of the legislative program: 

No. 2 concerns expenses normally allowable as a deduction under 
Internal Revenue Code, section 212, but which are questioned because 
they may relate to the establishment of title to property. The deci- 
sions of the courts, particularly relating to trust or estate account- 
ings, are hopelessly confused and make it well-nigh impossible for a 
reasonable man to draw a line as to what constitutes expense of estab- 
lishing or defending title, and what does not. 

The concept of ordinary and necessary expense should be the con- 
trolling standard for deduction and the defense of establishment of 
title line of cases should be abandoned as a limitation on this deduc- 
tion. In many cases, such as those involving trust accountings, the 
disallowed deduction to the beneficiary is never recoverable as a 
deduction. 
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No. 4. The deduction of expenses of a corporation in connection 
with its own reorganization and recapitalization is limited by a nar- 
row interpretation of the 1954 code in regulation 1.248 (b) (1) (2). 
The regulation may correctly interpret the code, but the narrowness 
of the interpretation, which in effect denies deduction for expenses 
in connection with reorganizations and ee is not con- 
sistent with the general policy referred to in the committee reports on 
section 248 of the 1954 code. 

The inability to deduct or amortize these expenditures generally 
results in their being deductible only in the year of liquidation, just as 
used to be the case in the case or organization expense incidental to 
original incorporation, which, in a large majority of cases is of no tax 
advantage to the corporation. 

No. 10 suggests a technical change to treat trust property subject to 
9, general power of appointment by will, and therefore, subject to estate 
taxation on the death of the owner of the power, and sold by the 
trustee prior to distribution to a beneficiary, consistently with any 
other property that is subject to estate tax. 

The fact that the rules of Internal Revenue Code, section 1014 are 
not consistent in this case is believed to be a legislative oversight that 
merits correction in the interests of symmetry. 

No. 12 relating to the estate taxation of insurance is covered by 
section 56 of H. R. 8381 and is therefore, I believe, not properly the 
subject of testimony, and for that reason alone will not be commented 
upon by me. As I understand that section 56 of H. R. 8381 has been 
deleted by agreement, I have submitted a statement of the association’s 
opposition to that section. 

o. 13. The last proposal would give to the Commissioner a dis- 
cretionary power to extend time for the payment of estate taxes where 
a life estate has terminated, and the executor has previously elected 
under Internal Revenue Code section 6163 (a) to defer the payment of 
the estate tax. The present 60-day period of time under Internal 
Revenue Code, section 2015 within which State inheritance taxes shall 
be paid and proof of credit for estate tax must be made has been 
proved on many occasions to be entirely inadequate, and the Service 
has correctly observed in these cases that it has no discretion to extend 
payment. 

The Pennsylvania Bar Association is entirely satisfied that a discre- 
tionary power of the Commissioner to defer the time for proof of 
payment and credit in cases of this type would result in equity to all 
parties. 

This concludes my statement and I would like to thank the chairman 
and all the members of the committee for granting the Pennsylvania 
Bar Association this opportunity to appear and present our recom- 
mendations. I wish to extend to your committee an expression of our 
committee’s desire to cooperate with your committee in your com- 
mendable effort to improve the administration of the Internal Reve- 
nue Code. 

The Cuarrman. Thank you, Mr. Young. 

(The following statement was filed by the Pennsylvania Bar Asso- 
ciation :) 
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STATEMENT OF PENNSYLVANIA BAR ASSOCIATION RE EstTATE TAXATION OF 
INSURANCE 


We understand that once again the House Ways and Means Committee is 
considering the possibility of introducing a premium payment test for the estate 
taxation of life-insurance proceeds. Under this test, although there may be 
differences in detail in various proposals, proceeds of life insurance are included 
in the estate of a decedent even though at the time of his death he did not own 
the policy if at some time or other he paid the premiums. We oppose any such 
test. 

We believe that such a proposal is contrary to the purposes of the estate tax 
law. This law is characterized as an excise tax upon the transfer of property 
at death from the decedent to his estate or directly to his beneficiaries. The 
premium payment test imposes a tax on property which has been transferred 
prior to death, or in some cases, on property which the decedent did not own at 
any time. Thus life insurance would be singled out for tax treatment which is 
inconsistent with and more burdensome than the tax on property of other types. 
The result is that the burden is felt by estates of moderate size, where reliance 
upon investments in life insurance is greatest, and in small business, where the 
protection of life insurance is needed to stabilize long-run financial structure. 
The owner of a large estate can circumvent the premium payment simply by 
transferring other income-producing property to his spouse, who can take out 
insurance on the life of the donor and pay the premiums out of the income she 
receives from the donated property. Such an arrangement does not involve the 
transfer of the policy nor does the donor pay the premiums directly or indirectly. 

The Cuamrman. Our next witness is Mr. J. Bracken Lee. 

Will you please come forward and, for purposes of this record, 
identify yourself by giving your name, address, and the capacity in 


which you appear. 


STATEMENT OF J. BRACKEN LEE, NATIONAL CHAIRMAN OF THE 
ORGANIZATION “FOR AMERICA” 


Mr. Lez. Gentlemen, my name is J. Bracken Lee. I represent an 
organization known as “For America,” with headquarters here in 
Washington, D. C. I appreciate the opportunity of appearing be- 
fore this committee. 

The Cyatrman. Mr. Lee, you are a former Governor of a great 
State. I think the record should show that you served as Governor of 
the State of Utah. 

Mr. Ler. Yes, sir; I served 8 years as Governor of the State of 
Utah. 

The Cuarrman. How many terms is that ? 

Mr. Lez. That is two terms. 

The Cuarrman. Mr. Lee, you have been allotted 15 minutes. You 
have a long statement which is here at the desk. Would you like to 
have sai entire statement appear in the record and then you speak 
to us ¢ 

Mr. Lee. I would; yes sir. 

The CHARMAN. At right, sir. Without objection, this will appear 
in the record. 

(The statement is as follows :) 
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Tue Case AGAINST THE INCOME TAX—PRESENTATION BY HoN. J. BRACKEN 
LEE, NATIONAL CHAIRMAN, “For AMERICA,” WASHINGTON, D. C. 


“All that is necessary for the triumph of evil is that good men do nothing” 
(Edmund Burke) 


IS THE INCOME TAX UNDERMINING WESTERN CIVILIZATION ? 


The historian Toynbee is credited with a statement substantially as follows: 
“Of the 21 civilizations in recorded history, 14, or two-thirds of them, are known 
to us only by their ruins.” Does that statement pose a question for us as to 
whether the western civilization of today is well along toward adding one more 
to Toynbee’s list? 

The most powerful single force in the world now is the United States industrial 
potential. It is the great imponderable that invisibly and imperceptibly regulates 
assertion or nonassertion of the initiative as between nations, institutions, indus- 
tries, and individuals. In a practical sense, preservation of the United States 
industrial potential is the most important objective of all. 

Political cannibalism within the United States has now become the principal 
threat to the United States industrial potential and, therefore, to our system of 
freedom and to western civilization. This social cancer is a greater threat even 
than all outside enemies combined. As has been well said, “the propensity of 
man to join hands with forces working for his own destruction is one of the 
strangest of biological phenomena.” 

The income tax automatically brought about political cannibalism. It pre- 
sented politicos with open access te the pocketbook and capital of the people of 
the United States. Until the income-tax revolution of 1913, the Federal Govern- 
ment never amounted to much by way of threat to our distinctive system of 
freedom. With the income tax and the newly developing art of brainwashing, 
it has taken but 44 years to bring us to the point where the incompetent leader- 
ship thus financed has given away the initiative in world affairs and much of 
our substance as well. A national economy moves into political cannibalism 
when the national overhead expense goes beyond the limit of its proper relation 
to production and the income of the people. In the absence of national accounts, 
actuarially sound, it may be said that normally this approximates 10 percent 
of the national income. Above that and until it reaches 23 percent, it probably 
is eating up previously accumulated capital. Above 23 percent (we are now 
beyond 30 percent and probably near 35 percent) it pyramids inflation in geo- 
metric proportion. 

All departures from the actuarial necessities for preservation of the United 
States industrial potential were unnecessary. Allow second- and third-class men 
to take the initiative, however, and give them a pyramiding instrument of sub- 
traction like an income tax, and you automaticallyy will get an effect of going 
ahead backwards. A 49-cent dollar provides one eloquent measure of our 
ignorance and of the regression. 

Now the income tax is exalting political cannibalism so rapidly that it has 
become the No. 1 instrument serving the outside enemy with its objective of 
murder by suicide for the United States. Also, it appears to be giving the Nation 
an income-tax depression. 


DAT OLE DEBBIL, INCOME TAX 


We are living in an age of propaganda and semantics. When we hear that 
things are not what they seem to be, we incline more and more to accept that 
assertion without question. It is not often, however, that we think of the in- 
come tax in this way. Yet if there is anything that is not what it seems to be, 
it is the income tax. It is not a tax on income. It is a tax on capital. It is 
assessed against a remainder, a residue, and, therefore, against capital. It takes 
not from what you consume, but what you might save. So that even in name 
the income tax is not as represented, is not what it seems to be, is not pure and 
above doubt. 

The origin of the income tax, like the name itself, is similarly suspect. It 
represents a rejection of the wisdom of the Founding Fathers and a fundamental 
departure from the plan and system they set up for a nation dedicated to free- 
dom. 
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There was a century and a half of training for freedom behind the people who 
barred an income tax in the United States Constitution of 1789. They con- 
creted their philosophy in section 9, paragraph 4, of the Constitution of 1789, as 
follows: 

4. No capitation or other direct tax shall be laid, unless in proportion to the 
census or enumeration hereinbefore directed to be taken. 

But the freedoms they won in 1789 were lost to us in the revolution of 1913— 
a revolution which occurred right before the eyes of people who knew so little 
about freedom, despite supposedly superior education, that they joined hands 
unwittingly with the forces arranging the funeral of freedom. The spearhead of 
this revolution of 1913 was the 16th amendment. It was passed by Congress 
July 12, 1909, and finally ratified February 25, 1913, reading as follows: 

The Congress shall have power to lay and collect taxes on income, from what- 
ever source derived, without apportionment among the several States, and with- 
out regard to any census or enumeration. 

In retrospect, it is now clear that the revolution of 1913 (the income tax revo- 
lution) marked the abandonment of the doctrine of private property in the 
United States. The denial of private property implicit in the income tax ex- 
pressed the essence of psychopathic socialism. The freedom of disposition that 
was the substance of property rights, then began its departure from the Ameri- 
ean scene. The undermining of the immunities of property, body, and mind im- 
plicit in freedom thus began. 

A nation and system founded on the doctrine of natural rights and natural 
law as means of carrying humanity farther toward reduction of the coercion to 
which man must submit, was sabotaged. It was “sold a bill of goods”; it was 
given a system of pocket picking—a perfect system of confiscation with a seem- 
ingly plausible name, an income tax. 

And it was all done through clever propaganda and semantics which turned 
the people’s own emotions against them, which exploited the very common sins 
of envy and hatred. Of course, it was done in the name of “soak the rich” as a 
means to ultimately soak the poor. 

The unmoral income tax has gradually penetrated and leveled down the moral 
level in every department of life in the Nation. 

It is etched into our consciousness by the pyramided pressure of human 
history that “mine is mine.” All the tomes of all the professors who have spear- 
headed the income tax aberrations of this century cannot change, reduce, or 
wipe out such human instincts. When the individual is relieved of the obliga- 
tion of self-respect, he acquires the habits of helplessness; he is inclined to 
retreat to the security of the prenatal state. The more he is taken care of, the 
more he wants care. 

If therefore you are concerned about the sinking of our moral foundation, re- 
mind yourself that there is one force working throughout life for degenera- 
tion and destruction—the income tax. 

If you deplore the tendency everywhere toward conformity, and the persistent 
evolutionary trends toward caesarism, remind yourself that the income tax has 
been called the root of all evil. 

The income tax amendment to the Constitution widened the area of gov- 
ernmental power, and as a consequence has reduced liberty. The Federal Gov- 
ernment was comparatively weak until it got the income tax. Gradually, how- 
ever, it has evolved into an oligarchy of bureaucrats that place themselves 
first and the people second, third, and fourth. 

This Frankenstein has become the greatest racket to be found in all of re- 
corded history. It even must maintain a state of perpetual war to keep its 
hold on the people and continue its steady retreat toward slavery and bar- 
barism. Mass theft in the form of an income tax and war are today’s most out- 
standing Siamese twins. 

The only beneficiaries of an income tax are the politicians. But they no longer 
are representatives of the people. The income tax frees them of control by the 
people. Such control as the people may have now is merely nominal. The 
income tax turns the control around, reverses it. The people are now controlled 
by the politicians and always for politicians first. 


THE CASE AGAINST THE INCOME TAX 


Tax legislation is class legislation in its most naked form. 
The income tax when completely analyzed boils down to little more than a 
malignant growth in the shape of a plausible system of mass theft. 
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An outstanding phenomenon of 1957 is the rapidly spreading realization of 
the nationwide breakdown in respect for the income tax. Apparently, aware- 
ness has crystallized throughout the Nation that the income tax doesn’t really 
work; that it is just class legislation; and that it is a sinister and subversive 
force which can’t work. If it were not for withholding, the Federal income 
tax probably would be in a state of complete collapse. 

Effective opinion may not have faced up to the reasons for this general public 
attitude, but the instincts and intuition of the people are set and sullen. Only 
the Washington Frankenstein remains as the champion of an idea that never 
was sound and has been proved unsound by more than 40 years of the most 
costly tribute to fantasy ever paid in all of recorded history. The people go along 
with the income tax only because they have been brainwashed to think they 
would have to first put something in its place before abolishing it. Enough of 
them think they don’t know what that something ought to be to keep the present 
position going. 

Because the income tax has been the spearhead for the intellectuals in their 
use of socialism to attack private capitalism in the United States, there naturally 
have been more articulate advocates of the income tax than opponents. One 
effect of the slant they have put on their propaganda may be to cause some 
readers to think that what follows is extreme or severe. That cannot be the 
case. It is impossible to present anything but an understatement of the case 
against the income tax, no matter how strong or vivid the presentation may be. 


THE REAL SPIRIT 


Although it is an unpopular subject and seldom mentioned, we cannot escape 
the fact that the real spirit of the income tax is derived from one word—hate. 

Never has the factor of hate been more fundamentally effective in the life 
of a people than is the case of that greatest monument to hate in all history— 
the United States income tax. 

So skillful and so effective has been the manipulation of the emotions of the 
people in the mass that envy has kept them diverted for more than 40 years 
from realization that inherently an income tax is a device of liquidation: that 
it is impossible under such a tax for them to achieve and maintain a going- 
concern economy; that a system of freedom cannot endure under a device for 
the liquidation of its economic substructure such as an income tax; and that 
the scale of living of the American people cannot be sustained indefinitely on 
anything that begins and ends with hate, as does the income tax. What could 
epitomize so strikingly the ravages of the virus of socialism and the venom of 
communism ? 

THE CONSTITUTIONAL AMENDMENT 


The philosophers who created the distinctive American system of freedom 
knew of the inherent unsoundness of the idea of an income tax. The Founding 
Fathers so drafted the Constitution as to preclude resort to such a thing. Asa 
consequence, it was necessary for our seducers to resort to a constitutional 
amendment to clear the way for such a departure from principle. This was 
proposed to the legislatures of the States by the 61st Congress, July 12, 1909, 
and was declared to have been ratified in a proclamation by the Secretary of 
State, February 25, 1913. The amendment was ratified by 42 of the 48 States. 
It was rejected by Connecticut, Rhode Island, and Utah. 

All of this took place during the early stages of the Socialist invasion of 
the United States from Europe and the Fabian conquest of the so-called intel- 
lectuals. Broadly speaking, socialism was on the rise during the first half of 
this century and it has been the leading factor in the under-the-surface war that 
has been raging within the United States during the past generation between 
the intellectuals and the natural leaders in our society. 


THE TAX BURDEN 


For 1956 the per capita tax burden of all levels of government has been esti- 
mated at more than $600. About three-fourths of this burden was represented 
by Federal taxes. Twenty years ago the per capita Federal tax burden was 
only about $30. 

Though national income rose about fourfold from 1929 to 1955, Federal taxes 
rose about twenty-threefold. 

In the past decade Federal tax collections have been sustained at levels either 
approaching or exceeding 20 percent of our national income. 
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During the period 1952-56 taxes exceeded 27 percent of national income in 
every year and averaged more than 29 percent of national income for the whole 
period. 


INCREASE IN FEDERAL INCOME TAX SINCE 1913 


Showing for selected years the amount of income left after tax for certain 
levels of net income of a married couple with no dependents: 





Income left after Federal income tax 
Net income before tax 





1913 1929 1939 1956 
is aed Sst desi eile es $9, 940 $9, 948 $9, 585 $8, 112 
eh ae le intel 24, 7 24, 138 22, 511 18, 276 
nn eeaaes 49, 240 45, 810 41, 131 30, 408 
DE ARES Sea wet oebe cece subs sleeesWeeLéce 97, 490 85, 130 67, 531 47,224 
RS bali ols ee he 3 ca oe 474, 990 389, 130 195, 856 96, 452 
a he 939, 990 769, 130 320, 956 141, 452 





The growth in investment in tax-exempt State and municipal bonds during the 
last decade has been phenomenal. From 1946 to 1955 outstanding bonds in- 
creased from $15.7 billion to $42.7 billion. 

A single individual having a net income between $150,000 and $200,000 would 
have to receive a 30-percent return on a corporate security to have the same net 
return as he would receive from a tax-exempt bond yielding only 4.2 percent. 

The effect of higher corporation income-tax rates since 1929 has been as 
follows: 





Corporate 
Percent of | profits after 
Year corporate taxes as a 
profits left percent of 
after taxes national 
income 
ee ae EE es Sot rene Leet s ic adpacioscehaetabcwtuacsasads 86.5 9.5 
pinta aaa SNe ha or, a eee, ea ld | 78.1 6.9 
a cal cit ca tal BE ctarekig dining ith il beatin ehteedyits 60.3 7.3 
1955 49.4 6.5 


THE PERVERSION 


It was with World War I, predicated as it really was on use of the Goverr- 
ment of the United States to attack the private enemies of those powerful enough 
to control the United States Government from behind the scenes, that the per- 
version of the income tax began. This perversion, of course, also served ulterior 
motives of these same people. Thus the use of the income tax as a means of 
making a change in the underlying principle of our entire system was begun. 
Naturally that kind of taxation would serve admirably for any design aiming 
toward a reduction of freedom and increased regimentation of a people. 

This perversion was quickly joined and capitalized upon by the so-called intel- 
lectuals of the country. Their strategy then evolved into the use of socialism as 
an instrument for attacking private capitalism. They were particularly effec- 
tive in penetrating the press, and later the radio, movies, and television, so that 
they virtually created a thought-control system. 

Also they were joined quickly by higher education. The psychology common 
to those who incline toward a career in higher education predisposed higher 
education to such an effort. Only thus might it be possible to compensate for 
the inherent sense of frustration of the academician which is implicit in his 
disposition to retreat from the market place and avoid responsible participation 
in practical affairs. 

CONTRIBUTING CIRCUMSTANCES 


The sudden realization during the past generation of the potential implicit in 
technology naturally concentrated the attention of private capitalists upon the 
creation of a national economy. Preoccupied as they were by the acute capital 
shortage, they of necessity centered their attention on making up that cardinal 
deficiency. 
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Quite naturally they expected that higher education, having accepted for itself 
the purpose of advancing knowledge, would provide the needed rationale for 
private capitalism. This had been done and was being done by higher education 
for various sciences and arts, and among the few who even thought about such 
a thing, it naturally was assumed that higher education would perform the same 
function in the case of private capitalism. For this reason business left the 
philosophizing job to others and struggled along on an opportunist basis for 
more than a generation with no adequate rationale for private capitalism. 
Neither did it have the dialectics necessary to enable it to become the kind of 
means to the ends of society that would sustain the scale of living of a large and 
increasing population. Accordingly, it was preoccupation with making up the 
capital shortage and the assumption that higher education would perform its 
usual function, that accounted more than anything else for the delay in the 
maturing of private capitalism as a subject and of private capitalists as respon- 
sible trustees of our heritage. 

The record shows that higher education rejected its function. It not only 
failed to apply itself to the advancement of knowledge so far as it might encom- 
pass private capitalism and a system of freedom, but it took up socialism, an 
alleged alternative, as a means of attacking private capitalism. Seemingly, the 
attitude of those who controlled the thinking for higher education was that 
private capitalism was too complicated to understand, emphasizing the individual 
as it did and every individual being different, so that the line of least resistance 
should be taken and socialism propagated in place of private capitalism. Thus, 
for more than a generation we have lived in the midst of the interesting spectacle 
of higher education deriving its reason for being from capitalism and depending 
upon it for support, yet rejecting the idea, attacking capitalism at every turn, 
and doing all that it could get away with to undermine its own economic 
foundation. 

It is from this kind of sadistic psychology that the primary driving force for 
the income tax has come. 

THE INSPIRATION 


In order to get back to the real source of the idea of an income tax in modern 
times, it is necessary to advert to the Communist Manifesto of 1848. There, 
among the 10 measures put forward by Karl Marx, it was placed second, as 
follows: 

1. Abolition of property in land and application of all rents land to public 
purposes. 

2. A heavy progressive or graduated income tax. 

3. Abolition of all right of inheritance. 


OVERTAXATION 


The Federal income tax now takes more than one-third of the income of the 
people. 

Studies made by Colin Clark, covering experience in many countries, indicate 
that whenever the aggregate of taxation in a country reaches about 23 percent 
of the income, resistance, evasion, and inflation rapidly develop and become an 
outstanding characteristic of the situation. 


UNDUE CONCENTRATION OF RISK 


Not only because of overtaxation but because of disproportionate reliance on 
the income tax, the Federal Government is in an unnecessarily hazardous 
position with respect to its income. With more than two-thirds of its total 
income derived from a single source, as is now the case, and with the total 
involving tens of billions of dollars, the catastrophic effects potential in an 
important fluctuation are being ignored. 

An important change in the national income would be reflected in the net 
income subject to taxation in a greatly magnified manner and out of all proportion 
to the change in the national income itself. Thus the income of the Federal 
Government which has no reserves to fall back on is subject to far more fluctua- 
tion than can be in the interests of the country or of prudent revenue policy. 


TO POLICE SOCIALISM 


Naturally after 40 years of undermining private capitalism in the United 
States the income tax would develop collateral effects favorable to the vested 
interests it automatically sets up Among these is the policing of socialism, 
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The Internal Revenue Code requires all organizations called “tax exempt” (a 
device of intimidation in itself) to make full reports annually. Of course, this 
is not daily policing as in the case of the Russian Communists, but it sets up a 
means which may be used to intimidate and check opponents of socialism and 
champions of freedom whenever it strikes the fancy of members of the predatory 
bureaucracy to do so. 

Also, policing for socialism through the income tax continues by means of 
specific provisions of the Interal Revenue Code to the effect that if the organiza- 
tion in question attempts to influence legislation it shall not be entitled to tax 
exemption. This is intimidation in its next rawest form. 


INVASION OF PRIVACY 


In an age of demoralization when the motif is degeneration, there is little con- 
cern about the invasion of privacy, especially by an entrenched parasitic bureauc- 
racy. However, it still remains true that the American idea is a system of 
freedom, and sincere leadership will keep that ideal in mind as an overall touch- 
stone. The right of privacy is a cardinal principle of a system of freedom, and 
an income tax violates it outrageously. 

There is no reason why such government as may be needed cannot be sustained 
without resort to a punitive and degenerative system like that of an income tax 
which flouts privacy in a mad orgy of pulling down all values. 


THE REDISTRIBUTION ARGUMENT 


Redistribution of wealth and income is usually cited as the principal argument 
justifying an income tax at graduated rates. 

It should be noted that this is the argument made by the fanatical intellectuals 
who do not accept, but on the contrary reject, a system of freedom. In effect 
they allege that it is possible for them because of their extraordinary intellectual 
power to manage the economy and control it better than any system of principles 
will do. In other words, they argue that redistribution of wealth and income 
must be arranged. Otherwise there will be a gradual tendency toward con- 
centration of wealth in fewer hands. What their arguments really boil down 
to are the usual arguments for socialism, but with them running it. The various 
contradictions and non sequiturs implicit in their position are conveniently 
disregarded by them and so largely ignored by others that the numerous inherent 
fallacies are not observed. 

If in America we want a system of freedom we will have to ascertain and 
respect the natural laws that will produce and maintain such a system. Ob- 
viously one cannot have a system of freedom if there is an income tax, because 
under a large density of population it is the only device of general application 
that will assure the achievement and maintenance of the opposite of a system 
of freedom. It is a fundamental device of liquidation. It pulls down, under- 
mines. It does not build up. 

The intellectuals who are impatient with the way in which owners of wealth 
manage that wealth say nothing about the true explanations of any misfeasance 
or malfeasance there may be in that area. The principal explanation, of course, 
is that individual owners or managers of wealth are not prepared by education 
to own and manage large wealth in a rational and competent manner. Why don’t 
the people in control of the intellectual system do something about preparing 
these people for leadership responsibility instead of taking the defeatist view 
that the omissions and commissions of capitalists are due to inherent defects 
of the idea itself? 

When it comes to the theory of redistribution, it is important also to observe 
that it does not work. It does not redistribute. It takes income away from 
individuals who might expend it to greater social advantage, and thus perma- 
nently subtracts from the aggregate capital of the economy. True redistribu- 
tion, of course, would mean taking away and putting somewhere else, without 
any effect in the nature of subtraction. Obviously, the only realistic assess- 
ment of the psychopathology of the redistributors is that they really are moti- 
vated by a sadistic hate which removes all interest in reason, principles, laws, 
and order. 


ABILITY TO PAY 


One of the most frequently used propaganda phrases in connection with the 
argument for redistribution of wealth, for the purpose of brainwashing the 
American people, has been “ability to pay.” The psychopathic fringe that has 
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controlled tax policy during the past generation has made a big play on ability 
to pay. They even allege that “ability to pay” is a principle of taxation. 

Unfortunately, when one puts aside sadistic hate he will find that ability 
to pay is not and cannot be a principle of taxation. Individuals must be able 
to pay taxes, but there is no rational basis for relating the amount of tax they 
pay relatively to the amount of their capital ownership or their income. Such 
a clamor may mislead and befuddle the emotional mob, but it will not stand 
reasonable analysis. 

Ability to pay in taxation represents a piece of semantics that was fabricated 
by a New York group of professors who originated and controlled Federal tax 
policy during the past generation. The pioneers in this effort, now dead, 
laughingly admitted that ability to pay could not be a principle of taxation. 
However, they also laughingly pointed out that it was a sufficient emotional 
shibboleth to serve their purposes. Their purposes were to undermine the sys- 
tem of private capitalism and go as far as possible toward superseding it with 
socialism. This they also admitted. 


THE UNDERLYING PRINCIPLE 


Analysis of the technical hocus-pocus supposed to lie behind the case for the 
income tax at graduated rates reveals that there really is only one underlying 
principle upon which such a tax is rationalized by those who attempt to de- 
fend it. Because there is no other reason that will stand the same analysis, 
this one is “exacting equality of sacrifice.” 

Even then that principle can be rationalized only if there is resort to notions 
bordering on legerdemain about “the utility of money” such as, “A given per- 
centage of total satisfactions taken away affects a man in the Same degree re- 
gardless of the amount of income he has.” Coupled with that there some- 
times is the equally nebulous “principle” that “at high rates of income the satis- 
factions derived from additional income are in large measure based on com- 
paring one’s income with that of one’s economic or social rivals.” Therefore, 
itis said. “* * * there will be little loss of satisfaction to any of the members 
of the wealthy class since the satisfaction based on invidious comparison is not 
likely to be substantially diminished.” 


PROGRESSION 


The case for progressive or graduated tax rates from the standpoint of prin- 
ciple comes out virtually all negative as indicated by such high points of studies 
by specialists as the following: 

Something less than a quarter of the total revenue currently raised through 
the personal income tax is attributable to the graduated surtax rates. It would 
be quite possible to obtain the same total through a personal income tax having 
a single basic rate. 

There is a question whether in fact our Federal income tax, which is steeply 
progressive, serves to do more than counterbalance the regressivity of the rest 
of the system. 

The merits of progression as a principle have never really been discussed 
by the Supreme Court. 

In both the United States and England progression was always in the shadow 
of the controversy of the income tax itself, and that controversy was bitter. 

It is a reasonable safe conjecture that the idea of progression was not adopted 


at the popular level because it was widely thought that the intellectuals had 
perfected the case for it. 


Among the principal objections to progression are: 

(a) The price paid for progression in terms of complicating the structure 
of the income tax. 

(b) A progressive system poses an almost insuperable problem of equity 
among taxpayers. 


(c) There seem to be no criteria for deciding whether the unit for allocation 
of the tax burden ought to be the individual, the marital community, the family, 
the household, or some other combination of persons. 

(d) Another cluster of issues considerably aggravated by progression con- 
cerns the proper timing of income and expense items. This matter of the unit 
of time for tax purposes is like the problem of selecting the appropriate taxable 
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unit. The result has been a series of particularized “averaging” devices such 
as the net operating loss carryback and carryforward, the spreading out of 
lump-sum compensation, the installment sales method of reporting profit, the 
last-in first-out inventory method, and the carryover of capital losses. 

Progression also tends to produce consequences which probably are unin- 
tended and frequently are undesirable. It easily may complicate and obscure 
the operation of a seemingly simple provision. Such obscurity is accentuated 
in a tax system which has been undergoing almost constant legislative change. 

The price the tax system pays for progression is high. It produces a tax law 
of almost impenetrable complexity. It invites a distorting attention to the tax 
aspects of any economic transaction. It affords an excessive stimulus to tax 
avoidance with perhaps incalculable consequences for taxpayer morale and the 
general respect for law. 

A progressive tax on income is a politically irresponsible formula. Under any 
progressive system today the higher surtax rates are almost certain to apply 
only to a minority of voters. This means that a majority are allowed to set the 
rates which fall exclusively on the minority. No majority can pass fairly or 
responsibly on an issue so infected with its own immediate self-interest. There 
are some decisions which cannot be entrusted to any majority. 

If the majority thinks that it can lose nothing in lightening its own tax burden 
at the expense of the wealthier minority, the resulting legislation becomes tanta- 
mount to a taking of property without compensation. 

The objection which has received the most attention is that progression 
lessens the economic productivity of the society. 

In the aggregate the tendency of progression is to cause talented persons to 
prefer leisure more and to shift to work which in its nonmonetary aspects they 
regard as more attractive but which society, as measured by its monetary re- 
wards, has regarded as less important. 

The impact of progression on the creation of capital is more complex. Pro- 
gression changes the odds on the risk involved in all investments, and the change 
is always in the direction of making them less attractive. 


PRINCIPLES 


. The taxing power should be used for fiscal purposes only. 

The Federal tax system should be broadly based. 

. Taxation should not impede economic progress. 

. Tax rates should be moderate at all points. 

. The income tax should be terminated by constitutional amendment. 


Oe CO BO 


DIMINISHING RETURNS 


Between 1950 and 1953 personal income rose 26 percent, the number of tax 
returns was up 41 percent, gross income reported on returns was up 33 percent, 
and tax liability was up 60 percent. 

However, the number of returns with gross income of $100,000 and over was 
down 23 percent, total income reported on these returns was down 28 percent, 
and total tax liability for these returns was down 24 percent. 

Between 1952 and 1953 personal income was up 5 percent, the number of tax 
returns filed rose 3 percent, gross income reported on returns was up 7 percent, 
and total tax liability was up 6 percent. However, the number of returns with 
$30,000 and over gross income was down 4 percent, income reported on these 
returns was down 6 percent, and the tax liability down 8 percent. 

The point of diminishing returns has dropped steadily. In 1951 it was reached 
by persons with taxes equaling 60 percent of their gross income, in 1952 by those 
with taxes equaling 50 percent, and 1953 by those with taxes equaling 31 percent 
of their gross income. 


SOME EFFECTS OF CONFISCATORY TAXATION 


Between 1929 and 1951, the constant dollar total “personal income” of our 
Nation’s inhabitants nearly doubled—increasing 93 percent. However, for the 
wealthy or leadership segment of the population the leveling down effect of 
taxation is indicated by comparing the total income of 1929 of persons in the 
above $100,000” category with that of those who in 1951 had incomes above 
$150,000, as follows ; 





GENERAL REVENUE REVISION 2991 


Total income above— 





| 
$100,000 | $150, 000 





in 1929 | in 1951 
Billions of current dollars 4. 37 2. 48 
Billions of constant dollars é veuwakbae ws 5.95 | 2.18 
Percent of personal national income. --_- ' ney | 5.10 .97 


This represents a decrease of more than 80 percent in this wealthy group’s 
proportion of the national income, 

In 1929 there were 14,816 persons reporting incomes larger than the $100,000 
minimum. In 1951 there were only 8,608. 

When confiscatory income taxes were unknown most new securities issued 
by corporations were sold to persons having large incomes. Obviously, when 
the Government took over the bulk of their income, such people could no longer 
buy large quantities of stocks and bonds. The effect on the volume of new 
security flotations may be indicated by comparing two 5-year periods having 
similar characteristics, as follows: 


A 


1925-29 1950-54 
: ee Pim e |. Fite AC sie Sis ee pee cae 
Billions per annum invested in new securities | $5. 07 $6. 51 
Percent of national income, so invested | 6.8 | 2.3 


The two-thirds decline in the relative importance of new security flotations 
tended, of course, to hamper corporate growth, lessen the national product, and 
hinder the advance in the real income of all classes of the population. 

The proportion of the national income represented by total dividends paid to 
the stockholders fell from 7.5 percent in 1925-29 to 3.4 percent in 1950-54. 

The percentage of the realized national income represented by profits of in- 
dividual entrepreneurs fell from 19.8 percent in 1925-29 to 13.7 percent in 
1950-54. 

In 1929 all incomes above $100,000 were taxed 20 percent. In 1951 any in- 
come above $150,000 was subject to a 90 percent levy. 


REPRODUCTION 


The fundamental effect of the income tax on the life process of the society 1s 
similar to birth control and abortion. Fanatical class legislation, which is one 
label for the income tax, is motivated by hate and unreason. It therefore pays 
no attention to reproduction or to any of the life processes which are rooted in 
law and logic. 

A system of freedom based on private capitalism can be maintained in har- 
mony only with regenerative principles and processes. The life process is a 
continuous one of building up and tearing down. In the human body it is called 
anabolism and catabolism. In economics it may be called capital formation and 
capital consumption. But there is nothing so rational about the income tax. 
The point of diminishing returns where it begins to pull down what it taxes 
is not even a subject of interest. 

Of significance in connection with the accumulating effects of the income tax 
are the figures on small business in the United States. Small manufacturing 
corporations having assets under $5 million have not as a group increased their 
sales and profits since World War II. 

The manufacturing population, according to United States Department of 
Commerce reports, has not kept pace with population growth or with the in- 
crease in the total number of business firms in the United States. In 1929 there 
were 257,000 manufacturing firms. Today there are only 310,000, an increase 
of but 20 percent. Over the same period the United States population has in- 
creased by 388 percent, and national production (in constant dollars) by 120 
percent. Meanwhile the number of retail firms has increased by 38 percent, 
wholesale firms 90 percent, and contract construction companies over 100 percent. 

Sales of small manufacturing concerns have actually decreased since 1951. 
Data of the Federal Trade Commission and SEC show that in 1951 small manu- 
facturing concerns accounted for sales of $76 billion, some 35 percent of total 
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corporate sales of manufactured goods. By last year their share had dropped 
to $73 billion, or 25 percent of the total. 

The earnings of small manufacturers have been substantially lower than 
profits of large firms in most postwar years. On the average, from 1947 through 
1956, manufacturers with assets of $250,000 to $5 million earned 10.5 percent net 
after taxes on net worth. Big companies, by contrast (those with assets over 
$100 million), earned 13.7 percent. Medium-sized manufacturing firms (assets 
from $5 million to $100 million) earned 12 percent. 

The piling up of the accumulating effects of indiscriminate income taxes goes 
on with no regard for natural laws, principles of economics, or even simple 
arithmetic. There are grounds for believing that from an actuarial standpoint 
we have an economy in liquidation. We naturally have it because we do not 
try to do what is necessary in order to have a going-concern economy. Intelli- 
gence apparently cannot be used in connection with an income tax. 


1956 


Small business in 1956 suffered a greater number of failures than in any year 
since 1941. That’s the report of Dun & Bradstreet. 

The agency counted 12,750 small business failures last year—up 16 percent 
from 1955. Liabilities totaled $565 million—highest since 1935. 

Most of these failures came in retail and wholesale enterprises, but small 
manufacturing companies suffered too. Official figures show their share of total 
manufacturers’ sales dropped from 18.9 percent in 1947 to 12.3 percent in 1956. 


ARE HIGH SURTAX RATES WORTHWHILE? 


A recent study indicated that the present top marginal rates, which go up to 
$1 percent, should be reduced because : 

(1) They provide little revenue, a fiat 20-percent rate on all taxable income 
would still yield 85 percent of the present tax, even assuming no change in re- 
ported income as a result of rate reductions ; 

(2) They result in substantial inequities, because different forms of income 
are, in effect, taxed at widely different rates; and at existing levels the top 
rates induce efforts to obtain income in nontaxable forms or in forms that are 
subject to lower rates ; 

(3) They have, in combination with inflation, produced an absolute fall in 
real income for the highest income groups which has probably exceeded the 
demands of the “levelers” of past decades, and which goes beyond any justifica- 
tion on the basis of “ability to pay”: 

(4) They nave serious distorting effects on economic activity—on the incen- 
tives of individuals to move to new positions, on the flow of financial funds, and 
on the directions of capital investment ; 

(5) In the long run, they have probably had adverse effects on the growth 
of the economy through their impact on savings and investment capacity in 
high-bracket incomes, although the statistical evidence in this area has been 
obscured by the effects of inflation. 

If the present rate structure were cut off at a maximum 50 percent rate, about 
98 percent of revenue at current rates would still be available. The revenue 
loss in such a case (assuming no increase in income reported) would amount to 


only $700 million. 
CHANGING PATTERN OF INCOME PAYMENTS TO INDIVIDUALS 
According to a study of the Office of Business Economics in the Department 
of Commerce, a comparison of the year 1930 with the years 1950 through 1956 


shows: 
United States average 


Gross Per Gross Per 
Midvear personal capita Midyear personal | capita 
Calendar year popula- income | personal Calendar year popula- income | personal 
tion (in mil- income | tion (in mil- | income 
lions) | lions) 
| 

RR icneetchists. 122, 775, 046 $73, 325 | $569 | 1953_. 159, 636, 000 | 283, 140 $1, 788 
Se tnaneh ning 151, 683,000 | 225, 473 1, 491 1954____ 162, 417,000 | 284, 823 1, 767 
Dieacet coke | 154, 360, 000 252, 960 1, 649 1056... . 165, 270,000 | 303, 268 1, 846 


1952_...........| 157,028,000 | 269,050 1,727 || 1956...- -| 168,174,000 | 324, 281 | 1, 940 
| 
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To properly evaluate the actual gain or loss to the individuals who received 
the incomes in the years under study, there is presented a compilation from 
official Government reports showing the revenues collected on personal or indi- 
vidual incomes and the per capita amount in current dollars with a column 
showing the relative purchasing power of the current dollar as reflected by the 
wholesale price index for the year 1926 equals $1: 








Year | Revenue collected | Population, | Revenue Value 
| from incomes midyear per capita of $1 

1930 7 | $1, 146, 844, 763. 68 122, 775, 046 $9. 34 $1. 157 
1950 J : ..| 18, 566, 957, 588.15 | 151, 683, 000 122. 40 . 570 
1951 __ --| 26, 849, 750, 916. 00 154, 360, 000 173. 94 - 543 
née --| 33,269, 505, 721. 00 157, 028, 000 211. 87 - 528 
1953 ; _..| 86, 783, 850, 714. 00 159, 636, 000 230. 42 - 52! 

1954 36, 919, 986, 858. 00 162, 417, 000 226. 32 . 527 
DOOR. zich. daca ete : : _...| 86,989, 678,132.00 | 165,270,000 223. 81 . 521 
St ctekcenssenstiahiecosiieeni oth : _...| 41,670, 881,000.00 | 168, 174,000 247.77 . 494 


THE FAMILY 


The collectivist putsch of the past generation has focused much of its fury 
on the family. There can be no greater threat to a bureaucratic apparatus 
than that institution known as the family. The attack of the apparatus upon 
the family has been prosecuted on every front. There has been the leveling 
down of morals through exaltation of sex and the ridiculing of moral principles 
largely carried on from Hollywood through the movies. There has been the 
brainwashing by the thought-control system using TV, radio, movies, press 
associations, the press, and the Federal Government, not to stress the gullible 
collaborationists who join hands with such forces to influence those in their 
respective orbits. There has been the slick and subtle ridicule of “father” and 
other primary elements of the family. There has been the steady pressure to 
build up tax penalties on the family to undermine its economic basis and to 
penalize its use as an economic pattern. How many items in the Internal Reve- 
nue Code obviously and blatantly proclaim the pulling down of the family by 
penalizing basic features and practices of a family system? 

Here again we see that this sprawling octopus, the income tax, far more 
than a device of taxation. It is as though germ warfare had been developed to 
the point where cancer could be generated in the bodies of the hated worker, 
earner, saver, stockholder, or capitalist, and thus assure the weakening and 
ultimate disappearance of the family with its threat to the bureaucratic 
“apparat.”’ 

COMPETITION 


With competition the cornerstone of a system of freedom, we find that the 
subversive effect of the income tax extends beyond what we normally consider 
to be the field of taxation. Because it prevents or limits capital integration by 
skimming the cream off risk capital, it automatically takes the ammunition away 
from competitors. A vicious discriminatory progressive income tax may pro- 
vide a release for the emotions and envy of the moron, but it at the same time 
so operates as to undermine the life process upon which said moron is dependent. 
Of course, he doesn’t know it, but that makes no difference. The price he pays 
for the temporary flush of an emotional release is permanently reduced well- 
being and shorter life. 

It is as though the rainfall pattern were the key to societal and governmental 
forms. The tradition of freedom formed in the presence of or in contemplation 
of sufficient income has been taken for granted, as might be sufficient rainfall 
and water. However, an income tax, like a hydraulic society, may lead to out- 
right slavery. It establishes and maintains the same “apparatus,” means the 
state bureaucracy. Gradually the bureaucracy becomes stronger than society, 
which is slowly plowed under by the autocratic dictates of a special bureaucratic 
class. State power, not private property, is the enemy of the individual, the 
workingman, the society, and all life. 

It is not far from primitive Asiatic hydraulic despotism to the income tax 
and war despotism of today and the atomic despotism of tomorrow. Whatever 
provides the opportunity for a large bureaucratized complex naturally reduces 
or removes opportunity, competition, and freedom, and moves a society back 
again toward slavery. 








' 
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A FREE MARKET 


The cornerstone of a system of freedom is a free market. Through it the 
creative economic functions of man and society are expressed; supply is organ- 
ized and allocated to articulated demand. 

The vitality of a free market is a controlling factor in determining the relative 
percentage of freedom that a people may enjoy in contrast with the relative 
degree of coercion to which they must submit. Anything which tends to reduce 
this Vitality by freezing different features of the processes involved in balancing 
supply and demand naturally subtracts from the potency of a free market. 

An income tax is the kiss of death from the standpoint of a free market. It 
reduces, suppresses, and eliminates vitality. It not only increases the overhead 
burden in the form of governmental costs and reduces the proportion of the 
income that remains in the control of the individual, but interferes with the 
interplay of creative processes and the delicate adjustments involved in relating 
supply and demand. 

The kind and degree of freedom in a free market is mainly determined by the 
extent to which tax reasons cause or prevent economic action. Whenever a 
tax must be thought about before economic action is taken, it has ceased to be a 
tax and has become an indirect device of control. Strictly speaking, a tax cannot 
honestly be labeled a tax if it has an effect which results in first consideration 
accruing to the tax as an omission or commission factor in the thought and 
action of the taxpayer. 

From the foregoing point of view the income tax can carry the word “tax” 
less logically and honestly each day because each day it becomes a more im- 
portant consideration in preventing action and impairing enterprise on the part 
of taxpayers in the United States. 

Naturally a blind bureaucracy will never face up to the facts of life from the 
standpoint of recognizing the point of diminishing returns in a tax policy or 
system. Bureaucracies are always blind. They are so blind that they expect 
to be able to affix a ball and chain to the members of an economic system and then 
have that system grow as well as increase in vitality. The fact that the common 
level of understanding has not advanced far enough among the people to see 
that normal life processes are impaired, of course, aids and abets a blind bureau- 
cracy. There is a point of diminishing returns which applies to them also, and 
it is the point where their psychology becomes primarily that of a tax eater. This 
is the point where they sink to the level of a parasitic bureaucracy, meaning 
one in which their functioning is an end in itself and less a means to the ends 
of those they are supposed to serve. 

In the United States the degenerative processes have now moved to the point 
where roughly it may be said that we have 35 percent freedom and 65 percent 
coercion. This is a far cry from a real system of freedom in which roughly the 
percentages could not be more than 15 percent coercion and 85 percent freedom. 
Of course, it was not until the cancer of an income tax created the Frankenstein 
of a Federal bureaucracy that these percentage relationships went haywire. 

The spearhead of the attack of the intellectuals on private capitalism during 
the past generation in which they used socialism for the purpose has had to be 
the income tax. The camouflage which they relied upon the divert the attention 
of the people from this fact has been chiefly the criticisms and attacks on private 
eapitalism having to do with monopoly, concentration of economic power, union 
busting, and similar diversionary shibboleths of left-wing character. 

The guilt complex of private capitalists and their failure to take the initiative 
against the psycho-semantics of the past generation has also been registered in 
the fundamental transition away from a truly free market which has taken 
place. Industry after industry and price structure after price structure have 
been upset in their equilibrium as a result of the tampering which has come 
from the ignorance and insanity of intellectuals, politicians, and bureaucrats. 
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More, always more—Federal taw take for 57 years 


{In millions of dollars] 





Income tax 
| Total tax 
| Corporation take 
| Individual and excess 
profits 
| 
1901-10 $21 $5, 940 
1911-20 $10, 039 | 20, 969 
1921-30 __- 21, 679 | 41, 879 
1931-40 __- ; = 7, 624 8, 762 | 41, 449 
1941-50__- 405 103. 967 | 357, 513 
1951__. 365 14, 388 | 53, 369 
1952 29, 880 21, 467 | 67, 999 | 
1953__._. J pat 2, 768 21, 595 | 72, 649 
1954__. sents slpiiatbs Heads de dhl , 383 21, 523 | 73, 173 
so bnctavivuceagae ties oa scadeabiteaee 2 | , 650 18, 265 | 69, 454 
i... ee cakess | 337 21, 297 | 78, 796 
Crees Be eT ee 500 21, 500 | 82, 360 
Pebtl.<csubiihe Ol 659, 415 965, 550 
1901-57 | 
Excise taxes | ea ee. Tt Nkeetbaate, 
Customs SRM, ts inl? Beciteebeedtel 
Estate and gift taxes Daath twabthed | 10m ti(i‘t | CO eeectinnet 
Employment taxes_.......-- tie | GLIWe 8 fn cwemguionnits 
Miscellaneous receipts. ..-.-..- 51, 625 needs 
oe a an nas 
WU. «ct deli Cescnn cate Meas iccoleraniaciieemutaad | 2 965, 564 Daas 


1 Estimated 
2 Items do not add up the grand total because of rounding. 


Source: Facts and Figures on Government Finance, 9th edition, Tax Foundation, 








| 
| 
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Political brokerage—Federal taz collections versus payments to States 


{In thousands of dollars] 





Taxes paid by 
each State for 


| Federal tax | Federal pay. | 

ments to every $1 re- 
| 
| 


collections | 















from States ! | States 2 turned by 

j | Washington 

| ; | 
Reena. -.-<-s-- $382, 124 | $263, 913 $1. 45 
Arizona... -. = ~ ; 163, 110 | 68, 378 2. 39 
Arkansas.- --_-_- ; : 159, 039 | 158, 693 1.00 
California__._____- | 5, 356, 963 | 746, 831 787 
Colorado-....--- back j 630, 734 | 168, 934 | 3. 7% 
Connecticut. - -- ; ; ia | 1, 294, 672 | 108, 373 | 11.95 
SI xcept toes 7 905, 493 25, 294 35. 80 
Florida ------- . 679, 615 201, 639 | 3. 37 
CL. oceans sabes one 7 . 704, 639 300, 106 | 2. 35 
RR ie stchindh pace ads ass | 107, 414 | 58, 912 1, 82 
RRR SS SR 5, 784, 811 | 463, 790 12. 47 
Indiana... catees is seep toaslaeeeerace | 1, 607, 775 161, 398 | 9. 96 
Towa... -_-- os abt i 530, 865 161, 013 3. 30 
SN - bands Sos fama | 505, 979 | 109, 631 4. 62 
Kentucky - ----- | 1, 335, 529 | 149, 003 8. 96 
Louisiana.___- | 544, 661 309, 561 | 1. 76 
Maine_. Be ae | 171, 409 | 45, 631 3. 76 
Maryland and District of Columbia - - 1, 916, 563 | 199, 923 | 9, 59 
Massachusetts | 1, 911, 799 | 276, 820 6. 91 
Michigan. | 6, 123, 943 | 362, 909 | 16. 87 
Minnesota. _- | 1, 065, 847 | 196, 351 | 5. 43 
Mississippi- - - -- | 140, 579 200, 951 | . 70 
Missouri... 1, 779, 824 | 314, 012 | 5. 67 
Montana....___-- 117, 374 | 48, 937 | 2. 40 
Nebraska_ | 411, 706 | 98, 919 4.16 
Nevada..------ | 84, 830 28, 949 | 2. 93 
New Hampshire 125, 438 | 31, 021 4. 04 
New Jersey 2, 069, 576 225, 712 | 9.17 
New Mexico-- . 106, 908 | 70, 945 | 1.51 
New York _ ; 13, 180, 953 | 800, 610 | 16. 46 
North Carolina. 1, 550, 839 | 212, 856 | 7. 29 
North Dakota - 64, 346 | 36, 991 | 1.7 
Ohio-- ‘ 4, 734, 326 | 442, 947 | 10. 69 
Oklahoma. - . 628, 701 | 231, 915 | 2.7 
Oregon d 430, 016 108, 513 | 3. 96 
Pennsylvania. | 5, 351, 691 | 711, 132 | 7. 53 
Rhode Island. ' 298, 041 | 46, 817 | 6. 37 
South Carolina--. sod 254, 160 | 139, 316 1. 82 
South Dakota | 40, 011 1.79 
Tennessee _ . : 310, 231 | 1.65 
Texas_._- : ; , b | 2, 25 | 653, 791 | 36 
eae ; 73, 004 | 07 
Vermont.._- 35, 396 | 16 
Virginia 1, 107, 392 | 10. 01 


162, 917 


i 
Washington State_____ ; | 





West Virginia____ . | | 84, 036 | 51 
Wisconsin. . -- te | 179, 552 27 
Wyoming... | 38, 612 48 


| HN eSrye 
oe 
x 


Total. xm 69, 783, 816 | 9, 972, 588 | 


= 


1 Including social security. 
2 Aids and grants, shared revenue, regular appropriations. and social security payments to citizens in 
that State. 


Fiscal year 1954. Source.—Treasury Department, Census Bureau, Social Security Board, State fiscal 
reports. 


THE TAX PROPHECY THAT'S COME TRUE 


Speech by Senator Harry Byrd's father, Richard E. Byrd, Speaker of the 
Virginia House of Delegates, on March 3, 1910 

It (the 16th amendment) means that the State must give up a legitimate and 
established source of revenue and yield it to the Federal Government. 

It means that the State actually invites the Federal Government to invade its 
territory, to oust its jurisdiction and to establish Federal dominion within the 
innermost citadel of reserved rights of the Commonwealth. 

This amendment will do what even the 14th and 15th amendments did not 
do—it will extend the Federal power so as to reach the citizen in the ordinary 
business of life. A hand from Washington will be stretched out and placed 
upon every man’s business; the eye of a Federal inspector will be in every man’s 
counting house. 
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The law will of necessity have inquisitorial features, it will provide penalties. 
It will create a complicated machinery 

Under it businessmen will be hauled into courts distant from their homes. 

Heavy fines imposed by distant and unfamiliar tribunals will constantly 
menace the taxpayer. 

An army of Federal inspectors, spies, and detectives will descend upon the 
State. They will compel men of business to show their books and disclose the 
secrets of their affairs. They will dictate forms of bookkeeping. They will 
require statements and affidavits. On the one hand the inspector can blackmail 
the taxpayer and on the other, he can profit by selling his secret to his com- 
petitor. 

When the Federal Government gets a stranglehold on the individual business- 
man, State lines will exist nowhere but on the maps. Its agents will everywhere 
supervise the commercial life of the States. I am not willing by any voluntary 
act to give up revenue which the State of Virginia herself needs, nor to surrender 
that measure of States rights which was, and the construction of the Federal 
courts have permitted to remain. 

Virginia did not ratify the 16th amendment. 

Mr. Lez. After hearing several of the other witnesses here, I know 
that you gentlemen are confronted with quite a problem because you 
had much conflicting testimony. The testimony, which I give you 
today, I feel is just as important as that given by the other witnesses 
who appeared here. ; 

I have arrived at certain conclusions and the organization which I 
represent has arrived at the same conclusion. We are worried when 
we see our Government with an excessive, unlimited tax program. 
We are worried about the fact that our Government is continually 
giving away all over the world, our resources and our assets. And 
we are worried because we feel that no group of people or any govern- 
ment can continue the process of unlimited taxation and the giving 
away of these resources without eventually getting in trouble. 

We are of the opinion that today this Nation is bordering on a 
depression. We feel that it is brought about by this giveaway pro- 
gram, taking away of the earnings of our people. Unless ioe oe 
is done about it, this Nation will have an economic collapse that wil 
be far more dangerous than any outside enemy. ; 

We realize that a lot of this is based on fear. When the Russians 
put their satellite in the air there was a feeling that we immediately 
had to appropriate more money, in spite of the fact that people are 
having trouble paying their living costs and their tax bills. We feel 
that the Government has not been exactly fair with the people because 
for example we note that a Hoover Commission report was filed with 

_ the Congress some years ago in which it was pointed out, after careful 
investigation, that this Government could reduce waste and duplication 
in Government from 5 to 10 billions of dollars. If the Government 
wanted to show the good faith that it requires from its citizens, the 
Government should adopt this report. 

It would then have money with which to help the satellite program. 
It would also have money with which it could make some kind of a 
payment on the national debt. And it would have some money with 
which it could give the needed tax relief that the people of this Nation 
must have, 

We believe that the power to tax is the power to destroy. We are 
under the impression that that is what is occurring to this Nation 
today. 

After having a considerable amount of experience in Government, 
I have come to this conclusion: That Government is human. It is 


| 
| 
| 
| 
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exactly like an individual. It is exactly like a corporation. When a 
corporation has a monopoly and it has unlimited funds, it wastes 
money; whenever an individual has too much money, he wastes the 
funds. Government is exactly the same. As long as any branch of 
the Government can continue to take money away from its people, it 
is going to continue to create programs that the people do not need 
and it is going to continue to waste money. 

When the Government has so much power—the unlimited power to 
tax—and it reaches a certain position in its taxing program, it will 
never reduce anything. It becomes impossible because we create with 
big Government organized minorities who gain in power and who are 
able to sell our legislators, and I condemn no one. ; 

I say that we are all human. When we are confronted with this 
pressure from organized minorities the tendency is to listen and go 
along. Itisa human weakness that exists in all of us. 

T make a plea to the Congressmen and I say this because Congress 
is the only place that the people have any hope whatsoever. I make 
a plea to you gentlemen that you consider one way to cure this pro- 
gram and that is by the elimination, the complete elimination, of the 
personal income tax which would mean the outright repeal of the 
16th amendment. 

I know that brings up many problems. People say, “Where is the 
Government going to get the money to operate on?” I make this state- 
ment and I have no hesitation in making it. I think it can absolutely 
be proved that in practically every branch of the Federal Government 
at least 50 cents of every dollar is wasted. 

I do not think you would have any trouble proving that at all. I 
think you could prove it in the Air Force, the Army, the Navy and 
practically every branch of Government. 

I think the same thing pretty much would apply in my own State. 

I know that Government can be run with less money. The reason 
I advocate this repeal is because the income tax has made it necessary 
for Congress to grant powers to an appointive official—someone over 
whom the public has absolutely no control whatsoever. You granted 
powers to these people that are in violation of the Constitution of the 
United States. I can namea number of them. 

One of them is the income tax collector who holds you guilty and 
makes you prove your innocence, contrary to the Constitution. An- 
other one is that this individual has been given powers that no Con- 
gressman, Senator, President, or sheriff, or any elective official has. 
He can enter your private premises and demand your private prop- 
erty without due process of law. I know what this is. The Constitu- 
tion also provides that the Government cannot levy unreasonable fines 
or penalties and yet the Congress has granted, in my opinion, the 
unlimited power to levy unreasonable fines and penalties. 

You have also granted authority for the income tax collector to 
compel a businessman to collect this money under a withholding tax, 
which is also contrary to the Constitution. And I have found that 
within the last few years it is impossible for a citizen or the governor 
of a State to appeal to the courts and get any of these questions heard. 
That is how completely our form of government has changed. We are 
heading toward an all-powerful central government which is detri- 
mental to the freedom of the people of this Nation. 
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The only hope that we have to free the American people is to get 
rid of this income tax. I see only two arguments that have ever been 
arguments for the income tax. One is that the Government needs 
money. I contend that the Government has ample money for the 
necessary functions of this Government with what they would have 
left after the personal income tax is repealed. F 

The other argument I have heard is that we have to make the rich 
pay. This tax is no longer a rich man’s tax. It is a poor man’s tax. 
Eighty percent of this tax is paid by the little man who makes $6,000 
a year and under, On top of | that, every time that individual goes to 
the grocery store or goes to buy anything else, 25 percent of every 
dollar he spends goes to help pay somebody else’s taxes and usually 
some rich man’s taxes. Actually we have today fewer mey in the 
$100,000-a-year bracket in proportion to our population than we had 
years ago, as shown by my record there. If you attempted to run the 
Federal Government on the incomes of people who received $50,000 a 
year and up, you could run this Federal Government for 114 days. 
This is no deer a rich man’s tax. It is a poor man’s tax and we 
are killing the initiative of the American people. We are destroying 
the freedom of the people and destroying the sovereignty of the States. 
That is what is happening to a Government that has been the ideal 
of free peoples all over the world and I know of no place to go except 
Congress when I say this to you: 

We don’t ask Congress or the American people don’t ask Congress 
to repeal this, because you cannot repeal it. All in the world that we 
ask you to do is to give the American people the right to vote upon it. 
Certainly no one can find anything wrong with an argument that the 
people should be presented the right to vote upon it. 

That is all that we can do. We ask that you give this serious 
thought. 

I have furnished you with considerable information in my longer 
statement filed today. This is an immoral tax. It is an evil tax, 
granting powers to these people to destroy their enemies and protect 
their friends and it has been going on for years. If they don’t like a 
man politically, it is used to destroy him. If they like him he can 
settle his tax return. These are powers that no appointive official 
should have. We ask you men who are elected by the people to pro- 
tect our people from such unfair processes. I can assure you we 
will have a better Government when we get rid of that tax. We will 
relieve you of the burden of a lot of pressure groups who come up 
continuously and get something that they are not rightfully entitled 
to at the expense of the rest of us. 

We will get this Government back in the hands of the people. 

I hope I have made myself clear. 

Thank you for your time. If you have any questions I will cer- 
tainly be glad to answer them. 

The Cuamman. Governor Lee, we thank you, sir, for coming to the 
committee and giving us the benefit of your views. 

Are there any questions? 

If not, sir, we thank you again. 

That concludes the call of the calendar for today and without objec- 
tion the committe adjourns until 10 o’clock in the morning. 

(Whereupon, at 5:25 p. m. the committee was recessed, to reconvene 
at 10 a.m., Tuesday, February 4, 1958.) 
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(Advisory Group’s Reports on Subchapter C (Corporate Distri- 
butions and Adjustments) ; Advisory Group’s Reports on Sub- 
chapter J (Estates, Trusts, Beneficiaries, and Decedents) ; 
Advisory Group’s Reports on Subchapter K (Partners and 
Partnerships); Small Business; General Discussions) 


TUESDAY, FEBRUARY 4, 1958 


Hovse OF REPRESEN'TATIVES, 
CoMMITTEE ON Ways AND Means, 
Washington, D.C. 


The committee met at 10 a. m., pursuant to recess, in the committee 
room, New House Office Building, Hon. Wilbur D. Mills (chairman) 
presiding. 

The Cuatrman. The committee will please come to order. 

Our first witness this morning is Senator Sparkman. Senator 
Sparkman has not arrived as yet, and we call our colleague, the Hon- 
orable Emmet F. Byrne. Although we know you quite well, for 
purposes of this record will you identify yourself by giving your 
name, address, and the capacity in which you appear ? 


STATEMENT OF HON. EMMET F. BYRNE, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF ILLINOIS 


Mr. Byrne. I am Congressman Emmet F. Byrne, representing the 
Third District of Illinois. 

The Cuarrman. You have introduced several bills, Mr. Byrne, and 
without objection your bills will be included in the record. 

(The bills are as follows:) 


(H. R. 5194, 85th Cong., 1st sess.] 


A BILL To amend the Internal Revenue Code of 1954 to increase the amount of the personal 
onemnasien to which a taxpayer is entitled with respect to a spouse or dependent who is 
a student and whose educational expenses are paid by such taxpayer 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That (a) section 151 (b) of the Internal 
Revenue Code of 1954 (relating to personal exemptions for taxpayer and spouse) 
is amended by striking out “and an additional exemption” and inserting in lieu 
thereof “and (except as provided in subsection (f)) an additional exemption.” 

(b) Section 151 (e) (1) of such Code (relating to additional exemption for 
dependents) is amended by striking out “An exemption” and inserting in lieu 
thereof “Except as provided in subsection (f), an exemption”. 

(c) Section 151 of such Code is further amended by adding at the end thereof 
the following new subsection : 

“(f) INCREASE IN AMOUNT OF CERTAIN EXEMPTIONS WHERE SPOUSE OR DEPEND- 
ENT Is A STUDENT.—The amount of any exemption otherwise allowed the tax- 
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payer for the taxable year with respect to his spouse under subsection (b) or 
with respect to a dependent under subsection (e), if such spouse or dependent 
is a student (as defined in subsection (e) (4)) at an educational institution 
(other than a public school) which imposes tuition and other charges and is 
accredited by the accrediting agency of a State or Territory or by a regional 
accrediting agency, and if the taxpayer pays over half of the educational expenses 
incurred by such student during the calendar year in which such taxable year 
begins, shall (in lieu of the amount of such exemption as provided in such sub- 
section (b) or (e)) be— 
“(1) ELEMENTARY scHoor.—$700 if such spouse or dependent is enrolled 
in any of the first eight grades: or y 
“(2) Hien scnoor.—$800 if such spouse or dependent is enrolled in the 
ninth, tenth, eleventh, or twelfth grade; or 
“(3) COLLEGE AND GRADUATE SCHOOL.—$1,100 if such spouse or dependent 
is enrolled at any level higher than the twelfth grade. 
The grade in which any such spouse or dependent is enrolled shall be determined 
as of the close of the calendar year in which such taxable year begins. For 
purposes of this subsection, the term ‘educational expenses’ includes expenses of 
tuition, books, customary fees and charges, uniforms, and (in the case of a spouse 
or dependent attending an educational institution away from home) transporta- 
tion, board, and lodging, and any other expenses necessarily incurred in or 
incident to the effective pursuit, of an education at such institution.” 
Sec. 2. The amendments made by the first section of this Act shall apply only 
with respect to taxable years beginning after December 31, 1956. 


[H. R. 7127, 85th Cong., 1st sess.] 


A BILL To amend the Internal Revenue Code of 1954 to increase the amount of the personal 
exemption to which a taxpayer is entitled with respect to a dependent who is a student 
and whose educational expenses are paid by such taxpayer 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That (a) section 151 (e) (1) of the Internal 
Revenue Code of 1954 (relating to additional exemption for dependents) is 
amended by striking out “An exemption” and inserting in lieu thereof “Except as 
provided in subsection (f), an exemption”. 

(b) Section 151 of such Code is further amended by adding at the end thereof 
the following new subsection : 

“(f) INCREASE IN AMOUNT OF EXEMPTION FOR DEPENDENT WHERE DEPENDENT 
Is A StupENT.—The amount of any exemption otherwise allowed the taxpayer 
for the taxable year with respect to a dependent under subsection (e), if such 
dependent is a student (as defined in subsection (e) (4) at an educational 
institution and the taxpayer pays over half of such dependent’s educational 
expenses during the calendar year in which such taxable year begins, shall (in 
lien of the amount of such exemption as provided in subsection (e)) be— 

“(1) ELEMENTARY scroor.—-$700 if such dependent is enrolled in any of 
the first eight grades; or 
“(2) Hien scnoor.—$800 if such dependent is enrolled in the ninth, tenth, 
eleventh, or twelfth grade; or 
“(3) COLLEGE AND GRADUATE scHOOoL.—$900 if such dependent is enrolled 
at any level higher than the twelfth grade. 
The grade in which any such dependent is enrolled shall be determined as of the 
close of the calendar year in which such taxable year begins. For purposes of 
this subsection, the term ‘educational expenses’ includes expense of tuition, books, 
customary fees and charges, uniforms, and (in the case of a dependent attending 
an educational institution away from home) transportation, board, and lodging, 
and any other expenses necessarily incurred in or incident to the effective pursuit 
of an education at such institution.” 

Sec. 2. The amendments made by the first section of this Act shall apply only 

with respect to taxable years beginning after December 31, 1957. 


Mr. Byrne. Mr. Chairman and members of the Ways and Means 
Committee, it is a privilege to appear before you gentlemen on this 
cold morning in Washington, and I appear in behalf of two bills 
which were submitted within the 1st session of the 85th Congress. IT 
refer to H. R. 5194, and H. R. 7127. 
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Both of these bills afford relief to the heavy tax burden on parents 
today, I believe. 

In the first bill, H. R. 5194, the salient elements relative to this pro- 
posed legislation have to do with parents who have children attending 
private or parochial schools. 

In the area that I represent, the southwestern part of Chicago, when 
I refer to parochial schools, 1 refer to schools of all religious denomi- 
lations and private schools. 

I have in mind schools in my area such as the Morgan Park Milita 
Academy, which is a high school, the Loring School for Girls, whic 
is a private school for girls that is nondenominational, and schools of 
the elementary character as distinguished from public schools. 

In an area such as I represent, and in all parts of Chicago and ad- 
jacent counties, there are schools of the type that I speak of. My 
proposal is that the deduction of the head of a household who has a 
child be increased from $600 to $700, and in the instance where a child 
is attending a parochial or private high school that that deduction be 
increased from $600 to $800. In the instance of one attending a col- 
lege, it would be increased from $600 to $1,100. 

Now, in the Chicago area—and it is comparable in other sections 
of the United States of America—some figures might be of interest. 

In what is called the diocese of Chicago, for instance, as far as one 
particular religion is concerned, the Catholic religion, there is in 
that area some 415 elementary schools, 91 high schools, and 6 colleges. 
The enrollment at this time in those schools is some 329,566. 

In the same area, too, as a comparative figure on the public schools 
as distinguished from the private schools or parochial schools, you 
have a number somewhat comparable to that. The total enrollment in 
the public schools is some 411,097, as contrasted to the number that 
I have just outlined. 

In pulses to the religion that I have mentioned so far in my re- 
marks, there are parochial schools divided among some 6 or 8 other 
religions that total 212 schools in the Illinois area, and a total of 
some 23,962, 

Some people might suggest that there are schools in an area such 
as Chicago, the public schools, and if a person does not avail them- 
selves of those schools, they are entitled to no type of reduction in 
taxes of any kind. 

But in the area that I represent, and all of Chicago and in Cook 
County, an interesting analysis of the tax rate, I think, might serve 
a good purpose. 

In that area, for instance in the year 1955—we are always 1 year 
behind on the spreading of the assessment and I do not have the later 
breakdown of the tax rate, but it is somewhat comparable to this al- 
though it is somewhat higher—here in the Cook County area there is 
a tax made upon each $100 of taxable property. In other words, for 
each $100 of assessed valuation in the year 1955, the tax rate was 
$3.618. 

That is divided up in the Chicago park district, where it is 0.3442, 
and the city of Chicago is 1.838, and the sanitary district, which takes 
care of some 96 or 98 percent of the private and industrial waste, has 
a tax of 0.288. The forest reserve, which is a pore area, is 0.40. The 
county part of the tax, outside of the city of Chicago but within Cook 
County, is 0.264. For Chicago schools it is 1.324. 








3004 GENERAL REVENUE REVISION 


In other words, the Chicago school tax as compared with the total 
tax of 3.618 would be approximately 30 cents out of every dollar paid 
in taxes, 

As a man with a family, I have been familiar with this situation 
for a long time, and as the record shows, I only arrived as a Congress- 
man in the 85th Congress. The two bills that I have spoken of were 
submitted in the first session. 

Needless to say I could not introduce a bill before I got here. So I 
introduced them as soon as I did get here. I was a little bit impelled 
in the presentation of these bills by my own personal experience. 

My thought is that in times such as these, when we are giving so 
much attention to missiles and things that have to do with the protec- 
tion of our country but deal out elements of destruction, it seems to me 
that the fathers and mothers of America ought to be given some con- 
sideration when, to me, they are the backbone of America. 

I was not exactly a boy wonder when I got married. I was 30 years 
of age. But after that age I acquired eight children. Prior to the 
time I became a Congressman I had educated 3 of them in college here 
in Washington, D. C., and when I arrived here I had 2 in college 
right here in the Nation’s Capital, and looking back of me, just like 
these fine young men and young women who are here today in this 
beautiful committee room, I have others that are coming along toward 
college. 

It will be late, of course, for me to get any relief as far as I am 
concerned, but I think the mothers and fathers who have children in 
ere school and in the high school and college are entitled to a 

reak. 

Now, today, the future is bright for the aged and for those who will 
be reaching 65 within a few years. The individual reaching 65 has 
social security, a company pension in many instances, and $1,200 
personal exemption from Federal income tax. He has no tax to pay 
on his pension, priority in getting low-cost housing, liberal tax reduc- 
tions for medical expense, and the privilege of earning up to a year 
in addition to any other pension or investment income without losing 
social security. 

If you compare this with the outlook for the young man and young 
woman just getting started—they have a family to raise in a period of 
high cost of living and obligations in the future—there are no breaks 
on his Federal and State income tax. He has liability for military 
service, he has steadily increasing social-security taxes on his pay, and 
he has the expense of providing his own insurance against sickness 
and disability since social-security pay is not available until he reaches 
50. 

It strikes me that that younger group is the type that today is 
entitled to some relief. The relief I speak of, I think, should be 
provided now. 

From some figures that were taken from the 1950 census in Chicago, 
and figures that were taken from the 1956 county and city data book 
as compiled by the Bureau of Census, the enrollment in Illinois in ele- 
mentary and secondary schools is some 440,103, which I believe I have 
already mentioned. 

But in 1949 the median income was $3,956, and half of the popula- 
tion was making more than that and half of them were making less. 
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It strikes me that the butcher, the baker, the man on the truck, the 
policeman, the fireman, the man in the office, the man in the factory, 
and here and there a professional man are entitled to some relief. 

In addition to the bill I have mentioned, I have introduced a bill, 
H. R. 7127. As distinguished from H. R. 5194, it differs in this 
respect : 

In this bill I suggest an additional tax benefit raising the amount 
from $600 to $700 with a child in grammar school, and for high schools 
from $600 to $800, and from $600 to $900 for a child in college for 
the head of a household regardless of where that child may be attend- 
ing school, whether it be in a public school, a private school, or a 
parochial school. 

You know back when I had some children in grammar school, and 
high school, I remember one occasion where I had 4 in high scool and 
2 in grammar scool. They were attending the Academy of Our Lady. 
The good nuns apparently had had fathers before me that had children 
of their own, and they devised a break where every third child got a 
free ride. Lo and behold, I had 2 in grammar school and 4 in high 
school. 

It looks like I stumbled into that one, and I thought that was a 
pretty good system. I did receive a break. Every third child got a 
free ride, and I had six of them there. But it did not last very long. 
They tore down the grammar school the next year, and one of my chil- 
dren graduated from high school and I was left with three there. The 
one who graduated from high school went along to college. 

To me the person such as I described, that father and that mother 
are entitled toa break. I think a good time to do it is right now. 

Any break you give the head of a household will be reflected, to my 
way of thinking, in the shoes that they buy, the food that they buy, 
and in the other necessities of life that are provided for that family. 

So I say, gentlemen, in closing, that this is a good time to help to 
build America, and to give an opportunity to the taxpayer, the father 
and mother of America. 

The CHairman. We thank you for coming to the committee and dis- 
cussing your two bills with us and giving us your ideas. 

Are ‘here any questions of Mr. Byrne? If not, we thank you, sir. 

Mr. Baxer. I want to compliment the gentleman from Illinois on a 
very fine statement, and thank him for making these very constructive 
recommendations and bringing them to the attention of the committee. 

Mr. Sapiak. I might add that each time I hear our distinguished 
colleague make a presentation here or before the floor of the House, 
the examples that he gives are very vivid and intimate ones, and they 
certainly show the necessity of the point which he is stressing. 

Mr. Byrne. Thank you very much, sir. 

The CaatrMan. Our next witness is our Senate colleague, Senator 
Sparkman. 

Senator Sparkman, although we know you quite well from your 
many years of service in the Senate and as our former colleague in 
the House, for purposes of this record will you identify yourself by 
giving your name, address, and the capacity in which you appear. 
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STATEMENT OF HON. JOHN J. SPARKMAN, A UNITED STATES 
SENATOR FROM THE STATE OF ALABAMA 


Senator Sparkman, Thank you, Mr. Chairman and gentlemen of 
the committee. I am John DPArRInAR, a member of the United States 
Senate from the State of Alabama, and chairman of the Senate Small 
Business Committee. 

Sitting beside me is Mr. Bill Erickson, counsel for the Small Busi- 
ness Committee. 

Mr. Chairman, I have two items that I want to present briefly to 
the committee this morning. One of them relates to tax relief for 
small business. The other relates to tax equity for orthopedically 
(lisabled taxpayers. If it is in order to present them at this time, 
will proceed, but I do not know whether you are taking it up by sub- 
ject or in just what manner it is being done. 

The Cuamrman. We will be glad to hear you on the two subjects, 
Senator Sparkman. 

Senator Sparkman. I will present, the one relating to disabled 
persons first, because it is very short. 

There have been several statements in recent months relating to a 
more equitable tax program. One statement was made by the late 
Congressman, and your distinguished chairman and predecessor, Hon. 
Jere Cooper, former chairman of the Ways and Means Committee, on 
September 11, 1957. 

n regard to the question of equal distribution of the tax burden, 
I have prepared this statement in behalf of a group particuarly af- 
fected by income tax inequity; that is, the orthopedically disabled 
taxpayers of America. 

This group in particular is in economic distress. To a large ma- 
jority, its members have very low incomes, but with the greatest ex- 
penses for services necessary to their livelihood. 

Let me enumerate a few of the imperative reasons for a revision 
of the Internal Revenue Code of 1954 to help these people. 

1. The physically handicapped wage earner in many cases is dis- 
ee against when he applies for a position. Often, therefore, 
he is foreed to become a marginal or submarginal worker by virtue 
of the fact that he must accept lower wages than his physically 
normal coapplicant would. 

2. The highest cost. of living index to date, due to inflation, has been 
a major factor in the further dissipation of already low incomes. 

3. The majority of disabled wage earners unable to use public 
transportation to and from work must stand the expense of hiring a 
taxicab. It would be unthinkable for an average normal person to 
take a cab to and from work at the cost of $15 per: week—the non- 
handicapped can use buses or subways to get to and from work—but 
the orthopedically handicapped are often compelled to use. this serv- 
ice due to their disabling condition. They cannot use the ordinary 
means of public transportation such as buses, subways, and so forth. 

4. Installation of hand controls and maintenance of automobiles 
purchased by some of the disabled, as defined in the transportation 
section of the Keogh bill, H. R. 1154, amount to a considerable sum. 

Yet, Federal Tax Court in Washington, D. C., on October 22, 1957, 
decided against a paraplegic who claimed deductions for transporta- 
tion expenses incurred by his use of a specially equipped automobile 
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necessary for the production of his income. Any businessman can 
rightfully deduct legitimate transportation expenses, as cabfares or 
automobile expenses, for production of income, when computing his 
income tax. The handicapped employee cannot make the same deduc- 
tions, even though disabled persons always have extraordinary ex- 
penses in connection with the production of income. Without a car 
or the use of taxis these disabled would have to become nonproductive 
and a welfare burden. 

5. Clothing bills mount as sharp-pointed braces and crutches tear 
through clothes. 

6. Inability to locomote necessitates the payment of higher rentals 
for ground-floor and elevator apartments. 

7. Life insurance, accident and health and automobile insurance are 
much higher for the handicapped, if, indeed, they are accepted as risks 
at all. 

Welfare authorities agree that a number of the physically handi- 
capped taxpayers live at subsistence levels. It is indeed amazing that 
these courageous persons do not seek public assistance which in some 
cases would aaendle provide them with a greater net income than they 
now receive as employees. 

The Keogh bill, H. R. 1154, and a companion bill I have introduced 
in the Senate have been recognized as a step forward in the solution 
of a pressing problem by a composite of American life: Veterans’ 
organizations, unions, farm, women’s, fraternal, medical, and civic 
groups are among them. 

A rehabilitation expert, Dr. Howard A. Rusk, presented a valid 
argument in favor of the principles of the Keogh bill, H. R. 1154, in a 
statement carried in the Sunday New York Times of November 10, 
1957, wherein he stated that the provisions of the bill were vital to the 
maintenance of the rehabilitated status of the orthopedically dis- 
abled taxpayer. It can be inferred from his article that relative 
financial security can be a continuance of the rehabilitation process. 

The $62,553,308 in additional exemption deductions saved by the 
orthopedically handicapped taxpayer in the bills introduced by: Con- 
gvessman Keogh and me would encourage those disabled employed at 
the present time to remain employed and would also give an incentive 
to severely handicapped to seek employment. 

Productive citizens make for a better society. The taxes paid by the 
above class of persons, if encouraged to remain employed, will more 
than compensate for the small temporary loss of income to the 
Government. 

Now, Mr. Chairman, if I may move to the small-business matter. 

At this time your task as the basic tax-writing group of the Congress 
is most. difficult. The country today is faced with increased revenue 
needs for the military, foreign, and economic programs. The present 
economic situation, in the eyes of some experts, requires a reduction 
of taxes as a spur to further development. 

On the other hand, no one is certain that inflation has been brought 
under control. No new tax programs may be proposed or, for that 
matter, the present system continued without seriously weighing these 
seemingly irreconcilable factors. 

| understand the difficult job that faces you, and as a member of 
the other body of the Congress, I must share in the ultimate responsi- 
bility for the outcome of this study. For these reasons, I would 
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not take your time unless I felt that I had facts worthy of your 
attention. 

Both Houses of Congress have long recognized the importance of 
independent small business by setting up select committees to watch 
over and foster this economic segment. Our free enterprise system 
could not have developed if there had not been opportunity for new 
and small concerns to grow and prosper. 

This group has provided the dynamism within the business com- 
munity. Unless opportunity for the new and small within the econ- 
omy is continued, our capitalistic system, and we have known it, is 
doomed. It is my belief that the Federal tax structure must be 
amended to avoid such a calamity. 

For some time many people, i in and out of Government, have con- 
cerned themselves with the question of the impact of Feder ‘al taxation 
on small and independent business. It was feared that many sections 
of the Internal Revenue Code had a discriminatory effect on smaller 
concerns. 

For this reason the Senate Small Business Committee decided to 
make a thorough study of the question. During the past year the 
study has been conducted, in part, through a series of 14 hearings 
across the country. 

Representatives of all forms of business and industrial enterprise 
were offered an opportunity to appear and present their views to the 
committee. Almost 300 witnesses gave oral testimony and an addi- 
tional 163 persons submitted statements for inclusion in the hearing 
record. This was by far the most thorough and far-reaching investi- 
gation of its kind ever undertaken. 

On Thursday of last week, the report of the Senate Small Business 
Committee on the findings of that study was submitted to the Senate. 
At the same time, on behalf of Senator Thye, the ranking minority 
member of the committee and former chairman of the committee who 
is with me this morning, by the way, and eight others members of 
the committee and myself, I introduced the small business tax adjust- 
ment bill of 1958. 

This proposed legislation is based on the findings and recommenda- 
tions of the tax report made by our committee. It is this report and 
bill which I wish to bring to your attention today. 

I am well aware of the constitutional prerogatives that belong to 
this committee and the House of Representatives, and that tax legis- 
lation must originate here. However, I thought that it was a good 
plan to introduce the bill, in order that members of the Senate and 
others might have the advantage of seeing what our recommendations 
are. 

The Cuarrman. Would you like to have it included in the record ? 

Senator SpARKMAN. Yes, and a little later T was going to ask you, 
without objection, to do that. 

The CuHatrrMan. Without objection, it will be included. 

Senator Sraggeman. I am not going to relate to you the findings 
or recommendations of the report or detail the sections of the bill. 
Instead I should like to offer to this committee a copy of the Senate 
Small Business Committee Report on the Tax Problems of Small 
Business, Senate fie No. 1287, and the small business tax adjust- 
ment bill of 1958, S. 3194, for ek use as you may make of them. 
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I would like for the bill to be incorporated. I do not ask that 
the report be, but I should like for you to have it in your committee 
files or for such use as you may wish to make of it. 

In addition, I should like to offer for this record my remarks on 
my floor of the Senate in which I briefly describe the sections of 

. 3194. 
The CuatrMan. It will be included in the record. 
(The documents are as follows :) 


{S. 3194, 85th Cong., 2d sess.] 


A BILL To amend the Internal Revenue Code of 1954 so as to establish an initial program 
of tax adjustment for small and independent business and for persons engaged in small 
and independent business 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That this Act may be cited as the “Small 
Business Tax Adjustment Act of 1958”. 


SEC. 2. DEDUCTION FOR ADDITIONAL INVESTMENT IN DEPRECIABLE 
PROPERTY OR INVENTORY. 

(a) ALLOWANCE OF DepucTION.—Part VI of subchapter B of chapter 1 of the 
Internal Revenue Code of 1954 (relating to itemized deductions for individuals 
ny is amended by adding at the end thereof the following new 
section : 


“SEC. 178. ADDITIONAL INVESTMENT IN DEPRECIABLE PROPERTY OR 
INVENTORY. 


“(a) GENERAL RULE.—In the case of any person engaged in a trade or business, 
there shall be allowed as a deduction, at the election of the taxpayer, for addi- 
tional investment in the trade or business made during the taxable year: 

“(1) 50 percent of so much of such additional investment as does not 
exceed $10,000 ; 

“(2) 30 percent of so much of such additional investment as exceeds 
$10,000 but does not exceed $20,000 ; and 

“(3) 20 percent of so much of such additional investment as exceeds 
$20,000 but does not exceed $30,000. 

“(b) LimiratTion.—No amount shall be allowed as a deduction under subsec- 
tion (a) which is attributable to additional investment in inventory property 
for the taxable year unless the taxpayer, in the election made pursuant to sub- 
section (d), claims the full amount allowable as a deduction under subsection 
(a) which is attributable to additional investment in depreciable property for 
the taxable year. 

“(e¢) DEFINITIONS.—For purposes of this section— 

“(1) ADDITIONAL INVESTMENT IN DEPRECIABLE PROPERTY.—The term ‘addi- 
tional investment in depreciable property’ means, with respect to any taxable 
year, the amount by which 

“(A) the adjusted basis of all depreciable property (as defined in 
paragraph (4)) used in the trade or business, computed as of the close 
of the taxable year and computed for the taxable year without regard 
to subsection (e) and without any adjustments under section 1016 (a) 
(2) (relating to adjustments to basis for depreciation allowed for the 
taxable year), exceeds 

“(B) the adjusted basis of all depreciable property used in the trade 
or business, computed as of the beginnig of the taxable year. 

‘“(2) ADDITIONAL INVESTMENT IN INVENTORY PROPERTY.—The term ‘addi- 
tional investment in inventory property’ means, with respect to any taxable 
year, the amount by which— 

“(A) the inventory value of all inventory property (as defined in para- 
graph (5)) of the trade or business, computed as of the close of the tax- 
able year, exceeds 

“(B) the inventory value of all inventory property of the trade or 
business, computed as of the beginning of the taxable year. 

(3) ADDITIONAL INVESTMENT IN THE TRADE OR BUSINESS.—The term ‘ad- 
ditional investment in the trade or business’ means, with respect to any tax- 
able year, the sum of— 
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“(A) the additional investment in depreciable property for the tax- 
able year, and 

“(B) the additional investment in inventory property for the taxable 
year. 

“(4) DEPRECIABLE PROPERTY.—The term ‘depreciable property’ means prop- 
erty used in the trade or business of a character which is subject to the 
allowance for depreciation provided in section 167. 

“(5) INVENTORY PROPERTY.—The term ‘inventory property’ means stock in 
trade and other property of a kind which is properly includible in inventory. 

“(d) ELectron.— 

“(1) WuHen mMAvE.—The election provided by subsection (a) shall, under 
regulations prescribed by the Secretary or his delegate, be made for any tax- 
able year within the time prescribed by law (including extensions thereof) 
for filing the return for the taxable year. Such election shall apply. only. 
to the taxable year with respect to which it is made. 

(2) ContTents.—At the time of making the election provided by subsection 
(a), the taxpayer shall, under regulations prescribed by the Secretary or his 
delegate, file a statement showing— 

*“(A) the amount of the deduction under subsection (a) which is al- 
lowable for additional investment in the trade or business made by him 
during the taxable year, and, if the taxpayer does not elect to take the 
full amount allowable, the amount of the deduction claimed for the tax- 
able year, 

“(B) the amount of the deduction claimed under subsection (a) which 
is attributable to additional investment in depreciable property during 
the taxable year, 

“(C) the amount of the deduction claimed under subsection (a) which 
is attributable to additional investment in inventory property during 
the taxable year, 

“(D) in respect of the amount described in subparagraph (B), the 
specific items of depreciable property acquired during the taxable year 
with respect to which adjustments to basis have been made under subsec- 
tion (e) and the amount of the adjustment made by the taxpayer for 
each such item, and 

“(E) such other information as the Secretary or his delegate may 
by regulation prescribe. 

(3) ELECTION IRREVOCABLE.—An election made under subsection (a) for 
any taxable year may not be revoked except with the approval of the Sec- 
retary or his delegate. The selection by the taxpayer of the items of 
depreciable property with respect to which adjustments to basis under sub- 
section (e) are made, and the amount of the adjustment for each such item, 
as shown in the statement filed under paragraph (3), may not be modified 
except with the approval of the Secretary or his delegate. 

“(e) ADJUSTMENTS TO BASIS.OF DEPRECIABLE PROPERTY.—The taxpayer. shall 
make proper adjustment to the basis of the items of depreciable property acquired 
during the taxable year, or to such of such items as he may select, in such amounts 
as will account for the amount of the deduction allowed under subsection (a) for 
the taxable year which is attributable to the additional investment in depreciable 
property for the taxable year, 

“(f7) Gary From Sate or ExcHaANcE or Deprectante Properry.—Gain from 
the sale or exchange of depreciable property in respect of which an adjust- 
ment to basis is made under subsection (e) shall, to the extent that the adjusted 
basis of such property is less than its adjusted basis determined without regard 
to any adjustment to basis made under section (e), be considered as gain from 
the sale or exchange of property which is neither a capital asset nor property 
described in section 1231, 

“(g) DECREASE IN INVENTORY VALUE.— 

“(1) INCREASE OF TAXABLE INCOME.—If— 

“(A) the taxpayer has elected to take the deduction allowed by sub- 
section (a) for any taxable year, and any part of the amount allowed 
as a deduction for such taxable year is attributable to additional invest- 
ment in inventory property, and 

“(B) at the close of any subsequent taxable year, the inventory value 
of the inventory property of the trade or business is less than the inven- 
tory value of the inventory property of the trade or business at the 
beginning of the first taxable year with respect to which the taxpayer 
elected to take the deduction allowed by subsection (a) any part of 
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which was attributable to additional investment in inventory property, 
increased by an amount equal to the sum of the amounts allowed as a 
deduction under subsection (a) for all prior taxable years which are 
attributable to additional investment in inventory property, and reduced 
by the sum of the amounts by which the taxpayer’s taxable income for 
all prior taxable years has been increased under this subsection, 

then the taxpayer’s taxable income for such subsequent taxable year shall, 

for purposes of this subtitle, be increased by the amount determined under 

paragraph (2). 

“(2) AMOUNT OF INCREASE.—The amount of increase in taxable income 
referred to in paragraph (1) is the lesser of the following: 

(A) the amount by which the inventory value of the inventory: prop- 
erty at the beginning of such subsequent taxable year exceeds the inven- 
tory value of the inventory property at the close of such subsequent 
taxable year, or 

“(B) the sum of the amounts allowed under subsection (a) as a deduc- 
tion in all prior taxable years which were attributable to additional 
investment in inventory property, reduced by the sum of the amounts 
by which the taxpayer’s taxable income has been increased under this 
subsection for all prior taxable years. 

“(3) SPECIAL RULE FOR APPLICATION OF SUBSECTION.—If the inventory 
value of the inventory property at the beginning of any. taxable year after 
the first taxable year for which the taxpayer has elected to take the deduc- 
tion allowed by subsection (a) any part of which was attributable to addi- 
tional investment in inventory property is less than the inventory yalue 
of the inventory property at the beginning of such first taxable year, then, 
for purposes of paragraphs (1) and (2), any subsequent taxable year for 
which the taxpayer elects to take the deduction allowed by subsection (a) 
any part of which is attributable to, additional investment in inventory 

property shall be considered as the first taxable year for which the tax- 
payer has elected to take the deduction allowed by subsection (a) any part 
of which is attributable to additional investment in inventory property. 

“(h) SALE on ExcHANGE OF THE TRADE OR BuUSINESS.—If a taxpayer who has 
elected for any taxable year to take the deduction allowed by subsection (a) ' 
sells, exchanges, or otherwise disposes of his trade or business— i 

“(1) the gain upon such sale, exchange, or other disposition shall be 
considered as gain from the sale or exchange of property which is neither 
a capital asset nor property described in section 1231 to the extent that 
the adjusted basis of depreciable property used in the trade or business on 
the date of such sale, exchange, or other disposition is less than its adjusted 
basis determined without regard to subsection (e), and 

“(2) the taxpayer’s taxable income for the taxable year in which such 
sale, exchange, or other disposition occurs shall be increased by the sum 
of the amounts allowed under subsection (a) as a deduction in all taxable 
years which were attributable to additional investment in inventory prop- 
erty, reduced by the sum of the amounts by which the taxpayer’s taxable 
income has been increased in all taxable years under subsection (g). 

“(i) TAXPAYER CEASING To ENGAGE IN TRADE OR BUSINESS.—If a taxpayer 
who has elected for any taxable year to take the deduction allowed by subsec- 
tion (a) ceases to engage in his trade or business, but does not sell, exchange, 
or otherwise dispose of the trade or business, such ceasing to engage in his trade 
or business shall, for purposes of subsection (h), be considered. as a sale of such 
trade or business and the last day on which the taxpayer engages in the trade 
or business shall be considered as the date of sale. 

“(j) SpecraL RULES FoR APPLICATION OF SECTION.-— 

“(1) More THAN ONE TRADE OR BUSINESS.—For purposes of this section, i 
if more than one trade or business is owned, directly or indirectly, by 
the same person or persons, all such trades or businesses owned by such 
person or persons shall, under regulations prescribed by the Secretary or 
his delegate, be treated as one trade or business. 

‘*(2) PARTNERSHIPS, TRUSTS, AND ESTATES.—The Secretary or his delegate 
shall prescribe regulations for the application of this section to partner- 
ships, trusts, and estates.” 

(b) TECHNICAL AMENDMENTS.— 


(1) The table of sections for such part is amended by adding at the end 
thereof 


a oe 


a SOE NESTED 


“See. 178. Additional investment in depreciable property or inventory. 
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(2) Section 63 of the Internal Revenue Code of 1954 (relating to defini- 
tion of taxable income) is amended by adding at the end thereof the fol- 
lowing new subsection : 

“(c) TaxaBLe INCOME RESULTING FROM DECREASE IN INVENTORY.— 

“(1) For conditions under which taxable income may be increased as a 
result of a decrease in the inventory of a trade or business, see section 
178 (g). 

“(2) For conditions under which taxable income may be increased upon 
the sale, exchange, or other disposition of a trade or business, see section 
178 ¢(h).” 

(3) Section 1016 (a) of such Code (relating to adjustments to basis) is 
amended by striking out the period at the end of paragraph (16) and insert- 
ing in lieu thereof a semicolon, and by adding after paragraph (16) the 
following new paragraph: 

“(17) in the manner and to the extent provided in section 178 (e), for 
amounts allowed as deductions under section 178 (a) which are attributable 
to additional investment in depreciable property.” 

(c) ErrectiveE Date.—The amendments made by this section shall apply to 
taxable years beginning after December 31, 1957. 


SEC. 3. VOLUNTARY RETIREMENT PLANS. 


(a) DEDUCTION FoR AMOUNTS PAID AS RETIREMENT DEPOSITS.— 

(1) Part VII of subchapter B of chapter 1 of the Internal Revenue Code 
of 1954 (relating to additional itemized deductions for individuals) is 
amended by renumbering section 217 as 218, and by inserting after section 
216 the following new section: 


“SEC. 217. AMOUNTS PAID AS RETIREMENT DEPOSITS. 


“(a) GENERAL RvuLe.—In the case of an individual (other than an individual 
described in subsection (e)), there shall be allowed as a deduction the amount 
paid by him within the taxable year as a retirement deposit, but not in excess 
of the amount computed under the provisions of subsections (b), (c) and (d) 
of this section. Amounts paid by an individual as a retirement deposit within 
four and one-half months after the close of a taxable year may, at the election 
of the taxpayer (made under regulations prescribed by the Secretary or his 
delegate), be treated as having been paid on the last day of the taxable year. 

“(b) Limrrations.—Except as provided in subsections (c) and (d), the total 
amount deductible under subsection (a) by any individual for any taxable year 
shall not exceed $1,000 or 10 percent of his adjusted gross income (computed 
without regard to the deduction allowed by subsection (a)), whichever is the 
lesser. 

“(c) Spectra, RuLe.—In the case of any individual who reached his fiftieth 
birthday before January 1, 1958, the annual limit on the amount deductible by him 
under subsection (a) shall be increased over that provided in subsection (b) by 
one-tenth for each full year of his age in excess of fifty and not in excess of 
seventy, determined as of January 1, 1958. The increased deduction under this 
subsection shall not apply to taxable years of an individual after the taxable year 
in which he reaches age seventy. 

“(d) Unvusep DepucTIon ADJUSTMENT.— 

* (1) ALLowance.—The limit on the amount annually deductible under 
subsection (a) as determined under subsections (b) or (c), as the case may 
be, shall be increased in the case of an individual having an unused de- 
duction by an amount equal to the excess, if any, of $1,000 over the amount 
deductible under subsection (a) without reference to this subsection, but not 
in excess of the taxpayer’s unused deduction adjustment. 

“(2) CompuTaTIon.—The unused deduction adjustments for any taxable 
year shall be the aggregate of the unused deduction carryovers. 

“(3) DEFINITION OF UNUSED DEDUCTION.—For purposes of this subsection, 
the term ‘unused deduction’ means the excess, if any, of (A) the amount 
which, if paid as a retirement deposit, could be deducted under subsection 
(a) by an individual during the taxable year, over (B) the amount so paid 
or treated as having been paid during such year. 

“(4) AMOUNT OF CARRYOVERS.—If for any taxable year beginning after 
December 31, 1957, an individual has an unused deduction, such unused 
deduction shall be an unused deduction carryover for each of the succeeding 
five taxable years. The entire amount of the unused deduction carryover for 
any taxable year shall be carried to the first succeeding taxable year. There 
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shall be carried to each of the other four succeeding taxable years only so 
much of such unused deduction carryover as was not availed of as a de- 
duction in one or more of the prior taxable years to which such unused 
deduction carryover may be carried. 

“(e) INDIVIDUALS TO WHom Section Dores Nor AppLy.—Subsection (a) shall 
not apply for any taxable year to an individual— 

““(1) who during the taxable year receives a payment under, 
“(2) in respect of whom during the taxable year a contribution is made or 
treated as having been made under, or 
“(3) who during the taxable year or any prior taxable year received a 
distribution of his interest in 
a pension or annuity plan of an employer qualifying under section 401 (a), or 
under section 165 (a) of the Internal Revenue Code of 1939. 

“(f) DEFINITION OF RETIREMENT Deposir.—As used in this ehapter, the term 
‘retirement deposit’ means a payment in money to a restricted retirement fund 
described in section 405 (a), or to a life insurance company (as defined in section 
801) as premiums under a restricted retirement policy. In the case of retire- 
ment deposits paid as premiums under a restricted retirement policy, if the 
policy provides for life insurance protection, that portion of such premiums which 
(under regulations prescribed by the Secretary or his delegate) is properly 
allocable to the cost of such life insurance protection shall not be deductible under 
this section. 

“(g) DEFINITION OF RESTRICTED RETIREMENT FuND.—For definition of ‘restricted 
retirement fund,’ see section 405 (a). 

“¢h) DEFINITION OF RESTRICTED RETIREMENT Poticy.—For purposes of this 
chapter, the term ‘restricted retirement policy’ means an annuity, endowment, 
or life insurance contract, or combination thereof, other than a term insurance 
contract, issued by a life insurance company on the life of an individual—— 

“(1) in which such individual has complete ownership and with respect 
to which such individual, in such form and manner as may be prescribed 
by the Secretary or his delegate, has notified the insurance company of his 
intention to deduct premiums from gross income pursuant to and subject to 
the limitations of this section and has had an endorsement to that effect 
entered thereon as provided in section 6047, and 

(2) which provides that it shall be nonassignable except as to the right 
of the insured (A) to designate one or more beneficiaries to receive the 
proceeds in the event of his death, or (B) to designate a joint, survivor, 
or joint and survivor annuitant effective upon his reaching age sixty-five. 

“(i) Cross RererENCcEs.—For amounts includible in taxable income with 
respect to retirement deposits, see sections 78 and 79.” 

(2) The table of sections for part VII of subchapter B of chapter 1 of the 
Internal Revenue Code of 1954 is amended by striking out 


“See. 217. Cross references.” 
and by inserting in lieu thereof the following: 


“See. 217. Amounts paid as retirement deposits. 
“See. 218. Cross references.” 

(3) Section 62 of the Internal Revenue Code of 1954 (relating to definition 
of adjusted gross income) is amended by inserting after paragraph (6) the 
following new paragraph: 

“(7) DEDUCTION OF AMOUNTS PAID AS RETIREMENT DEPOSITS.—The deduction 
allowed by section 217.” 

(b) ReETuRNS oF LIFE INSURANCE COMPANIES AND BANKS WITH RESPECT TO 
RESTRICTED RETIREMENT POLICIES AND FuNps.— 


(1) Subpart B of part III of subchapter A of chapter 61 of the Internal 
Revenue Code of 1954 (relating to information returns) is amended by 
adding at the end thereof the following new sections : 


“SEC. 6047. RETURNS OF LIFE INSURANCE COMPANIES WITH RESPECT 
TO RESTRICTED RETIREMENT POLICIES. 


“(a) INITIAL ReturNs.—Every life insurance company, upon receiving noti- 
fication from an individual of his intention, with respect to any contract issued 
by such company, to deduct premiums paid as retirement deposits pursuant to 
section 217, shall within 60 days thereafter endorse on such contract the words 
‘Restricted Retirement Policy Pursuant to Section 217 of the Internal Revenue 
Code of 1954’ and shall make a return in accordance with regulations prescribed 
by the Secretary or his delegate. 
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“(b) FurrHer Rerurn.—tThereafter, in the event that— 
(1) such a contract is surrendered for its cash value or assigned, or 
“(2) a nonforfeiture option under such a contract (other than reduced 
paid-up insurance) becomes operative, or 
“(3) any part of the cash value of such a contract is borrowed or advanced 
(other than borrowing or advance solely to pay a premium thereon, in an 
amount not in excess of one annual premium which is repaid in full within 
12 months following the due date of such premium) 
such company shall make a return in accordance with regulations prescribed by 
the Secretary or his delegate. 

“(c) Excertion.—The return provided for under subsection (b) shall not be 
required in the case of exercise by an individual of any cash, loan, or nonfor- 
feiture value to the extent it had accrued on such contract prior to the time 
it became a restricted retirement policy as defined in seetion 217 (h). 


“SEC. 6048. RETURNS OF BANKS WITH RESPECT TO RESTRICTED RE- 
TIREMENT FUNDS. 


“Every bank which becomes a trustee or custodian of a restricted retirement 
fund created pursuant to section 217 shall file such returns, in such form and 
at such times, as may be prescribed under regulations prescribed by the Secretary 
or his delegate.” 

(2) The table of sections for subpart B of part III of subchapter A of 
chapter 61 of the Internal Revenue Code of 1954 is amended by adding at 
the end thereof the following: 

“Sec. 6047. Returns by life insurance companies with respect to restricted retire- 
ment policies. 
“Sec. 6048. Returns by banks with respect to restricted retirement funds.” 

(c) RESTRICTED RETIREMENT FuNDs— 

(1) Part I of subchapter D of chapter 1 of the Internal Revenue Code of 
1954 (relating to pension, profit-sharing, stock-bonus plans, etc.) is amended 
by adding at the end thereof the following new section: 


“SEC. 405. RESTRICTED RETIREMENT FUNDS. 


“(a) For purposes of this chapter, the term ‘restricted retirement fund’ means 
a trust or custodian account established under a retirement plan for individuals. 
For the purposes of this section, the term ‘retirement plan’ means either a trust 
instrument creating a trust or a written agreement creating a custodian account 
for the exclusive benefit of the participating individual or individuals who are 
members of the plan for the purpose of investing and reinvesting, and of 
distributing to the respective members prior to the date they have reached age 
72, or to their beneficiaries (which term, whenever used in this section, includes 
the estate of the individual), the corpus, profits, and earnings of the trust or the 

assets of the custodian account, if under the plan— 
“(1) the interest of a member is nonassignable, except that he may have 

the right— 

“(A) to designate one or more beneficiaries to succeed to any interest 
in the trust or custodian account to which he may be entitled at his 
death ; 

“(B) in the case of a trust if the plan so provides, to direct the trustee 
to transfer his interest to a custodian account or to another trust to be 
designated by him, which is established pursuant to a retirement plan for 
individuals ; and 

“(C) in the case of a custodian account if the plan so provides, to direct 
the custodian to transfer his interest to a trust or to another custodian 
account to be designated by him which is established pursuant to a 
retirement plan for individuals ; 

“(2) the trustee or custodian is a bank (as defined in section 581) : and 
“(3) the trustee or custodian— 

(A) is authorized and directed under the trust instrument or agree- 
ment creating the custodian account to invest and reinvest the assets 
of the trust or account only in stock or securities listed on a recognized 
exchange (other than stock or securities in a corporation in which a 
member of the plan owns (including ownership attributed under section 
318 (a) (1)) more than 10 percent of the voting stock), bonds or other 
evidence of indebtedness issued by the United States, any State, Ter- 
ritory, or the District of Columbia or instrumentalities of any of the 
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foregoing, and stock in a regulated investment company meeting the 
requirements of section 851 ; 

“(B) is prevented under the trust instrument or agreement creating 
the custodian account from applying amounts paid into the fund as pre- 
miums on a restricted retirement policy containing insurance protection 
unless the insured pays so much of such premiums as is attributable to 
such insurance protection ; and 

“(C) is directed under the trust instrument or agreement creating 
the custodian account not to exercise any right to extended paid-up 
term insurance. 

“(b) For purposes of this chapter and of subtitle F (relating to procedures 
and information), a custodian account meeting the requirements of this section 
shall be treated as if it were an organization separate and apart from the mem- 
ber or members participating in the retirement plan under which it is estab- 
lished, and the income of the fund held in such custodian account shall be 
treated in accordance with the provisions of section 501 and shall not be-in- 
cluded in the income of such member or members or their beneficiaries except 
to the extent and in the manner provided in sections 78 and 79. 

“(c) The trustee or custodian shall be empowered to return any amount paid 
to the fund by a member in excess of the amount deductible under subsections 
(b), (e), and (d) of section 217 on satisfactory proof that it is in excess of such 
deductible amount.” 

(2) Subsection (a) of section 501 of the Internal Revenue Code of 1954 
(relating to exemption from tax of certain organizations) is amended to 
read as follows: 

“(a) EXEMPTION From TAxarion.—An organization described in subsection (c) 
or (d), section 401 (a), or section 405 (a), shall be exempt from taxation under 
this subtitle unless such exemption is denied under section 502, 503, or 504.” 

(3) The provisions of section 503 shall be applicable to a restricted retire- 
ment fund in the same manner that they are applicable in the case of a trust 
described in section 401 (a). 

(4) Subsection (a) (2) of section 511 of the Internal Revenue Code of 
1954 (imposing a tax on the unrelated business income of certain organiza- 
tions) is amended to read as follows: 

(2) ORGANIZATIONS SUBJECT TO TAX.— 

“(A) ORGANIZATIONS DESCRIBED IN SECTION 501 (c) (2), (3), (5), and 
(6) AND SECTIONS 401 (a) AND 405 (a).—The taxes imposed by para- 
graph (1) shall apply in the case of any organization (other than a 
church, convention, or association of churches, or a trust described in 
subsection (b) ) which is exempt, except as provided in this part, 
from taxation under this subtitle by reason of section 401 (a), section 
405 (a), or of paragraph (3), (5), or (6) of section 501 (c). Such taxes 
shall also apply in the case of a corporation described in section 501 (c) 
(2) if the income is payable to an organization which itself is subject 
to the taxes imposed by paragraph (1) or to a church or to a convention 
or association of churches.” 

(5) The table of sections for part I of subchapter D of chapter 1 of the 
Internal Revenue Code of 1954 is amended by adding at the end thereof the 
following : 


“Section 405. Restricted retirement funds.” 


(da) DIistTRIBUTIONS FrRoM Restricrep RETIREMENT FUNDS AND UNbeR Rk- 
STRICTED RETIREMENT POLICIES.— 
(1) Part II of subchapter B of chapter 1 of the Internal Revenue Code of 
1954 (relating to items specifically included in gross income) is amended by 
adding at the end thereof the following two new sections: 


“SEC. 78. DISTRIBUTIONS FROM A RESTRICTED RETIREMENT FUND. 


“(a) INCLUSION IN Gross INCOME.—Amounts of money and the fair market 
value of property distributed to an individual or his beneficiary or beneficiaries 
from a restricted retirement fund (as defined in section 405 (a) ) shall be includ- 
ible in the recipient’s gross income for the taxable year in which received. Not- 
withstanding the provisions of section 63 (relating to the definition of taxable 
income), the taxable income of the recipient for such year (and for any year 
included in the computation under subsection (b) of this section) for purposes 
of sections 1 and 8 shall be deemed to be not less than (i) the amount so dis- 
tributed to him plus (ii) any amount includible in his gross income for the tax- 
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able year under section 79 (a), minus the amount of any deductions allowed by 
section 151 (relating to deductions for personal exemptions). 

“(b) MINIMUM AND MAxImuM TAX ON CERTAIN DIstTRIBUTIONS.—In the case of 
distributions made to an individual prior to his reaching age 65, the tax attribut- 
able to the amount included in gross income under subsection (a) shall be 110 
percent of the aggregate amount of the taxes which would have been payable had 
such amount been included in such individual’s gross income ratably over the 
taxable year and the 4 taxable years immediately preceding (or such lesser 
number of immediately preceding taxable years in which retirement deposits 
were made or treated as having been made by him under section 217). 

“(c) Lump Sum DIstTrrevurions, etc.—If within 1 taxable year the entire 
interest of an individual in all restricted retirement funds in which he is a 
participant— 

“(1) is distributed to him after he has reached age 65 and after having 
been accumulated during at least 5 taxable years (whether or not con- 
secutive), there having been no prior distributions to him, or 

“(2) is distributed to his estate or other beneficiary or beneficiaries after 
his death, 

the tax attributable thereto in the year of distribution shall not be greater than 
five times the increase in tax resulting from the inclusion in the gross income of 
the distributee of 20 percent of such distribution. 

“(d) ANNuITY, ENDOWMENT OR Lire INSURANCE CoNTRACTS.—Annuity, en- 
dowment, or life insurance contracts distributed to an individual or his bene- 
ficiary shall not be taxed under this section but shall be taxed as provided in 
section 79. 


“SEC. 79. DISTRIBUTIONS UNDER A RESTRICTED RETIREMENT POLICY. 


“(a) TAXABILITY OF INDIVIDUAL OR BENEFICIARY.—Amounts paid to an in- 
dividual or his beneficiary or beneficiaries under a restricted retirement policy 
(other than on account of the death of the insured) shall be taxable under sec- 
tion 72 (relating to annuities) in the year in which so paid, except that section 
72 (e) (3) shall not apply. Notwithstanding the provisions of section 63 (relat- 
ing to the definition of taxable income), the taxable income of the recipient for 
such year (and for any year included in the computation under subsection (d) 
of this section) for purposes of sections 1 and 3 shall be deemed to be not less 
than (i) the amount so paid to him plus (ii) any amount includible in his gross 
income for the taxable year under section 78 (a), minus the amount of any 
deductions allowed by section 151 (relating to deductions for personal exemp- 
tions), In computing, for purposes of section 72 (c) (1) (A), the aggregate 
amount of premiums or other consideration paid for the policy, and for purposes 
of section 72 (e) (1), the aggregate premiums or other consideration paid, only 
such amounts as were not deductible under section 217 shall be included. 

“(b) AMOUNTS PAID BY REASON OF THE DEATH OF THE INSURED.—In the case 
of amounts paid or made available to a beneficiary (which term as used herein 
shall include the estate of the insured) under a restricted retirement policy by 
reason of the death of the insured, such amounts, less that part thereof which, 
under regulations prescribed by the Secretary or his delegate, is attributable to 
premiums paid to a life insurance company under the contract which are not 
deductible under section 217, shall (notwithstanding any other provision of this 
chapter) be includible in gross income of the beneficiary in the year in which so 
paid or made available. 

“(c) Borrowine, Etrc.—If in any taxable year any part of the cash value of 
the restricted retirement policy is borrowed by or advanced to the insured 
(other than a borrowing or advance solely to pay a premium thereon in an 
amount not in excess of one annual premium, which borrowing or advance is 
repaid in full within 12 months following the due date of such premium) the 
amount so borrowed or advanced shall, for the purpose of this section, be deemed 
to have been paid to the insured in such year. If in any taxable year a nonfor- 
feiture option (other than to receive reduced paid-up insurance) becomes 
operative as to any restricted retirement policy an amount equal to the cash 
surrender value of such policy shall be treated as having been paid to the insured 
in such year. The provisions of this subsection shall not apply in the case of 
exercise by the insured of rights with respect to any cash, loan, or nonforfeiture 
value solely to the extent that it had accrued under any such policy prior to the 
Pony ros became a restricted retirement policy within the meaning of section 

17 (h). 
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“(d) MINIMUM AND Maximum TAX ON CERTAIN DISTRIBUTIONS.—In the case 
of an amount paid or deemed under subsection (c) to have been paid to an indi- 
vidual under a restricted retirement policy prior to his reaching age 65, the tax 
attributable to the amount included in his gross income under this section shall 
be 110 percent of the aggregate amount of the taxes which would have been 
payable had the amount so paid or treated as having been paid been included 
in the insured’s gross income ratably over the taxable year and the four taxable 
years inmmediately preceding (or such lesser number of immediately preceding 
taxable years in which retirement deposits were made or treated as having been 
made by him under section 217). 

“(e) Lump Sum DIstrisvTions, erc.—If within one taxable year the entire 
interest of the insured under all restricted retirement policies in which he is 
the insured— 

(1) is paid to him after he has reached age 65 and after such policy has 
been in force for at least five years, there having been no prior distributions 
to him thereunder, or 

“(2) is paid to his estate or other beneficiary or beneficiaries after his 
death, 

the tax attributable thereto in the year so paid shall not be greater than five 
times the increase in tax resulting from the inclusion in the gross income of the 
recipient of 20 percent of such payment.” 

(2) The table of sections for part II of subchapter B of chapter 1 of the 
Internal Revenue Code of 1954 is amended by adding at the end thereof 
the following : 


“Sec. 78. Distributions from a restricted retirement fund. 
“See. 79. Distributions under a restricted retirement policy.” 


(e) TREATMENT OF AMOUNTS RECEIVED BY A SURVIVING SPOUSE Ok OTHER BENE- 
FICIARY UNDER A ReEsSRTICTED RETIREMENT FUND OR RESTRICTED RETIREMENT 
Poticy.—Section 691 of the Internal Revenue Code of 1954 (relating to recipients 
of income in respect of decedents) is amended by redesignating subsection (e) 
as (f), and by inserting after subsection (d) the following new subsection : 

“(e) DISTRIBUTION TO A SURVIVING SPOUSE OR OTHER BENEFICIARY OF A PAR- 
TICIPANT IN A RESTRICTED RETIREMENT FUND, EtTC.—For purposes of this section, 
distributions to a beneficiary of a member of a restricted retirement fund (as 
defined in section 405 (a)), or to a surviving annuitant or distributee under a 
restricted retirement policy (as defined in section 217 (h)), Shall be deemed 
to be an item of gross income in respect of a decedent which is not properly 
includible in respect of the taxable period in which falls the date of his death 
or a prior period, within the meaning of this section.” 

(f) Errective Dare..—-The amendments made by this section shall apply only 
with respect to taxable years beginning after December 31, 1957. 


SEC. 4. INSTALLMENT PAYMENTS OF ESTATE TAX OF ESTATES COM- 
PRISED PRIMARY OF SMALL-BUSINESS HOLDINGS. 

(a) Evection To MAKE INSTALLMENT PAYMENTS.—Subchapter B of chapter 62 

of the Internal Revenue Code of 1954 (relating to extensions of time for pay- 


ment of tax) is amended by adding at the end thereof the following new 
section : 


“SEC. 6166. EXTENSION OF TIME FOR INSTALLMENT PAYMENTS OF 
ESTATE TAX. 
“(a) ELection To MAKE INSTALLMENT PAYMENTS.— 

“(1) PAYMENT IN 2 TO 10 INSTALLMENTS.—The executor of any estate 
subject to the tax imposed by chapter 11 which is a small business estate 
within the meaning of this section may elect to pay the amount of such 
tax in 2 or more (but not exceeding 10) equal installinents. 

“(2) PAYMENT IN 11 TO 20 INSTALLMENTS.—If the Secretary or his dele- 
gate finds that the payment in 10 installments of the tax imposed by chap- 
ter 11 on any estate which is a small business estate within the meaning 
of this section would result in an undue hardship to the estate, the executor 
of such estate may elect to pay the amount of such tax in any number 
(not exceeding 20) of equal installments as may be approved by the Secre- 
tary or his delegate. 

“(b) EXTENSION OF TIME FOR PAYMENT oF Tax.—If an election is made under 
subsection (a), the time for payment of the tax imposed by chapter 11 shall be 
extended— 
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(1) with respect to so much of such tax as is represented by the second 
installment, until one year following the date prescribed by section 6151 for 
payment of the tax, and 

“(2) with respect to so much of such tax as is represented by each suc- 
ceeding installment, until one year following the date prescribed by this 
subsection for payment of the preceding installment. 

“(c) Time FoR PAYMENT oF INTEREST.—If an election has been made under 
subsection (a), interest payable under section 6601 (a) on the unpaid amount of 
tax shall be paid annually at the same time as, and as a part of, each install- 
ment payment of the tax. 

“(d) Proration oF Dericrency to INSTALLMENTS.—If an election has been 
under subsection (a) and a deficiency is assessed prior to the payment of the 
last installment, the deficiency shall be prorated to the installments remaining 
unpaid on the date of such assessment, and the part of the deficiency so pro- 
rated to each such installment shail be collected at the same time and as a 
part of such installment. 

“(e@) INSTALLMENTS PAID IN ADVANCE.—At the election of the executor, any 
installment, or part thereof, under subsection (a) may be paid prior to the date 
prescribed for its payment by subsection (b). 

“(f) ACCELERATION OF PAYMENTS.—If— 

*“(1) any installment under subsection (a), together with interest pay- 
able under subsection (c), is not paid on or before the date prescribed for 
its payment by subsection (b), or 

“(2) more than 50 percent in value of the property comprising the gross 
estate which is property described in paragraphs (1), (2), or (8) of sub- 
section (g) is sold, distributed, or otherwise disposed of by the executor, 

the whole of the unpaid tax, together with any unpaid interest, shall be paid 
upon notice and demand from the Secretary or his delegate. 

“(g) SmALL Business Estate DEFiNeD.—For purposes of this section, the 
term ‘small. business estate’ means an estate in which property comprising 50 
percent or more of the value of the gross estate consists of any of the following: 

“(1) Capital assets (other than money), or property used in the trade or 
business, of an unincorporated business enterprise in which the decedent 
owned a proprietary interest. 

“(2) An undivided proprietary interest in a partnership of which the 
decedent was a partner. 

“(3) Stock of a corporation in which the decedent owned (at the time 
of his death) 10 percent or more of all outstanding stocks. 

“(h) Bonp Nor Requirep.—The provisions ef section 6165 shall not apply to 
any extension of time provided by subsection (b) for payment of the tax imposed 
by chapter 11.” 

(b) TECHNICAL AMENDMENTS.— 

(1) The table of sections for such subchapter is amended by adding at the 
end thereof 


“Sec. 6166. Extension of time for installment payments of estate tax.” 


(2) Section 6161 of such Code (relating to extension of time for paying 
tax) is amended by redesignating subsection (d) as subsection (e), and by 
inserting after subsection (c) a new subsection as follows: 

*(d) INSTALLMENT PAYMENT OF Hstate Tax.—In any case in which an 
executor has elected under section 6166 to pay the tax imposed by chapter 11 in 
installments, subsection (a) (2) shall not apply to the amount determined by 
the executor as the tax imposed by chapter 11, and subsection (b) shall not 
apply to the amount determined as a deficiency with respect to any such tax.” 

(3) Section 6601 (h) of such Code (relating to interest on underpayments, 
etc.) is amended to read as follows: 

“(h) Cross REFERENCES.— 

“(1) For special provision relating to time for payment of interest on 
the estate tax on small business estates, see section 6166 (c). 

“(2) For provisions prohibiting interest on certain adjustments in 
tax, see section 6205 (a).” 

(c) Errectiye Date.—The amendments made by this section shall apply only 
with respect to the estates of decedents dying after December 31, 1957. 


SEC. 5. USE OF NEW METHODS AND RATES OF DEPRECIATION FOR 
USED PROPERTY. 


(a) Usep Property ACQUIRED AFTER 1957.—Section 167 of the Internal Revenue 
Code of 1954 (relating to depreciation) is amended— 
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(1) by striking out the period at the end of subsection (¢c) (2) and 
inserting in lieu thereof “, or ”’; 

(2) by adding at the end of subsection (c) a new paragraph as. follows: 

“(3) acquired after December 31, 1957, if the original use of such prop- 
erty does not commence with the taxpayer, and the use of such property 
by the taxpayer commences after such date.” ; and 

(8) by redesignating subsection (h) as (i), and by inserting after sub- 
section (g) a new subsection as follows: 

“(h) LimiraTIons WitTH RESPECT TO USED PROPERTY.— 

“(1) ANNUAL LIMITATION.—Paragraph (3) of subsection (c), shall apply 
to property acquired in any taxable year only to the extent that the basis of 
such property (determined as of the close of the day of its acquisition), 
when added to the basis of all other property described in such paragraph 
(determined as of the close of the day of its acquisition) which is acquired 
by the taxpayer during the same taxable year, does not exceed $50,000. 
This paragraph shall not apply to property acquired by the taxpayer during 


any taxable year which is included within a 60-month period with, respect’ 


to which an election under paragraph (2) has been made. 

(2) FIVE-YEAR LIMITATION.—At the election of the taxpayer, paragraph 
(3) of subsection (c) shall apply to property acquired in any taxable year 
to the extent that the basis of such property (determined as of the close of 
the day of is acquisition), when added to the basis of all property described 
in such paragraph (determined as of the close of the day of its acquisition) 
which is acquired by the taxpayer during the 60-month period which in- 
cludes such taxable year, does not exceed $250,000. The 60-month. period 
shall begin, with respect to any taxable year, with the first day of the first 
taxable year for which the taxpayer elects to have the provisions of this 
paragraph apply. Such election shall be irrevocable, except with the ap- 
proval of the Secretary or his delegate, and shall be made in such manner 


and at such time as the Secretary or his delegate shall by regulations 
prescribe.” 


(b) ErrectiIvE Date.—The amendments made by subsection (a) shall apply 
only to taxable years beginning after December 31, 1957. 


SEC. 6. TAXATION OF CORPORATIONS AS PARTNERSHIPS. 


(a) Exection To BE TAXED AS PARTNERSHIP.—Subchapter R of chapter 1 of 
the Internal Revenue Code of 1954 (relating to election of certain partnerships 
and proprietorships as to taxable status) is amended— 


(1) by striking out the heading and table of sections for such subchapter 
and inserting in lieu thereof the following : 


“Subchapter R—Election of Certain Partnerships, Pro- 
prietorships, and Corporations as to Taxable Status 


“Part TI. Alternative taxable status of certain partnerships and proprietorships. 
“Part II. Alternative taxable status of certain corporations. 


“PART I. ALTERNATIVE TAXABLE STATUS OF CERTAIN 
PARTNERSHIPS AND PROPRIETORSHIPS 


“See. 1361. Unincorporated business enterprises electing to be taxed as domestic 
corporations.” ; 


(2) by inserting after section 1361 a new part as follows: 


“PART II. ALTERNATIVE TAXABLE STATUS OF CER- 
TAIN CORPORATIONS 


“Sec. 1871. Certain corporations electing to be treated as partnerships. 


“SEC, 1371. CERTAIN CORPORATIONS ELECTING TO BE TREATED AS 
PARTNERSHIPS. 


“(a) GENERAL RvuieE.—Subject to the qualifications in subsection (b), a domes- 
tic corporation may, not later than 60 days after the close of any taxable year, 
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elect, in accordance with regulations prescribed by the Secretary or his delegate, 
to be treated as a partnership for the taxable years during the election period, 
if all the shareholders owning stock in such corporation at any time on or after 
the first day of the election period and on or before the date of the election 
consent to the election. For purposes of this section, the term ‘election period’ 
means the period beginning with the taxable year with respect to which an elec- 
tion is made under this subsection and ending with the close of the third taxable 
year following such taxable year. 

“(b) QuaLiFIcaTions.—The election described in subsection (a) may not be 
made by a domestic corporation unless at all times on or after the first day of 
the election period and on or before the date of election— 

“(1) no shareholder of such corporation is a nonresident alien or a foreign 
partnership ; 

“(2) such corporation is not a corporation which was a party to a reorgani- 
zation described in section 368 (b), or a corporation to which section 355 
(or so much of section 356 as relates to section 355) applies and such corpora- 
tion has not received a distribution under section 382 (relating to liquida- 
tions of subsidiaries) except in a case in which the basis of the assets dis- 
tributed is determined under section 334 (b) (2); 

“(3) such corporation has only one class of stock; and 

“(4) no more than 80 percent of the stock of such corporation is owned 
by persons who formerly owned the business of such corporation as an unin- 
corporated enterprise taxable as a domestic corporation under section 1361. 

“(c) PARTNERSHIP PROVISIONS APPLICABLE.—Under regulations prescribed by 
the Secretary or his delegate, a domestic corporation making the election under 
subsection (a) shall for the election period be considered a partnership for pur- 
poses of this subtitle (except chapter 2 thereof) and shall be subject to subchap- 
ter K (sec. 701 and following, relating to partnerships) with respect to formation, 
operation, distribution, liquidation, sale of an interest, and any other purpose; 
and each shareholder of such corporation shall for the election period be consid- 
ered a partner owning an interest in the partnership in the proportion which 
shares owned by such shareholder bear to the total number of outstanding shares 
of such corporation. 

“(d) ELectTion IRREVOCABLE.—Except as provided in subsections (e) and (g), 
the election described in subsection (a) by a domestic corporation shall during 
the election period be irrevocable with respect to— 

“(1) the electing corporation and its shareholders; and 

“(2) any corporate successor to the business of the electing corporation 
and the shareholders of such successor. 

“(e) CHANGE OF OWNERSHIP.—In the first year during the election period in 
which the shareholders who consented to the election described in subsection 
(a) own 80 percent or less of the stock of a corporation described in subsection 
(d), such corporation shall not be treated as a partnership for such year or 
for the remaining taxable years in the election period, unless such corporation 
makes a new election in accordance with the provisions of subsection (a). 

“(f) CONSTRUCTIVE OWNERSHIP.—For purposes of subsections (b) (4) and 
(e), the ownership of a stock interest shall be determined in accordance with 
the rules for constructive ownership of stock provided in section 267 (c) other 
than paragraph (3) thereof. 

“(g) DIsQuALIFICATION.—If, during the election period, a corporation de- 
scribed in subsection (d) issues stock of a different class than that outstanding, 
the election described in subsection (a) shall be deemed never to have been 
made and the corporation shall be liable for all taxes due (except penalties) 
and such taxes may be assessed and collected as if no return had been filed. 

“(h) Cross REFERENCE.— 


“For period of limitations or assessment and collection of tax where 
no return hasbeen filed, see section 6501.” 


(b) ELECTION PERIOD FOR PARTNERSHIP AND PROPRIETORSHIPS ELECTING To BE 
TAXED AS CORPORATIONS,— 

(1) Section 1361 (a) of such Code (relating to unincorporated business 
enterprises electing to be taxed as domestic corporations) is amended by 
striking out “for such year and subsequent years” and inserting in lieu 
thereof “for the taxable years during the election period. For purposes of 
this section, the term ‘election period’ means the period beginning with the 
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taxable year with respect to which an election under this subsection is 
made and ending with the close of the third taxable year following such 
taxable year”. 

(2) Section 1361 (b) of such Code (relating to qualifications for un- 
incorporated business enterprises electing to be taxed as domestic corpo- 
rations) is amended by striking out paragraph (4) and inserting in lieu 
thereof the following new paragraph: 

“(4) no proprietor or partners, having more than 80 percent interest in 
the profits or capital of such enterprise, formerly owned stock in a cor- 
poration which was treated as a partnership under section 1371 and which 
carried on the business of such enterprise.” 

(3) Section 1361 (c) of such Code (relating to application of corporate 
provisions) is amended— 

(A) by striking out “shall, except as provided in subsection (m), be 
considered” and inserting in lieu thereof ‘‘shall, except as provided in 
subsection (m), for the election period, be considered”; and 

(B) by striking out “shall be considered a shareholder” and in- 
serting in lieu thereof “shall, for the election period, be considered a 
shareholder”. 

(4) Section 1361 (e) of such Code (relating to irrevocability of election) 
is amended by striking out “shall be irrevocable” and inserting in lieu 
thereof “shall, during the election period, be irrevocable”. 

(5) Section 1361 (f) of such Code (relating to change in ownership) is 
amended— 

(A) by inserting after “In any year” the following: “during the 
election period” ; and 

(B) by striking out “subsequent years’ and inserting in lieu thereof 
“the remaining taxable years in the election period”. 

(6) Section 1361 (h) of such Code (relating to imposition of taxes) is 
amended by striking out “shall be subject’ and inserting in lieu thereof 
“shall, for the taxable years in the election period, be subject’. 

(7) Section 1361 (j) of such Code (relating to computation of taxable 
income) is amended by inserting after “taxable income” the following: “for 
the taxable years in the election period”. 

(8) Section 1861 (k) of such Code (relating to distributions other than 
in liquidation) is amended by striking out “a distribution with” and insert- 
ing in lieu thereof “a distribution during the election period with’’. 

(9) Section 1361 (1) of such Code (relating to distributions in liquidation ) 
is amended by inserting after “A distribution” the following: “during the 
election period’”’. 


(c) TECHNICAL AMENDMENTS.— 

(1) Section 1504 (b) of such Code (velating to definition of ineludible 
corporation) is amended by adding at the end thereof the following new 
paragraph: 

“(8) Corporations treated as partnerships under section 1371.” 

(2) The table of subchapters for chapter 1 of such Code is amended by 
striking out 

“SUBCHAPTER R, Election of certain partnerships and proprietorships as to tax- 
able status.” 
and inserting in lieu thereof 


“SUBCHAPTER R, Election of certain partnerships, proprietorships, and corpora- 
tions as to taxable status.” 

(d) Errective Date.—The amendments made by subsections (a) and (c) 
shall apply to taxable years beginning after December 31, 1957. The amend- 
ments made by subsection (b) shall apply to taxable years beginning after 
December 31, 1953, and ending after August 16, 1954. 


SEC. 7. INCREASE OF MINIMUM ACCUMULATED EARNINGS CREDIT. 

(a) AMENDMENT or SeEcTIon 535 (c).—Sections 585 (c) (2) (relating to 
minimum accumulated earnings credit) and 535 (c) (3) (relating to accumn- 
lated earnings credit of holding and investment companies) are amended by 
striking out “$60,000” and inserting in lieu thereof “$100,000”. 


(b) EFFrecTive DAate.—The amendments made by subsection (a) shall apply 
to taxable years beginning after December 31, 1957. 
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SEC. 8. ESTABLISHMENT OF PRECEDENTS BINDING IN APPLICATION 
OF THE INTERNAL REVENUE LAWS. 

(a) PRECEDENTS BINDING ON SECRETARY OF THE TREASURY.—Subchapter A of 
chapter 80 of the Internal Revenue Code of 1954 (relating to application of 
internal reyenue laws) is amended by inserting at the end thereof the following 
new section : 


“SEC. 7810. PRECEDENTS BINDING ON THE SECRETARY. 


“(ay ORDER IN WHICH PRECEDENTS ARE BINDING. 
“(1) CoURT RENDERING DECISION.—The Secretary or his delegate, in formu- 
lating rules and regulations under the®internal revenue laws, in making 
determinations with respect to taxpayers, and in otherwise administering 
and enforcing the internal revenue laws shall be bound by a precedent of— 
“(A) the Supreme Court of the United States; 
“(B) a United States court of appeals, if there is no precedent of 
the Supreme Court of the United States ; and 
“(C) the Tax Court of the United States, if there is no precedent of 
of the Supreme Court of the United States or a United States court of 
appeals. 

(2) Time or pEctsion.—If on the date on which this section is enacted 
there are two or more conflicting precedents of United States courts of ap- 
peals and no precedent of the Supreme Court of the United States with re- 
spect to the matter on which the precedents of such United States courts of 
apeals are in conflict, the Secretary or his delegate shall be bound by the 
most recent of such conflicting precedents. 

“(b) Errect of CONFLICTING DECISIONS OR PRECEDENTS.— 

(1) Tax Court of THE UNITED States.—lIf the decision of a case by the 
Tax Court of the United States is adverse to the Secretary or his delegate 
and conflicts with a precedent which is binding on the Secretary or his dele- 
gate as provided in subsection (a), the Attorney General shall appeal the 
ease upon which such adverse decision is based to the appropriate United 
States court of appeals. 

“(2) UNITED STATES COURTS OF APPEALS.—If the decision of a case by a 
United States court of appeals is adverse to the Secretary or his delegate 
and is in conflict with a precedent which is binding on the Secretary or his 
delegate as provided in subsection (a), the Attorney General shall petition 
the Supreme Court of the United States to review, by a writ of certiorari, 
the case on which such adverse decision is based. 

“(¢) PRECEDENT.—For purposes of this section, the term ‘precedent’ means 
the whole or any part of a decision of the Supreme Court of the United States, 
2 United States court of appeals, or the Tax Court of the United States of a case 
or any aspect thereof (whether arising under the Internal Revenue Code of 1954, 
the Internal Revenue Code of 1939, or prior internal revenue laws) which case 
or aspect thereof is factually similar to, and as to which there is no relevant 
distinction from, a matter as to which the Secretary or his delegate is formulat- 
ing rules and regulations, making a determination with respect to a taxpayer, 
or administering or enforcing under the internal revenue laws; except that no 
decision or any part thereof shall be a precedent unless such decision is a final 
decision and until no further action (such as a petition for a new trial, appeal, 
request for review, or request for a rehearing) can be taken as to the case with 
respect to which such final decision is made.” 

(b) TecHNICAL AMENDMENT.—The table of sections for subchapter A of 
chapter 80 of the Internal Revenue Code of 1954 is amended by adding at the 
end thereof the following: 





“Sec. 7810. Precedents binding on the Secretary.” 
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Mr. SparKMAN, from the Select Committee on Small Business, 
submitted the following 


REPORT 


I. InrrRopuction 
A. HISTORY 


The Federal tax system and its impact on the small-business segment 
of the American economy has always been considered by your com- 
mittee to be a significant factor in the economic health of the country. 
From its inception, your committee has made suggestions and rec- 
ommendations to correct or modify unfair or discriminatory provisions 
in our tax laws. 

In 1952, the Subcommittee on Taxation of the Senate Small Busi- 
ness Committee undertook a study of the effect of Federal taxation on 
small business. The subcommittee held a series of hearings in seven 
cities throughout the country and received testimony from 121 
witnesses. 

The full committee unanimously adopted the Taxation Subcom- 
mittee’s findings and recommendations in its report to the Senate ! 
in the Ist session of the 83d Congress. Many of the committee’s 
recommendations were adopted, in whole or in part, in the Revenue 
Code of 1954. These changes were of benefit to the whole economy— 
so far as they went. 

Since that last study, your committee has become increasingly 
aware that, for various reasons, small business has not been sharing 
in the general prosperity of the country. First, recommendations of 
our earlier report not acted upon have, during the intervening years, 
resulted in more acute problems. Second, certain new provisions of 
the 1954 Internal Revenue Code have proved to be discriminatory and 
detrimental to smaller businesses. Third, changed economic circum- 
stances [i e., tight money] have uncovered problems not clearly delin- 
eated before this time. For these reasons, your committee deter- 


18, Rept. 442; Tax Problems of Small Business, Senate Small Business Committee, 83d Cong., 1st sess., 
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mined early in 1957 that a complete study of the problems of small 
concerns relating to Federal taxation was required. 


B. PURPOSE OF THE STUDY 


The purpose of these hearings was dual in nature: (1) to discover 
what, if any, ills of small business were caused or contributed to by the 
Federal tax system, and, (2) to develop corrective legislation to alle- 
viate the problems found to exist. They were intended to give small- 
business men across the country an opportunity to diagnose their own 
ills and join together to help prescribe a cure. 

The committee set out to recommend adjustment to the tax struc- 
ture, where discrimination was found to exist. At all times, equal 
treatment for all business, regardless of the form of organization, has 
been its prime aim. 

C. SCOPE OF THE STUDY 


The study has been limited to an examination of Federal taxation— 
law and administration—and its effect on the small-business segment 
of the economy. Suggestions were made to look into other areas, 
but your committee determined that a careful investigation, circum- 
scribed in this way, would be most valuable. 

In the fall of 1957, hearings were conducted in the following 14 
cities: 

Phoenix, Ariz., September 16; 

Los Angeles, Calif., September 18; 
San Francisco, Calif., September 20; 
Boston, Mass., September 30: 

New York City, N. Y., October 2; 
Miami, Fla., November 5; 

Chicago, IIl., November 12; 
Minneapolis, Minn., November 13; 
Portland, Oreg., November 15; 
Denver, Colo., November 20; 
Wichita, Kans., November 22; 
Birmingham, Ala., December 2; 
Dallas, Tex., Dec. 4; and 
Milwaukee, Wis., December 10, 1957. 


These areas were chosen as representative both in economy and 
geography. Some 293 witnesses appeared personally before the 
committee, and another 163 offered written testimony for the record. 

Persons active in retailing, wholesaling, manufacturing, and service 
industries appeared. Lawyers, economists, business consultants, 
bankers, accountants, and other professional men and women 
acquainted with the matters being investigated also testified. Your 
committee feels that this combination of practical and professional 
testimony has been extremely valuable. 

Many of the witnesses appeared upon invitation of the committee. 
Persons were invited to testify so that there wouJd be a representa- 
tive cross section of the business community. In addition, as many 
people who volunteered were permitted to appear as time allowed. 
All persons unable to appear personally were invited to submit their 
views in writing for the record. 
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II. Neeps or SMALL Business 


At the outset your committee wishes to congratulate the many 
witnesses who gave testimony—both oral and written—in the course 
of this study. There is little evidence in the record of narrow, 
unrealistic, or selfish statements. Most of the witnesses expressed 
their recognition of the Government’s continuing tax needs and 
responsibilities. The opinions and suggestions were made in the 
light of a responsible understanding of the facts. Many of the state- 
ments involved a great deal of study and all took the time of their 
authors in their preparation. 

The representatives of small business who testified did not ask for 
favors. One witness stated the thought in this way: 


It is the responsibility of the leader of a business to set up 
an atmosphere that is conducive toward bringing out the best 
production and personal initiative in his employees. I 
think that the Federal Government should do the same. 
America was built on the free-enterprise concept; and I 
personally feel we can accomplish far more if we’ll direct some 
of our effort toward working together as a team, to create 
more wealth for the economy, and to make our businesses 
more successful by attracting additional equity capital. 
Let’s solve this tax problem by a positive, enlightened self- 
interest approach.” 


It was said by a witness at the first hearing in Phoenix, Ariz., that 
any business must “grow or die.”* This thought echoed throughout 
the hearings as the basic problem facing small business today: How 
to acquire equity capital for necessary growth and expansion. 

Your committee has for some time been cognizant of small-business 
financing problems.‘ Historically the usual manner of financing 
growth of new or small concerns was through retention of earnings. 
During and since World War II, with the high tax rates, this means of 
financing has become extremely difficult and in many cases impossible. 

Although this gap in the need for growth capital for small business 
has long been known, in the past few years the problem has become 
increasingly acute. The general prosperity after World War IT was a 
time of easy credit and Tentiful money, but even during this period 
small business was unable to fill the need for growth and expansion 
through borrowing. With money becoming tighter and its cost 
dearer, the first to feel ill effects is the Nation’s small-business man who 
is low on the credit totem pole. Thus, during the past 2 years bor- 
rowed growth funds have not been available at any price for many 
small businesses. ‘Thus, there was no substitute for the historic sup- 
ply of growth funds for small business—retained earnings. 

Many were the witnesses who complained of an inability to keep 
up with an expanding market simply because of an inability to obtain 
the necessary funds for plant production or inventory expansion. 
These people have proved that they can compete with the best that 
bigger concerns can produce, but, unlike their larger competitors, 

* Hearings: Tax Problems of Small Business, Senate Smal] Business Committee, 85th Cong., Ist Sess., 


pt. oP 819 (Wayne Field). 
5 Ibid., pt. I, p. 26 (Hilliard Brooke). 


4 See footnote 1, p. 1. 
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they have not the ability to grow with their expanding markets. 
There follows the statement of a typical witness: 


We have not been able to retain enough earnings in the 
business to hold our place in the industry, in the economy, 
and among our competitors. . 

This is in spite of the fact that our company has not been 
able to pay any cash dividends but has paid in income taxes 
$107,847.47 during the past 9 years and all earnings have 
been retained in the corporation.‘ 


Growth is important in real terms and in dollars. Because of the 

expansion of the economy, one must grow merely to maintain the same 
relative position. Further, because of the inflation of the past two 
decades, it takes dollar growth, because of the decreasing value of the 
individual dollar. Since our tax system is based on dollars and does 
not account for inflation in other than a limited extent,® both of these 
factors work to require more dollar investment to stand still relative to 
that market. There is often no choice but “grow or die.”’ 
_ This primary need for equity financing, which has become increas- 
ingly more acute, has accentuated a need for equality of treatment in 
the application of the tax structure. Many sections of the tax code 
and practices of the collectors, which, now more than ever, discrimi- 
nate against smaller concerns, must be corrected. There is a real 
need to permit all business the same opportunity under our taxing 
system. 

It is generally felt that taxes are a depressant to all business. One 
witness said: 


The tax structure sets up blocks in our economy which in- 
clude the following: 

1. Tends to depress incentives. The investor seeks tax- 
free income (State and municipal government bonds) or 
income at minimum tax (capital-gain- investments; also in- 
vestments benefiting from depletion, depreciation, or amor- 
tization tax deductions). Such maneuvering tends to hold 
down activity in the economy, thus minimizing taxable 
revenue. High personal income taxes tend to discourage 
maximum abilities of individuals. 

2. Prevents growth of business through squeeze on work- 
ing capital and limitations of development of operating facil- 
ities. Timely acquisition of facilities to meet changes in 
processes and materials may be prevented. Tends to pre- 
vent elimination of inefficiencies in plant operations in meet- 
ing rapid rise of costs. 

3. Prevents adequate return to stockholders, particularly 
where funds are needed for working capital and plant de- 
velopment. 

4. Financing through lending institutions can be adversely 
influenced, thereby further limiting working capital in an 
endeavor to obtain full use of plant facilities. 

5. Maximum employment cannot be obtained in the face 
of blocks mentioned above. 


§ Hearings: Tax Problems of Small Business, Senate Small Business Committee, 85th Cong., Ist sess., 
pt. III, p. 1385 (Herman Williams). 
6 method of pricing inventory provided by sec. 472 of Internal Revenue Code of 1954. 
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6. Possibility of providing for perpetuity of the business 
enterprise is limited. 

7. Inability to provide for perpetuity may be cause for 
forced liquidation.’ 


This appears to your committee to be especially so for smaller 
concerns. In the words of another businessman: 


1. Identical tax rates hurt a small business more than a large one 

Taxes impede the growth of any profitable business by 
extracting most of the cash which would otherwise be avail- 
able for growth. Large, successful companies can finance 
their growth anyway by resort at reasonable cost to public 
financing, which is not available on comparable terms, if at 
all, to small business. I realize that the Small Business 
Administration has a financing program, something for which 
I shall always be grateful. In 1954 we moved the Spice 
Islands factory to a new plant in south San Francisco, with 
the help of a loan from the Small Business Administration and 
the Canadian Bank of Commerce. This loan required a 
mountain of red tape and our personal guaranties, but it met 
an urgent need, and we have since refinanced it without SBA 

elp. 

The economists tell us that income taxes, like any other 
cost of being in business, are passed on to the ultimate con- 
sumer. No doubt the largest companies can pass along their 
income taxes about as easily as they pass along their guar- 
anteed annual increase in wages. I have never seen a small 
business able to pass on its tax burden or other increased 
costs without intense study of its competitive position. 
Without denying that there is sharp competition among our 
largest business enterprises, there is obviously more price 
competition among those of us at the smaller end of the scale, 
and this is where the tax burden pinches most. 


2. The cost of compliance with tax laws is proportionately 

greater for a small business than for a large one 

Large-business enterprises can afford staffs of experts, 
whereas the small-business manager must be a jack-of-all- 
trades at a time when every type of management problem, 
and not just tax problems, are constantly becoming more 
complex. It is true that professional tax advisers are more 
or less available—at a price—to all, but only an unusually 
tax-conscious Manager can recognize some tax problems in 
time to consult counsel.® 


Incentive to the careful entrepreneur has been removed from the 
system. One witness said: 


The present management took control of the Commercial 
Tooling Co. on August 1, 1956. This company, as of that 
date, was hopelessly insolvent. A group of local business 
people from the Dallas-Grand Prairie area were intensely 
interested in seeing that no job shop such as Commercial 


’ Hearings: Tax Problems of Small Business, Senate Small Business Committee, 85th Cong., Ist seas. 
pt. I, p. 152 (Maurice W. Cardwell). 
*Ibid., pt. I, pp. 259-260 (James R. Bancroft). 
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Tooling should fail in the Dallas-Fort Worth area, which is 
often referred to as the second largest area for aircraft and 
related defense production in the United States. New 
capital was injected into the company and new management 
provided, effective August 1, 1956. Before this action was 
taken, a careful analysis of the financial structure of the 
company was made by independent auditors. This analysis 
reflected that the company was brought to the edge of 
bankruptcy by poor management and lack of working 
capital. Further analysis of “the financial position reflected 
that, were the company to continue in operation, it could 
reasonably expect a tax advantage, or tax carry forward, 
in an amount in excess of $200,000. Stating the situation 
very frankly, the only unpledged asset that Commercial 
Tooling had on August 1, 1956, was this tax carry forward. 
This was the prime factor justifying the injection of addi- 
tional capital into Commerc ial Tooling, enabling it to 
continue operation. 

I mention this carry lereuad or tax advantage, because 
it has a most pertinent bearing on the purposes, as I under- 
stand them, of this hearing. We, at the very outset, saw 
that we had a tax advantage that could become a valuable 
asset under sound efficient management. The end result 
of the tax position of Commercial Tooling is simply that 
profits in excess of $200,000 could be retained for the reduc- 
tion of debt, planned expansion, or other reasonable business 
purposes. In other words, as it now stands, if we make a 
dollar, we can keep a dollar. 

Under this tax advantage, as it now stands, Commercial 
Tooling Co. has every incentive to operate as effic iently and 
economically as possible, the obvious reason being that if by 
such operation we are able to earn additional profits we can 
retain such earned profits in the business. 

To pursue this thinking to a logical conclusion the question 
is raised as to what changes would be made in operational 
policy in the event we had no such tax advantage. I tell 
you, gentlemen, very frankly, that I would make several 
recommendations to the board of directors, which would in- 
crease our operational cost in various fields, namely, salaries 
wages, advertising, sales promotional expense, perhaps the 
purchase of a company aircraft, more and better automobiles 
and other rolling equipment, and such other legitimate ex- 
penditures as may be deducted from our earnings before taxes. 

Simply stated, in our present position, we are bending 
every effort toward an ultraconservative operation of Com- 
mercial Tooling Co. Were our tax position different, the 
incentive for the continued type of efficient, economical 
operation of our company would be in a large measure 
destroyed. 


* * * * * 


I do not hesitate to say to this committee that the greatest 
single moral wrong. involved in our present tax structure is 
the destruction of the incentive for efficient, economical oper- 
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ation of small business. To have permitted ourselves to get 
into a position where this incentive is rapidly being destroyed 
is a bitter indictment against those who have imposed these 
tax burdens upon small business.® 


Witnesses in testimony across the country insisted that tax laws 
today fostered growth of large concerns, mergers and consolidations: 


Wirness. I feel that current tax laws and tax structure 
make it highly advantageous for us as a concern to merge, 
and mergers are sweeping our particular industry, and I am 
sure we are not untypical in that matter, and I know per- 
sonally of some 11 large potato chip firms across the country 
that have been merged in the last year all of which are larger 
than ourselves. 

Senator Bisize. Merged with whom; with each other? 

Wirness. Merged with larger corporations in each case 
although 7 of them have been merged with 1 particular firm, 
1 large biscuit company. 

Senator Brsie. They have merged into companies that 
are manufacturing things other than potato chips and shoe- 
strings and that sort of thing? 

Witness. Yes. One in California has merged into an oil 
company, a hardly understandable merger, but nonetheless, 
it did occur. 

Senator Brsie. Potato chips and oil? 

Witness. Yes; potato chips and oil. 

Senator Bisie. Not even vegetable oil? 

Witness. That’s right. The situation is true in our 
particular case, and I think this is the key to the merger 
situation, that is someone would come to us and offer a price 
of 10 times earnings, it would certainly behoove us to take 
that price, and, yet, that is not an exorbitant price under 
current purchasing structures of corporations because of the 
fact, if we went out to gain that same equivalent accumulated 
capital, it would take us approximately 16 years considering 
the taxes that we would have to pay in that time, and we 
would be faced with the threat all throughout that same time 
of the possible death of my father, with the looming threat, 
with the subsequent action of an inheritance tax which might 
possibly close the business right up. It would be difficult, 
and we normally do not carry enough cash, working capital, 
liquid assets on hand to pay the inheritance taxes that I 
estimate would have to be paid to continue the business under 
the present management if the loss of the principal stock- 
holder was felt and it was encountered.” 


These are representative of many such remarks. 

Your committee reports that many of these needs have been estab- 
lished by factual testimony and all of them are real in the eyes of 
the reporting witnesses. Many of the problems presented require 
legislation. Some of the others can be rectified by study and minor 
adjustment or education. 


*Ibid., pt. ILL, pp. 1303-1304 (Wylie Stufflebeme). 
 Thid., pt. LI, pp. 1112-1113 (Milo V. Wilson, Jr). 
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III. Discussion or FInpines 


Most of the suggestions and recommendations of the witnesses who 
appeared throughout the hearings were aimed at developing methods 
by which businesses could retain more of their profits for use within 
the enterprises. These proposals, among others, included: gradua- 
tion of corporate tax rates, increasing the corporate surtax rates, 
tax foregiveness or deferral for new concerns, fixed exemption for 
business from all tax, reversal of the corporate normal and surtax 
rates, overall rate reduction and an allowance for reinvestment. 
Your committee has determined, for the reasons and in the manner 
set out below, that a provision for an allowance for reinvestment is 
best suited for the purpose intended. 

In addition to the general suggestions above, testimony was taken 
on specific areas of the tax ood and its administration. Much of 
this testimony pointed up necessary changes which will be discussed 
below. 

A. REINVESTMENT ALLOWANCE 
(1) Discussion 

Your committee, after careful examination of the hearing record 
and study of various proposals advanced to provide businesses with 
funds for necessary development, finds that an allowance for profits 
reinvested in a business will best accomplish the desired end by way 
of a tax adjustment. In making this determination, the revenue 
needs of the Federal Government, as well as other factors, were 
considered. 

Many of the other proposals, such as an overall rate reduction, 
increase in corporate surtax exemption, or graduation of corporate tax 
rates, would also provide a tax saving for smaller concerns. These 
tax savings would be automatic, and the taxpayer would be under no 
obligation to use the saving in any specific manner. The purpose of 
a provision of this kind is to provide the equity capital for development 
of small business, which is so badly needed. The allowance to be 
provided for reinvestment can be tailored to benefit only the concerns 
which are in need of and may use such funds. 

Further, most of the other suggestions would cause a far greater 
loss of revenue than the proposed allowance for reinvestment. The 
provision proposed by your committee will, to a large extent, result 
in a deferral of revenue rather than an absolute loss on the same tax 
base. 

Each of the alternative proposals had as many opponents as pro- 
ponents among the witnesses who appeared. Opposition was based 
on philosophical, as well as anak grounds in most of the cases. 
On the other hand, most of the witnesses testified in favor of a reinvest- 
ment allowance, and there was no substantial opposition. This una- 
nimity of thought and opinion was very impressive to the committee. 

This proposal would avoid the problem of defining “small business.’ 
It would assist all business concerns, regardless of size, but it would 
give relatively greater relief to the small. There can be no suggestion 
that this is discriminatory in any manner, as all concerns will enefit 
if they meet the broad general requirements. 


(2) Findings 
An allowance for reinvestment, as discussed above, would permit a 
deduction for income tax purposes for any business, regardless of its 
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form of organization, which increased investment in inventory or 
depreciable assets out of income. The allowance should be permitted 
on a graduated scale which would require the taxpayer to assume full 
responsibility for a portion of the expansion. It is suggested that the 
allowance be made according to the following scale: 


Amount of investment permitted as allowance: 
50 percent on first $10,000 eligible investment 
30 percent of $10,000 to $20,000 of eligible investment 
20 percent of $20,000 to $30,000 of eligible investment 


This would permit a maximum annual allowance of $10,000 for a firm 
investing $30,000 or more in eligible assets. The maximum of $10,000 
is large enough to give relief to concerns which are most in need of 
increased equity investment. 

In order that this provision might not be misused, several concerns 
with the same ownership should be considered and taxed as a single 
unit in order to take advantage of this allowance. Because use of this 
proposed allowance would entail the keeping of extra records, your 
committee would recommend that a taxpayer be permitted to elect 
taking any allowance to which he might be entitled under this 
provision. 

Further safeguards against abuse of this proposal which your com- 
mittee suggests are (1) that to the extent of reinvestment in depre- 
ciable assets the allowance be applied to same; (2) that no deduction 
for depreciation be permitted for tax purposes, to the extent of the 
allowance permitted, on assets against which the allowance has been 
applied; and (3) that, on sale of a business in which the allowance has 
been taken, or on the sale of an individual asset or group of assets on 
which the allowance has been applied, any gain on sale be considered 
as ordinary income to the extent of the unexpended accumulated 
allowance. By channeling reinvestment, for the purposes of this 
proposal, into depreciable assets, revenue loss on the same tax base 
will be minimal because any immediate reduction will be picked up 
during the life of the assets against which the allowance is applied. 
No depreciation deduction should be permitted to the extent of the 
allowance permitted or a taxpayer would have a double deduction for 
the same expenditure where this allowance is used. The third safe- 
guard above would prohibit the individuals from avoiding tax by 
reinvesting income merely to be recovered, by sale of an asset or the 
business, at capital gains rates. 

Your committee feels that an allowance for reinvestment, as 
described above, would accomplish more than any other single tax 
adjustment toward permitting small business to grow and prosper. 
In Boston a witness referred to this relief measure in a manner which 
well expresses the view of the committee: 


Economically speaking, this proposal is the soundest one 
advanced and the deduction permitted for additional invest- 
ment during each taxable year can be easily fixed so that 
undue benefits do not accrue to any individual businessman 
whether he be in proprietorship, partnership, or corporate 
unit." 


" Ibid., pt. I, p. 382 (Stephen M. Joyce). 
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B. RETIREMENT 
(1) Discussion 

It has long been evident that persons eligible for membership in 
pension, profit-sharing, or stock-bonus plans, as provided for by 
section 401 of the Internal Revenue Code of 1954, were highly favored 
by the drafters of tax legislation. Only these people have been 
assisted, by favorable tax treatment, toward proper provision for their 
declining years. This is a most worthwhile purpose to be fostered by 
tax legislation, but it is wrong that most taxpayers are discriminated 
against by not being permitted equally advantageous tax treatment. 

This discrimination causes several unfortunate consequences to the 
small businesses of the country. These results were not intended, 
but have developed like so many others where discriminatory legisla- 
tion is permitted to exist. Small businesses are less able to set up 
and maintain plans which will qualify for the preferred treatment 
under section 401. This is true because the professional expense and 
overhead charges of such plans will not be spread over as large a group 
of employees and, thus, will be relatively more costly even where it is 
used. Many are the small employers who simply may not set up 
such a plan Gimaes of the excessive cost. 

When an employer does not have a retirement plan—so-called 
fringe benefit—he finds himself at a great disadvantage in competi- 
tion for employees. Even should he pay higher wages equal to a com- 
petitor’s wage and retirement benefits, he would find that, because of 
the favorable tax treatment for the retirement benefits, the applicant 
would be money ahead by going with the larger firm. He must 
expend more just to make equal payment to the employee. Then 
there is the psychological advantage of a pension plan, even if equal 
economic benefit is offered. 

More importantly, most of the small businesses of this country are 
not incorporated. An operator of an unincorporated business may 
not be an “employee” for the purpose of membership in a qualified 
plan under section 401." Thus, the individual proprietor, unlike his 
counterpart in the corporate organization, may not get favorable 
treatment for himself, even if he chooses to set up a plan for his 
employees. This is a factor which looms large in any determination 
to provide such a plan. 

For these and other reasons, professional and self-employed groups 
have for some time been attempting to get equal treatment for their 
members. Bills have been introduced in both Houses of Congress to 
accomplish this. Your committee has examined the provisions of 
these proposals and heard testimony on their relative merits. The 
following findings were made only after due consideration of these 
proposals, the comments of witnesses, and the needs for legislation. 


(2) Findings 
Your committee suggests a provision which, although not new in 


concept, is new in tec vom and breadth of application. It would 
ermit all taxpayers of this country the opportunity under the tax 


aws to provide for their own retirement. 

It would seem essential that such a provision include all persons 
not now eligible for membership in a “qualified plan” who are now 
given favored treatment. All taxpayers covered would be subject to 


18 Bec, 401, Internal Revenue Code of 1954 
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the same application of this proposed amendment to the 1954 Internal 
Revenue Code. ' 

Each taxpayer would be permitted a deduction for an amount up to 
10 percent of his taxable income, or $1,000, whichever is the lesser, if 
invested in a prescribed manner. The investment of such funds would 
weeny have to be in a way which would take them out of the 
control of the taxpayer and apply them solely for the purpose for 
which the deduction is given. Such investment could be made with 
a bank or insurance company in special restricted accounts or policies. 
The recipient financial institution would be required to make regular 
reports to the Internal Revenue Service concerning all such deposits 
or accounts. 

This would provide a rather simple and workable plan whereby the 
taxpayer would be relieved of taxes on reasonable sums set aside for 
his own retirement. The taxpayer would, however, be required to 
pay taxes on all amounts received by way of benefits under his own 
program after retirement. 

Because of the nature of this proposal, your committee would sug- 
gest a method by which-a taxpayer would be entitled to carry over an 
unused portion of his retirement deduction for use at a later time. 
This would make allowance for emergencies, which make equal 
annual deposit impossible. Further, in order that today’s older 
taxpayers may take advantage of this deduction, it should be pro- 
vided that persons over 50 be allowed a pereryely greater allow- 
ance, depending on their age. The purpose of these last two modifi- 
cations is to extend equal benefit to as many taxpayers as possible. 

A retirement deduction of this nature would largely eliminate a very 
discriminatory feature in the tax system. Your committee does not 
consider revenue loss, a controlling factor, because what is fair treat- 
ment for one group of taxpayers should not be denied to the rest. 
This can be said even more forcefully when it is shown what conse- 
quences flow from favoritism in the present law. In addition, the 
benefits extended are such that would equalize opportunity for busi- 
ness so that there would likely be an increase in productivity resulting, 
of course, in a larger tax base. 


C. ESTATE TAXATION 
(1) Discussion 

In 1953, this committee recommended that the Treasury be lenient 
in extending the period during which estate taxes could be paid where 
the assets of the estate were largely tied up in a closely held business."* 
The purpose of the recommendation was to curtail increased economic 
concentration which resulted from the forced sale of closely held 
businesses to pay the Federal estate tax. It had been shown that 
when such sales were forced, the only market was generally a large 
competitor. 

The Internal Revenue Code of 1954 did extend the period from 5 to 
10 years during which time the Commissioner has discretionary power 
to allow installment payments of the estate tax. During the recent 
hearings conducted by your committee, the testimony established 
conclusively that the estate tax still had an adverse effect on small 
business. Witnesses felt that the Commissioner had not been lenient 


eats 8. Rew. 442: Tax Problems of Small Business, Senate Small Business Committee, 83d Cong., Ist 
8S., Pp. 21, 
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in permitting installment payments. Thus, in spite of the change in 
the law in 1954, the estate tax still fosters economic concentration. 
In fact, because of increased understanding of its effect, it now appears 
that many businesses are sold by the owner and operator so that he 
may avoid, for his family, the results of dying with a nonliquid estate. 
This indicates that concentration may even be fostered to a greater 
extent today. 

The chairman of your committee, joined by several other committee 
members, in January of 1957 offered an amendment to relieve this 
situation by granting an option to the taxpayer to pay the estate tax 
in installments over a 10-year period.“ This proposal is still pending. 
(2) Findings 

Your committee suggests that certain qualified estates be permitted 
an absolute election to pay the Federal estate tax in installments over 
a period of up to 10 years and a further extension to 20 years where 
hardship can be shown. Estates which would qualify for the absolute 
election would be those which had more than 50 percent of their 
assets tied up in a closely held business, whether it be organized as a 
proprietorship, partnership or corporation. 

This provision need lose no revenue if interest is charged on the 
unpaid balance of estate tax for estates electing to pay by installment. 
There would be a deferral for the first several years, but it would result 
in little decrease in revenues even then, because of the relatively few 
estates which would qualify. For those which did qualify it would 
prove of great help and would also have a psychological impact on 
businessmen—giving a benefit which cannot be measured. 

As a further safeguard it should be provided that a disposition of 
the nonliquid portion of a qualifying estate would make the unpaid 
balance of the estate tax immediately due and payable. This would 
also be the case where any installment payment on the tax was missed 
by the estate. 

D. DEPRECIATION 
(1) Discussion 

There is probably no individual area of tax administration which 
received so much criticism as depreciation policy. This is another 
section which was fully discussed in your committee’s 1953 tax report 
as a prime problem. Today, if anything, the problems facing busi- 
ness because of the Government’s depreciation policy are more acute 
and more diverse, as seen through the eyes of witnesses who testified 
in the present study. 

First, reserves for depreciation are one means whereby a business 
may accumulate working capital. In an era when high taxes do not 
permit a sufficient retention of earnings for this purpose and tight 
money restricts borrowing, a faster writeoff of capital investment 
provides a temporary source of working funds. Your committee 
does not recommend an easy depreciation policy for this purpose. 
More direct methods should be developed. But it is important to 
recognize that such a source for working capital is available to those 
concerns which are permitted more liberal methods of depreciation. 

Depreciation policy plays an important part in industrial develop- 
ment. This fact has been used by the Government on many different 

4 See 8. 348 introduced by Senator John Sparkman for himself and Senators Hill, Humphrey, Keiauver 


Neuberger, Kennedy, Morse Thye, Schoeppel, and Kuchel. 
8 Ibid., p. 13. 
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occasions as an incentive to foster growth in specific areas (i. e., certifi- 
cates of necessity for defense facilities.) Business today fears that 
the present policy is a severe depressant, with its very restrictive 
regulations on capital writeoff. Representatives of the machine-tool 
industry are particularly alarmed by the effect on their industry, and 
the economy generally. This position was stated clearly by a witness 
in San Francisco: 


Since I am not a specialist in the field of taxation, certainly 
it is not for me to say the manner in which such relief should 
be accomplished, and therefore I should like to state that I 
am prepared to discuss only one phase of the subject, and 
that has to do with the effect of TD_4422 and several of its 
amendments, which all have to do with Federal taxation on 
capital equipment, or in simple terms with the manner in 
which the Government allows a business to recover its in- 
vested capital through the medium of writeoff or depreciation 
schedules. 

I do not consider TD-4422 to be a vicious law conceived 
by sinister minds for the purpose of sabotaging industrial 
growth in America, nor to work a hardship on any segment of 
our economy. 

On the contrary, this law was instituted in 1934 when in the 
depression period it became necessary to increase Govern- 
ment revenue and it was possibly a very practical approach 
to the problems of that day. 

Certainly there was some merit to the law, and men who 
are studied on tax matters in Government and in industry 
have found much ground for logical argument on either side 
when they isolated this law as something written on a piece of 
»aper and ignored the secondary effect it is having on our 
Nation at large. 

While the strict use of Bulletin F—the big bugaboo in all 
of this—was abandoned in the 1954 code, the general treat- 
ment by the district directors is still based on the historical 
approach to depreciation allowances as established in 
Bulletin F. 

Therefore, while the 1954 code is definitely an improvement 
in the right direction, it has unfortunately not resulted in 
uniform treatment by the Bureau nor has a pattern of con- 
fidence been generated in business to expand under the still 
confining limitations of this law. 

o” Bd « * * 


Up through the late thirties, maybe even more recently 
than that, we in America have enjoyed supremacy among the 
industrial nations on earth, and we could feel content in 
the knowledge that when our backs were to the wall, much 
as the critical years of World War II, we were able to out- 
produce our enemy. 

However, there have been some rather alarming shifts in 
this position, and I wonder if you realize how we tok UY 
En entnen. Perhaps this will give you something to thin 
about. 
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At the close of World War II, the Germans had no machine- 
tool industry, as a result of saturation bombing and repara- 
tions. In the year 1956, just about 10 years later, we in 
America employed 87,600 people all told in the machine-tool 
industry. Occupied West Germany and West Berlin em- 
ployed 86,000. Their curve is going up and ours is not. I 
shall let you guess with me what the figures will be in 1967, 
and who will be hurt in the process. 

In occupied West Germany, capital equipment, like 
machine tools, is largely depreciated at the discretion of the 
taxpayer. In America, it is depreciated in a period not less 
than 10 years, and in many instances over a 25-year period. 

In occupied West Germany, and in fact every other 
industrial national in the free world, there is real incentive for 
risk capital and their modernization of capital facilities is 
going on at a terrific pace. 

In America today, more than one-half of the machine tools 
in use today are more than 10 years old, and are definitely 
in the class of obsolete. 

Now, may I explain more directly this effect as it applies 
to small business, and here is the area where I think business, 
in general, and small business in particular, has failed to 
apprise the Government of their problem. 

he premise on which arbitrary long-term depreciation is 
based is undoubtedly the fact that a given machine has a 
physical life expectancy representing a span from the time it is 
new until it is scrapped, and this has been arbitrarily estab- 
lished by TD-4422 at something between 15 and 25 years. 

However, what the law does not take into account is that 
such a machine is of value to its owner only so long as he can 
market the product or services of that machine at a profit. 

Frankly, I do not know of a small-business man anywhere 
who can ; assured of continuity in his business over such a 
projected period of time, 15 or 25 years."® 


It should be noted that the same people who seem most concerned 
about the need for a liberal depreciation policy also recognize the 
possible abuse of such a position by showing a willingness to give up 
“capital gains” treatment upon the sale of such equipment. A respon- 
sible argument such as this, with the alarming facts presented, has 
impressed the committee with the need for urgent consideration and 
responsible action. 

Witness after witness testified to a discriminatory provision in the 
1954 Internal Revenue Code which works a wholly unintended hard- 
ship. The purchasers of ‘used’ equipment or facilities have been 
denied the advantage of the alternative methods of depreciation 
provided by section 167. Used property is purchased most often by 
smaller concerns which cannot afford new machinery. There seems 
to be no reason why the same methods of depreciation should not be 
available to the purchasers of property to be used in a trade or business, 
whether it be new or used. In the Ist session of the 85th Congress, 
Senator John Sparkman, chairman of your committee, who was joined 
by several committee members, offered an amendment to the Internal 


* Hearings: Tax Problems of Smail Business, Senate Small Business Committee, 85th Cong., lst sess. 
pt. I, pp. 281-283 (J. O. Ellison). 
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Revenue Code to correct this patent inequity.” This amendment is 
still pending. 
(2) Findings 

Your committee finds that the provisions of section 167 of the 
Internal Revenue Code of 1954 should be extended to the purchasers 
of used property for use in a trade or business. To protect against 
abuses, this amendment should be limited to $50,000 for each tax 
year of such purchases. 

Concerning the broader question of general depreciation policy, 
your committee suggests to the Treasury Department that the old 
bulletin F be cast out in practice, as the Congress intended by the 
new depreciation sections written into the 1954 code. The committee 
respectfully commends to the tax-writing committees of both Houses 
of Colgtees the testimony received on the need for a complete depre- 
ciation policy overhaul. <A thorough study of the law and its admin- 
istration is in order to determine (a) if the intent of Congress is being 
put in practice by the Treasury and (6) in case the policy is being 
applied properly, if circumstances require a change in policy. 


E. ELECTION OF CORPORATION TO BE TAXED AS PARTNERSHIP 


(1) Discussion 

Your committee has often expressed a desire to see that all business 
is treated equitably, regardless of its legal form of organization. 
There are many reasons, legal, technical and practical, why one con- 
cern may choose to incorporate and another operate as a proprietorship 
or partnership. The influence of the Federal tax system in making 
such a determination should be minimized. Business should be per- 
mitted to operate in the form best suited to its needs, without penalty 
through the amount of Federal taxes it must pay. Since the oa 
Government has a large stake in the operation of business, it would 
seem that it should facilitate, rather than encumber, operation in the 
most efficient form and manner. ’ 

At the present time, it is impossible to consider the form of organiza- 
tion of a business without first consulting a tax adviser. Tax advan- 
tage is often the determining factor in such a decision. Several 
businessmen who appeared before the committee described how they 
operated as a proprietorship or a partnership until the exact point 
where taxes would be less as a corporation. Others showed how ad- 
vantages of one form or another were denied to them simply because of 
the tax effect. A witness in Portland, Oreg., expressed the thought 
in this way: 

I feel that the position of all small businesses would be 
greatly improved by incorporation. I believe that this would 
decrease the alarming incidence of small business failures 
and encourage more people to go into business for them- 
selves. In my opinion, the one great deterrent to the 
incorporation of a very small business is the present Federal 
tax structure, 

* . ~ * * 


17 See 8. 351 introduced by Senator John Sparkman for himself and Senators Hill, Humphrey. Kefauver, 
Neuberger, Kennedy, Morse, Thye, Schoeppel, and Kuchel, 
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The Federal tax structure discourages very small busi- 
nesses from incorporating by penalizing the earnings of the 
businessman who incorporates. As you know, 30 cents of 
the first dollar of a corporation’s earnings must be paid as 
Federal income tax. Taking an example from appendix A, 
which is attached, an individual proprietor who earns $15,000 
in 1 year pays about $1,000 less in Federal income tax than 
a corporation president who earns $10,000 in 1 year and tries 
to take the other $5,000 out of his business profit. The same 
penalty for incorporating a very small business holds true 
for any earning which an incorporated business makes and 
which the owners try to withdraw.*® 


Several committee members joined with Senator John Sparkman 
in the first session of this Congress in offering an amendment which 
would permit certain corporations to be taxed as partnerships." Such 
an option would equalize treatment for small corporations with 
proprietorships and partnerships which under the present law may 
elect to be taxed as corporations.” Such an option would, to a large 
extent, remove tax considerations from determinations concerning 
form of operation. 

(2) Findings 

A corporation should be permitted an election, upon agreement of 
its stockholders, to be taxed as a partnership. Such an election must 
necessarily be binding, not only on the corporation but a corporate 
successor. It is the purpose of such an election to permit the tax- 
payer to operate in one form but be taxed as if another, thereby 
allowing the taxpayer the least possible tax. 

For purposes of administering this provision properly, it would be 
necessary to make the election binding for a definite period, to prevent 
constant jumping back and forth. Still, in view of the purpose of 
the provision to give the taxpayer the benefit of the least tax payable 
under the most favorable form, your committee would not suggest 
a permanent election. Conditions change over a period of time, 
which might well change the basis for such an election. Therefore, 
it is recommended that such an election be binding on a corporation 
for a period of 4 years, after which a new decision might be made. 

Your committee also suggests a correlative amendment to section 
1361 of the 1954 Internal Revenue Code. The election permitted by 
that section should also be subject to a new decision after 4 years. 
In addition, section 1361 should be amended so as not to be limited 
to partnerships “in which capital is a material income-producing 
factor, or 50 percent or more of the gross income of such enterprise 
consists of gains, profits, or income derived from trading as a principal 
or from buying and selling real property, stock securities, or com- 
modities for the account of others.” ‘This last change will extend 
the benefits of this section to many worthy enterprises.”* 


8 Hearings, Tax Problems of Smal! Business, Senate Smal! Business Committce, 85th Cong., Ist sess. 
pt. II, p. 944 (Milton H. Mater). 

1 See 8. 349 introduced by Senator John Sparkman for himself and Senators Hill, Humphrey, Kefauver, 
Nueberger, Kennedy, Morse, Thye, Schoeppel, and Kuchel. 

2 Sec. 1361, Internal Revenue Code of 1954. 

2 Senator Proxmire reserves the right to offer a limiting amendment to this section if further study 
shows that it need not have general application to be effective. 
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F. UNREASONABLE ACCUMULATION OF SURPLUS-——-PENALTY TAX 


(1) Discussion 

Even with the change in old section 102,” enacted at the recom- 
mendation of your committee, whereby the burden of proof on the 
reasonableness of the surplus accumulation was shifted to the Govern- 
ment, these sections of the code™ still are proving troublesome to 
small business. The effect of the provision is almost wholly psycho- 
logical. Although many witnesses testified on the inequity of the 
penalty tax, few had had personal experience with the Treasury of an 
assessment under this section. But the professional people who dis- 
cussed this point were impressive with their testimony concerning its 
ne impact on the business community. A lawyer in Milwaukee 
said: 

Another burden in the tax laws which is peculiar to small 
business is the penalty tax for so-called improperly accumu- 
lating surplus. Now I am not an economist, gentlemen, but 
I have heard enough here this morning to lead me to believe 
that today small business can’t improperly accumulate sur- 
plus. Anything that it can accumulate, and the prior wit- 
nesses have pretty conclusively demonstrated it is hard to 
do, but if it did accumulate anything, the tax laws should 
not call it improper and I think I have heard enough today 
to make that quite convincing. It seems to me today there 
is an exception for such accumulations of $60,000, but of 
course that is woefully inadequate, and if we are going to 
have any kind of a penalty tax on corporations for accumu- 
lating their earnings in liquid form, it certainly ought to 
apply after a a bigger exemption * * *.* 


This is another area of the Internal Revenue Code which uninten- 
tionally discriminates against the small closely held corporation. 
This group has great problems in accumulating equity capital for 
ordinary business needs, As has been suggested above, the greatest 
share of such expansion has historically been financed through reten- 
tion of earnings. Not only is it difficult to retain enough earnings 
after taxes, but management of small corporations must always 
prepare to defend the reasonableness of their accumulation. This 
additional burden is not thrust on larger, public owned corporations, 
because the Treasury has considered broad public ownership to be 
an automatic deterrent to improper accumulation of surplus. 

(2) Findings 

In order that small business might be relieved from the more 
onerous restrictions imposed by the accumulated earnings tax,”* your 
committee suggests an amendment to section 535 (c) (2) and (3) 
whereby the minimum accumulated earnings credit be increased from 
$60,000 to $100,000 which will take some of the pressure off the 
smallest of corporations, who are most restricted presently. The 
amendment will cause little, if any, loss of revenue to the Federal 
Government, will provide some increased equity financing for small 

2 Sec. 102, Internal Revenue Code of 1939. 

% See footnote 1. 

% Secs, 531-535, Internal Revenue Code of 1954. 

% Hearings, Tax Problems of Small Business, Senate Small Business Committee, 85th Cong., Ist sesso 


pt. ILI, p. 1413 (Roy O. LaBudde). 
% Sec. 531, Internal Revenue Code of 1954. 
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corporations, and will relieve a great psychological deterrent to the 
development of small business. 


G. SIMPLICITY AND FINALITY 
(1) Discussion 

Again and again the complaint was heard, “if only the law could be 
made simple enough so that I didn’t have to sorieilt a battery of tax 
advisers before each business decision.” Small business feels this 
need for simplicity, because it is least able to pay for professional 
counsel at each turn of the road. The sentiment was often expressed 
that smaller concerns would be money ahead paying more tax if the 
recordkeeping and preparation of returns were not so cumbersome. 

Closely related to the problem of simplicity is that of finality. In- 
consistent interpretations of the Internal Revenue Code, resulting from 
the nonacquiescence of the Treasury in judicial rulings, work a far 
greater hardship on small business. Ordinarily, the amounts of tax 
are smaller, and, in many cases, not worth the expense of litigation. 
It is most difficult for a taxpayer to understand why the Treasury 
continues to press a position in defiance of a contrary ruling by the 
Tax Court or a United States Court of Appeals. This is especially 
true when it costs the taxpayer an Naddionel eanoeint in tax not great 
enough to repay the cost of contesting. 

Your committee wishes to commend the Treasury for its recent 
better record in acquiescence and its continuing effort “to reduce to 
the very minimum the number of cases in which appeal or acquies- 
cence does not follow an adverse decision of the Tax Court.” 7 How- 
ever, it would seem that here is an area where Congress should, for 
the benefit of all taxpayers, compel acquiescence in responsible judicial 
determination. 

(2) Findings 

An amendment to the Internal Revenue Code to compel acqui- 
escence by the Treasury in judicial determinations need not be too 
confining or restrictive to be of value. The Treasury ought not to 
be able to dispute decisions of the Tax Court or of a United States 
Court of Appeals except by direct appeal to a higher court. The 
Treasury would be protected by its right of appeal, and the tax- 
payers—both the one in litigation and those others involved with the 
same question—would gain the advantage of finality and uniformity of 
treatment. 

Where different courts have handed down inconsistent rulings, the 
most recent Court of Appeals decision, as compared to one of the Tax 
Court or an earlier decision of a court of appeals, ought to be followed 
by the Department unless the Department seeks an appeal. This 
would assure uniformity of administration and adequate protections 
for the taxpayer without an undue hardship on the Department. 

It is further suggested that the Treasury Department exert every 
effort to simplify each step of levy and collection. Such simplification 
could be of value, not only to the taxpayer, but to the Treasury itself.” 

27 See Remarks of Fred C. Scribner, Jr., Assistant Secretary of the Treasury, before the taxation section 
of American Bar Association, in New York, July 12, 1957, published in Bulletin of Taxation Section, October 
= Wile agreeing with that part of the committee report dealing with the importance and desirability 
of achieving certainty in the tax law through acquiescence by the Department of the Treasury in judicial 
decisions, Senator Javits recognizes that the administrative feasibility of requiring such acquiescence by 


law is a matter which must await the hearings on implementing legislation and may well require material 
amendments, 
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H. PROBLEMS OF ADMINISTRATION 
(1) Discussion 

It was most disconcerting to find that much of the criticism of the 
tax system was leveled not at the way the law was written by Con- 
gress, but the manner in which it is being administered. Your com- 
mittee recognizes the difficult task of the ‘Treasury in trying to please 
people while taking their money. But there have been some com- 
plaints, supported by chapter and verse, that indicate that the 
Treasury has been less than 100 percent responsible in administering 
the law as Congress wrote it. 

In the Internal Revenue Code of 1954, Congress provided that a 
proprietorship or partnership might elect to be taxed as a corporation 
under certain circumstances.” In providing for the election, Con- 
gress stated “. . . an election may be made, in accordance with 
regulations prescribed by the Secretary or his delegate. .. .” ® 
The manner and method in which the election could be made was 
expressly left to the Secretary. Naturally, the normal working regu- 
lations governing the administration are much more important for a 
new provision such as this, than for a section much like one contained 
in the earlier law. In spite of their importance, today, some 3% years 
after Congress acted, the Treasury still has not proposed the final 
regulations for this section. 

Testimony was received from professional tax consultants that they 
dared not advise their clients to make an election under section 1361 
until they had had an opportunity to see the final regulations. Since 
the election is irrevocable, they wanted to know the full effect of the 
election before binding their clients. Even though the temporary 
regulations left an escape clause for those choosing to be taxed as 
corporations, until final regulations are promulgated, the lack of 
definitive regulations is all-important in advising a client to set up a 
new bookkeeping system which may turn out to be worthless. 

The full circle was completed when it was argued to the House Ways 
and Means Committee in 1957 that section 1361 should be repealed 
because it had not been effective, as proved by the fact that it had 
not been used. ‘Thus, a section enacted by Congress for the benefit 
of small business has been rendered useless by the failure of the 
Treasury to issue regulations. It has been and will be argued that 
final regulations had to be rewritten for the whole code after the 1954 
revision and thus it cannot be helped. However, most of the regula- 
tions have been proposed in final form, even though, in most respects, 
the law—and, hanehene; the regulations—is almost the same as the 
1939 Code. It would seem that a little more care might have been 
shown for this particular section which was intended by Congress to 
benefit a hard-hit area and which was noticeably ineffective without 
the regulations. 

Another example of administrative discrimination toward small 
concerns is exemplified by a statement submitted at the Minneapolis 
hearing: 


I am particularly concerned by an apparent new concept in 
taxing stock redemption by small-business corporations and 
which, if broadly enforced, will result in great tax inequity 


% Sec, 1361. 
# Sec. 1361 (a), Internal Revenue Code of 1954. 
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and an impossible tax burden on small corporations. My 
particular case illustrates this inequity very well. 

In 1950, I entered into part ownership in a small auto- 
mobile dealership with Frank Flint by acquiring at a cost of 
$20,000 100 shares (50-percent interest) in Village Chevrolet 
Co. At the time I was 41 years of age and Mr. Flint was 67 
years ofage. During the succeeding 7 years, up to February 
1956, we managed to build up the corporation from a net 
worth of $40,000 to $75,647.04. During this period we took 
very reasonable salaries, upon which we paid Federal income 
taxes. At the same time, the corporation paid Federal in- 
come taxes on the earnings which we were able to retain in our 
growing business. Finally, in 1956, Mr. Flint, due to his age 
and poor health, wanted to sell out his 100 shares (or 50-per- 
cent interest) and withdraw from the business. There, of 
course, was no market as such for his stock and while I had an 
option to buy his stock, I did not have the money to do so. 

e therefore offered to sell it to the corporation at its book 
value of $37,823.52. The corporation did not have the funds 
for this purchase either but was able, through a bank loan, to 


borrow the necessary funds and did thus redeem and retire 


his stock. Mr. Flint realized a capital gain on the sale of his 
stock and paid Federal income taxes on this. 

Now, however, under a so-called new concept, the Internal 
Revenue Service contends that I received a ‘constructive 
dividend” of $37,823.52 by reason of the corporation’s retir- 
ing Mr. Flint’s stock. This concept, I am told is supported 
by two recent cases of the Tax Court of the United States 
(Joseph R. Holsey, 28 T. C. No. 107, August 1957, and 
Louis H. Zipp, 28 T. C. No. 32, May 1957). This will result 
in additional Federal income tax liability to me personally 
of $14,654.44. The United States Government has taxed 
this sum as corporation profits, they taxed it again as Mr. 
Flint’s capital gain and now seek to tax it a third time to me 
as a constructive dividend. It is obvious to me that I have 
had no gain in income because I, by reason of the retirement 
of Mr. Flint’s stock, still merely own 100 shares (though now 
100 percent) in a corporation whose net worth has been 
reduced to half of what it was prior to the redemption (or 
$37,823.52). In other words, this redemption has not in- 
creased my present net worth in any sense and the ‘‘con- 
structive dividend” so-called is nonexistent. 

To my way of thinking, this new concept cannot help but 
result in killing off any incentive to let small corporations 
grow. Shareholders, who are also employees, will want to 
withdraw earnings in the form of salaries rather than to 
expand their business, realizing that any papsetien will result 
in a greater tax to them when any shareholder dies or wants 
to withdraw. As you can see by my case, it can have a dis- 
astrous effect on anyone who, on a modest scale, has worked 
to eae & sound business in a highly competitive product 
market. 


%! Hearings: Tax Problems of Small Business, Senate Small Business Committee, 85th Cong., ist sess. 
pt. I, p. 804 (W. 8. Bloomer). 
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This is just another example of the difficulties facing small-business 
men who want to remain independent. 

Much testimony was heard concerning the Treasury’s new use of 
salvage value for the purpose of determining proper depreciation 
schedules. This also is being done without the benefit of legislation 
and what, in many instances, appears to be an attempt to thwart the 
advantage granted by Congress in section 167 of the 1954 Internal 
Revenue Code, which allowed alternative methods of depreciation. 

The Treasury in each of these examples has set. out to accomplish 
something not provided for by law and, in the last two instances, 
actually appears to run counter to the intent of Congress. It is also 
important to note that the impact of these administrative moves falls 
most heavily on the smaller concerns. These are only several of the 
many examples of this kind of administrative legislation reported. 

(2) Findings 

In the first instance, your committee wishes to condemn any 
activity which operates to negate a benefit intended by Congress. In 
instances cited in the above discussion, it is clear that Treasury has 
dragged its feet and operated to thwart the intent of Congress where 
provisions did not meet with Treasury approval. Regulations should 
be issued immediately so that section 1361 might become effective. 
Argument sustaining the absence of the regulations will not be nearly 
as effective as getting the regulations promulgated so that Congress 
can have an opportunity to determine the effectiveness of section 1361 
for the purpose intended. 

Your committee, with other appropriate committees of Congress, 
will continue to watch the Treasury Department to see that legislation 
is administered in the way it was intended. Action should be quickl 
initiated where it appears that a provision is being ill administered. 
The will of the Congress must prevail. 


I. BXCISE TAXES 

(1) Discussion 

The Federal excises, which were largely wartime measures, received 
a great deal of criticism. It was pointed out that this type of taxation 
is a tremendous burden on the businesses affected. In many cases a 
competitor is favored by lack of the excise by using a slightly different 
though competing, product. The taxes on jewelry, for example, 
divert sales to flowers, candy, or other gift articles which are not 
taxed. 

It was also clearly established that some of these excises fall much 
more heavily on small business than on the rest of the economy. A 
witness in Wichita gave a very clear example of this discrimination: 


I would like to point out that that happens to be a pet 
project of mine, this transportation by for-hire carriers, be. 
cause it results in a discrimination between large business 
and small business. This transportation tax is not imposed 
upon carriers. It is imposed on for-hire carriers. As an il- 
lustration, if you have a chain of stores with a central ware- 
house, you may have your own trucking fleet and carry the 
product from your central warehouse to your stores without 
paying the 3-percent transportation tax, but, if I own a 
small store down here in competition with one of your chains 
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and the warehouse is up here in Wichita and I must have a 
for-hire carrier take the goods from the warehouse in Wichita 
to my store in Arkansas City, I have to pay the Federal Gov- 
ernment an additional 3 percent on top of the other things. 
It does seem a little inequitable. It seems very inequitable 
to the small-business man.” 
(2) Findings 
Your committee favors the repeal of all Federal excise and trans- 
portation taxes at the earliest possible time. This form of discrimi- 
natory taxation should be abandoned by the Federal Government for 
the purpose of raising revenue except in the case of dire emergency. 


J. SMALL BUSINESS AND FOREIGN TRADE 


(1) Discussion 

The importance of foreign trade to this country has long been 
evident. Such trade has been fostered in many ways, including the 
grant of tax concessions for activity in certain parts of the world. 
The allowance of a special deduction for ““‘Western Hemisphere trade 
corporations” as provided for by sections 921 and 922 of the Internal 
Revenue Code of 1954 is such a concession. 

Testimony in the recent study showed that many smaller concerns 
were being denied the benefits of sections 921 and 922 by action of 
the Treasury. A witness in New York City told the committee of 
the manner in which one business was being hurt by the discrimina- 
tory regulations adopted under these sections of the code: 


We now come to the difficulty which we believe Congress 
should correct. Although section 109—now section 921— 
contained no express definition of the source of income for 
Western Hemisphere trade purposes, the Treasury regulations 
did provide that the source of income would be determined in 
accordance with the provisions of section 119—now sections 
861-864—under which the source of income from the pur- 
chase and sale of personal property is the country in which 
the property is sold. 

The courts have held under section 119 that such place 
of sale, and therefore the source of income, is the country 
where title to the personal property passes. 

The Commissioner of Internal Revenue has adopted these 
holdings and ruled them to be applicable to the Western 
Hemisphere trade corporation section. 

It will be noted, however, that the basic purpose under- 
lying section 119 was to determine the jurisdiction of the 
United States to tax income, whereas the purpose underlying 
the Western Hemisphere trade corporation section, as stated 
at the time of its adoption, is to eliminate competitive dis- 
advantages between United States corporations dealing with 
South American customers as against foreign corporations. 

In order to accomplish this latter purpose, it would appear 
that the place where the competition exists should determine 
the source of the income. 


3 [bid., pt. ILI, p. 1156 (John J, Williams). 
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In view of the state of the law, it was necessary, under the 
Commissioner’s interpretation of section 109, that the com- 
pany establish operating procedures so that title to the con- 
veying machinery would pass outside of the United States. 

Under the general law of sales, the place where title passes 
is a matter to be governed by contract between the parties 
to a sale. 

Many of the legal writers, in the absence of court decisions, 
had indicated that in order to be safe, a Western Hemisphere 
trade corporation should do more, however, than provide 
contractually for the passage of title outside of the United 
States. 

Some legal writers had gone so far as to indicate that a 
Western Hemisphere ‘ends corporation should maintain 
either a warehouse or branch office in South America to 
which the property could be shipped and where possession 
and title could be transferred to the purchaser. 

However, the expense of establishing and maintaining such 
warehouses or branch offices, particularly during the early 
ya of the establishment of South American trade, would 

ave been prohibitive for Alvey Conveyer Export Co., as 
for most smaller corporations. 

In addition, since most of the conveyor systems sold by 
Alvey Conveyor Export Co. were made to order, warehousing 
was totally impractical. The possibility of obtaining agents 
in South America to whom shipment could be made and who 
would transfer title was investigated, and again it was 
determined that this expense and complication could not be 
justified from a sound business or competitive standpoint. 

It was also obvious that the intervention of a branch 
office, warehouse, or agent: would contribute nothing toward 
furthering the congressional purpose in enacting the 
Western Hemisphere trade-corporation section and would 
merely add complication and expense. 

The ultimate transaction in any event would be a sale by 
A Conveyor Export Co., solicited and negotiated in 
South America to a South American factory. Alvey Con- 
veyor Export Co. would be competing with foreign manu- 
facturers of conveying machinery for the business of this 
customer. 

It would therefore appear logical that the simplest, least 
expensive means of transporting the property to its ultimate 
destination would be most desirable to effectuate the con- 
gressional purpose. 

It is impractical for our company and small companies like 
ours, to maintain branch offices or warehouses in all of the 
many South American countries. Like ourselves, many of 
these other smaller companies make special equipment for 
our South American customers, and any warehouse, branch 
office, or business arrangement merely for the purpose of 
establishing the fact that the title passed outside of the 
United States is cumbersome, expensive, and contrary to the 
purposes of the original act. 


20675—58—pt. 3——40 


3047 











3048 GENPRAL REVENUE REVISION 


Nevertheless, the usual and _ well-established export 
rocedures were not available, since it was legally necessary 
or the export company to retain title until the conveying 
machinery arrived in South America, whereas, under normal 
practices, title is transferred as soon as possible.* 
(2) Findings 
Foreign trade by smaller concerns is as important to this country 
as trade by bigger businesses. Such trade may even be more impor- 
tant to the continued existence and good health of small business. 
Legislation permitting equal application of the Western Hemisphere 
trade-corporation provisions to small business should be passed 
immediately. 
K. SCHEDULED RATE REDUCTION 


Many witnesses at each of the cities in which hearings were con- 
ducted suggested that overall rate reduction of individual and corpo- 
rate income taxes would be of the greatest possible assistance to the 
economy. ‘These people would reduce both the personal and corporate 
income-tax rate to a maximum of 42 percent on a step basis over a 
5-year period. 

Your committee feels that this suggestion is much too broad and 
all-encompassing for it to pass judgment at this time. It does appear 
that such a plan would entail a loss of revenue to such an extent that 
few if any other changes could be made. It well may be asked if the 
inequities should not be removed before such a costly wholesale opera- 
tion is undertaken which would serve to perpetuate discrimination 
within the system. 

IV. REcoOMMENDATIONS 


Your committee offers as an appendix to this report an omnibus 
small-business tax-adjustment bill which is being proposed by mem- 
bers of this committee. This proposed legislation includes the cor- 
rective measures necessary to give basic relief to the small-business 
segment of this economy. Your committee recommends that this 
legislation be enacted into law as soon as possfble. 

The tax-adjustment bill is intended to provide necessary corrective 
measures in the most important cases where the present system has 
been found to discriminate against small business. The sections of 
the bill correspond to and are based on the findings of this study as 
published in the previous section of this report, subsections A through 
G. The purpose is to give the maximum assistance which is neces- 
sary for the continued existence and growth of small business as it 
has been known in this country, consistent with current revenue neecs. 

These recommendations are made with a real sense of urgency. 
Small business is the cornerstone of the free-enterprise system. Un- 
less a climate is maintained in which such concerns may grow and 
prosper, our economic system cannot survive. The alternative is 
very clear. If only the large are to be given opportunity, business 
will continue its present course of amalgamation which will result in 
domination by a few giant concerns. 


¥ Tbid., pt. I, pp. 492-493 (Dave L. Cornfeld) 





APPENDIX 


(The following bill (S. 8194) was introduced in the Senate on 
January 30, 1958, by the following members of the committee: 
Senators Sparkman, Humphrey, Morse, Bible, Proxmire, Thye, 
Saltonstall, Goldwater, Kuchel, and Javits.) 


A BILL To amend the Internal Revenue Code of 1954 so as to establish an initial 
program of tax adjustment for small and independent business and for persons 
engaged in small and independent business. 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That this Act may be cited 
as the ‘Small Business Tax Adjustment Act of 1958”. 


SEC. 2, DEDUCTION FOR ADDITIONAL INVESTMENT IN DEPRECIABLE 
PROPERTY OR INVENTORY. 


(a) ALLowANnce oF Depuction.—Part VI of subchapter B of 
chapter 1 of the Internal Revenue Code of 1954 (relating to itemized 
deductions for individuals and corporations) is amended by adding at 
the end thereof the following new section: 


“SEC. 178. ADDITIONAL INVESTMENT IN DEPRECIABLE PROPERTY 
OR INVENTORY. 

“(a) GeneRAL Ruxte.—lIn the case of any person engaged in a trade 
or business, there shall be allowed as a deduction, at the election of 
the taxpayer, for additional investment in the trade or business made 
during the taxable year: 

(1) 50 percent of so much of such additional investment as 
does not exceed $10,000; 

(2) 30 percent of so much of such additional investment as 
exceeds $10,000 but does not exceed $20,000; and 

(3) 20 percent of so much of such additional investment as 
exceeds $20,000 but does not exceed $30,000. 

“(b) Limrration.—No amount shall be allowed as a deduction 
under subsection (a) which is attributable to additional investment in 
inventory property for the taxable year unless the taxpayer, in the 
election made pursuant to subsection (d), claims the full amount 
allowable as a deduction under subsection (a) which is attributable to 
alditional investment in depreciable property for the taxable year. 

“(c) Derinirions.—For purposes of this section— 

“‘(1) ADDITIONAL INVESTMENT IN DEPRECIABLE PROPERTY.— 
The term ‘additional investment in depreciable property’ means, 
with respect to any taxable year, the amount by which— 

“(A) the adjusted basis of all depreciable property (as 
defined in paragraph (4)) used in the trade or business, com- 
puted as of the close of the taxable year and computed for 
the taxable year without regard to subsection (e) and without 
any adjustments under section 1016 (a) (2) (relating to 
adjustments to basis for depreciation allowed for the taxable 
year), exceeds 
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“(B) the adjusted basis of all depreciable property used 
in the trade or business, computed as of the beginning of 
the taxable year. 

(2) ADDITIONAL INVESTMENT IN INVENTORY PROPERTY.—The 
term ‘additional investment in inventory property’ means, with 
respect to any taxable year, the amount by ll 

“(A) the inventory value of all inventory property (as 
defined in paragraph (5)) of the trade or business, computed 
as of the close of the taxable year, exceeds 

“(B) the inventory value of all inventory property of the 
trade or business, computed as of the Cecio of the 
taxable year. 

(3) ADDITIONAL INVESTMENT IN THE TRADE OR BUSINESS.— 
The term ‘additional investment in the trade or business’ means, 
with respect to any taxable year, the sum of— 

(A) the additional investment in depreciable property 
for the taxable year, and 

“‘(B) the additional investment in inventory property for 
the taxable year. 

(4) DeprREcIABLE PROPERTY.—The term ‘depreciable prop- 
erty’ means property used in the trade or business of a character 
which is subject to the allowance for depreciation provided in 
section 167. 

“(5) InveNTORY PROPERTY.—The term ‘inventory property’ 
means stock in trade and other property of a kind which is 
properly includible in inventory. 


“(d) ELection.— 


“(1) Wuen mMAaDE.—The election provided by subsection (a) 
shall, under regulations prescribed by the Secretary or his del- 
egate, be made for any taxable year within the time prescribed 
by law (including extensions thereof) for filing the return for the 
taxable year. Such election shall apply only to the taxable year 
with respect to which it is made. 

“(2) Contents.—At the time of making the election provided 
by subsection (a), the taxpayer shall, under regulations prescribed 
by the Secretary or his delegate, file a statement showing— 

(A) the amount of the deduction under subsection (a) 
which is allowable for additional investment in the trade or 
business made by him during the taxable year, and, if the 
taxpayer does not elect to take the full amount allowable, 
the amount of the deduction claimed for the taxable year, 

“(B) the amount of the deduction claimed under subsec- 
tion (a) which is attributable to additional investment in 
depreciable property during the taxable year, 

“(C) the amount of the deduction claimed under subsec- 
tion (a) which is attributable to additional investment in 
inventory property during the taxable year, 

“(D) in respect of the amount described in subparagraph 
(B), the specific items of depreciable property acquired during 
the taxable year with respect to which adjustments to basis 
have been made under subsection (e) and the amount of the 
adjustment made by the taxpayer for each such item, and 

“(E) such other information as the Secretary or his dele- 
gate may by regulation prescribe. 
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“(3) ELECTION IRREVOCABLE.—An election made under sub- 
section (a) for any taxable year may not be revoked except with 
the approval of the Secretary or his delegate. The selection by 
the taxpayer of the items of depreciable property with respect to 
which adjustments to basis under subsection (e) are made, and 
the amount of the adjustment for each such item, as shown in 
the statement filed under paragraph (2), may not be modified 
except with the approval of | the Secretary or his delegate. 

“(e) ADJUSTMENTS TO Basis oF DeEprecIABLE Property.—The 
taxpayer shall make proper adjustment to the basis of the items of 
depreciable property acquired desing the taxable year, or to such of 
such items as he may select, in such amounts as will account for the 
amount of the deduction allowed under subsection (a) for the tax- 
able year which is attributable to the additional investment in 
depreciable property for the taxable year. 

“(f) Garin From Sate or Excuance or DepreciaBLe Prop- 
ERTY.—Gain from the sale or exchange of depreciable property in 
respect of which an adjustment to basis is made under subsection (e) 
shall, to the extent that the adjusted basis of such property is less 
than its adjusted basis determined without regard to any adjustment 
to basis made under section (e), be considered as gain from the sale 
or exchange of property which is neither a capital asset nor property 
described in section 1231. 

“(¢) Decrease In INvENTORY VALUE.— 

“‘(1) INCREASE OF TAXABLE INCOME.—If— 

“(A) the taxpayer has elected to take the deduction 
allowed by subsection (a) for any taxable year, and any 
part of the amount allowed as a deduction for such taxable 
year is attributable to additional investment in inventory 
property, and 

“(B) at the close of any subsequent taxable year, the 
inventory value of the inventory property of the trade or 
business is less than the inventory value of the inventory 
property of the trade or business at the beginning of the first 
taxable year with respect to which the taxpayer elected to 
take the deduction aiid by subsection (a) any part of 
which was attributable to additional investment in inventory 
property, increased by an amount equal to the sum of the 
amounts allowed as a deduction under subsection (a) for all 
prior taxable years which are attributable to additional invest- 
ment in inventory property, and reduced by the sum of the 
amounts by which the taxpayer’s taxable income for all prior 
taxable years has been increased under this subsection, 

then the taxpayer’s taxable income for such subsequent taxable 
year shall, for purposes of this subtitle, be increased by the amount 
determined under paragraph (2). 

(2) AMOUNT OF INCREASE.—The amount of increase in tax- 
able income referred to in paragraph (1) is the lesser of the 
following: 

‘“(A) the amount by which the inventory value of the 
inventory property at the beginning of such subsequent tax- 
able year exceeds the inventory value of the inventory 
property at the close of such subsequent taxable year, or 
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“(B) the sum of the amounts allowed under subsection (a) 
as a deduction in all prior taxable years which were attrib- 
utable to additional investment in inventory property, 
reduced by the sum of the amounts by which the taxpayer’s 
taxable income has been increased under this subsection for 
all prior taxable years. 

(3) akan RULE FOR APPLICATION OF SUBSECTION.—If the 
inventory value of the inventory property at the beginning of any 
taxable year after the first taxable year for which the taxpayer 
has elected to take the deduction showell by subsection (a) any 
part of which was attributable to additional investment in inven- 
tory property is less than the inventory value of the inventory 
property at the beginning of such first taxable year, then, for 

urposes of paragraphs (1) and (2), any subsequent taxable year 
or which the taxpayer elects to take the deduction allowed by 
subsection (a) any part of which is attributable to additional 
investment in inventory property shall be considered as the first 
taxable year for which the taxpayer has elected to take the 
deduction allowed by subsection (a) any part of which is attrib- 
utable to additional investment in inventory property. 

“(h) Sate orn ExcHaANGe oF THE TRADE OR Business.—lIf a tax- 
payer who has elected for any taxable year to take the deduction 
allowed by subsection (a) sells, exchanges, or otherwise disposes of 
his trade or business— 

“(1) the gain upon such sale, exchange, or other disposition 
shall be considered as gain from the sale or exchange of property 
which is neither a capital asset nor property described in section 
1231 to the extent that the adjusted basis of depreciable property 
used in the trade or business on the date of such sale, exchange, 
or other disposition is less than its adjusted basis determined 
without regard to subsection (e), and 

“(2) the taxpayer’s taxable income for the taxable year in 
which such sale, exchange, or other disposition occurs shall be in- 
creased by the sum of the amounts allowed under subsection (a) 
as a deduction in all taxable years which were attributable to 
additional investment in inventory property, reduced by the sum 
of the amounts by which the taxpayer’s taxable income has been 
increased in all taxable years under subsection (g). 

“(i) Taxpayer Creasinc To EnGaGeE 1n TRADE oR Business.—If 
a taxpayer who has elected for any taxable year to take the deduc- 
tion allowed by subsection (a) ceases to engage in his trade or busi- 
ness, but does not sell, exchange, or otherwise dispose of the trade or 
business, such ceasing to engage in his trade or business shall, for pur- 
poses of subsection (hy), be considered as a sale of such trade or busi- 
ness and the last day on which the taxpayer engages in the trade or 
business shall be considered as the date of sale. 

“(j) Specrat Russ ror APPLICATION OF SECTION.— 

“(1) More THAN ONE TRADE OR BUSINESS.—For purposes of 
this section, if more than one trade or business is owned, directly 
or indirectly, by the same person or persons, all such trades or 
businesses owned by such person or persons shall, under regula- 
tions prescribed by the Secretary or his delegate, be treated as 
one trade or business. 
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“(2) PARTNERSHIPS, TRUSTS, AND ESTATES.—The Secretary or 
his delegate shall prescribe regulations for the application of this 
section to partnerships, trusts, and estates.” 

(b) TecunicaL AMENDMENTS.— 

(1) The table of sections for such part is amended by adding 
at the end thereof 

“Sec. 178. Additional investment in depreciable property or in- 
ventory.” 

(2) Section 63 of the Internal Revenue Code of 1954 (relating 
to definition of taxable income) is amended by adding at the end 
thereof the following new subsection: 

*(c) TaxaBLeE Income Resuttinc From Decrease 1n INVEN- 
TORY.— 

“(1) For conditions under which taxable income may be in- 
creased as a result of a decrease in the inventory of a trade or 
business, see section 178 (g). 

(2) For conditions under which taxable income may be in- 
creased upon the sale, exchange, or other disposition of a trade 
or business, see section 178 (h).”’ 

(3) Section 1016 (a) of such Code (relating to adjustments to 
basis) is amended by striking out the period at the end of para- 
graph (16) and inserting in lieu thereof a semicolon, and by adding 
after paragraph (16) the following new paragraph: 

(17) in the manner and to the extent provided in section 178 
(e), for amounts allowed as deductions under section 178 (a) 
which are attributable to additional investment in depreciable 
property.” 

(c) Errecrive Dare.—The amendments made by this section shall 
apply to taxable years beginning after December 31, 1957. 

SEC. 3. VOLUNTARY RETIREMENT PLANS. 

(2) Depuction ror Amounts Pai Aas Retirement Deposits.— 

(1) Part VII of subchapter B of chapter 1 of the Internal 
Revenue Code of 1954 (relating to additional itemized deductions 
for individuals) is amended by renumbering section 217 as 218, 
and by inserting after section 216 the following new section: 

“SEC. 217. AMOUNTS PAID AS RETIREMENT DEPOSITS. 

“(a) GenerAL Rute.—In the case of an individual (other than an 
individual described in subsection (e)), there shall be allowed as a 
deduction the amount paid by him within the taxable year as a retire- 
ment deposit, but not in excess of the amount computed under the 
provisions of subsections (b), (c) and (d) of this section. Amounts 
paid by an individual as a retirement deposit within four and one-half 
months after the close of a taxable year may, at the election of the 
taxpayer (made under regulations prescribed by the Secretary or his 
delegate), be treated as having been paid on the last day of the taxable 

year’. 
. “’b) Limrrations.—Except as provided in subsections (c) and (d), 
the total amount deductible under subsection (a) by any individual 
for any taxable year shall not exceed $1,000 or 10 percent of his 
adjusted gross income (computed without regard to the deduction 
allowed by subsection (a)), whichever is the lesser. 

“(e) SpeciaAL Rute.—In the case of any individual who reached 
his fiftieth birthday before January 1, 1958, the annual limit on the 
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amount deductible by him under subsection (a) shall be increased 
over that provided in subsection (b) by one-tenth for each full year 
of his age in excess of fifty and not in excess of seventy, determined 
as of January 1, 1958. The increased deduction under this subsection 
shall not apply to taxable years of an individual after the taxable 
ear in which he reaches age seventy. 
“(d) Unusep Depucrion ApJusTMENT.— 

“(1) Attowance.—The limit on the amount annually deduct- 
ible under subsection (a) as determined unders subsections (b) 
or (c), as the case may be, shall be increased in the case of an 
individual having an unused deduction by an amount equal to 
the excess, if any, of $1,000 over the amount deductible under 
subsection (a) without reference to this subsection, but not in 
excess of the taxpayer’s unused deduction adjustment. 

“(2) Computation.—The unused deduction adjustments for 
any taxable year shall be the aggregate of the unused deduction 
carryovers. 

(3) DEFINITION OF UNUSED DEDUCTION.—For purposes of 
this subsection, the term ‘unused deduction’ means the excess, 
if any, of (A) the amount which, if paid as a retirement deposit, 
could be deducted under subsection (a) by an individual during 
the taxable year, over (B) the amount so paid or treated as 
having been paid during such year. 

“(4) AMOUNT OF CARRYOVER.—If for any taxable year begin- 
ning after December 31, 1957, an individual has an unused deduc- 
tion, such unused deduction shall be an unused deduction carry- 
over for each of the succeeding five taxable years. The entire 
amount of the unused deduction carryover for any taxable year 
shall be carried to the first succeeding taxable year. There 
shall be carried to each of the other four succeeding taxable years 
only so much of such unused deduction carryover as was not 
availed of as a deduction in one or more of the prior taxable 
years to which such unused deduction carryover may be carried. 

“(e) InpivipuaALs To Wuom Section Dors Nor Appiy.—Sub- 
section (a) shall not apply for any taxable year to an individual— 

““(1) who during the taxable year receives a payment under, 

“(2) in respect of whom during the taxable year a contribution 
is made or treated as having been made under, or 

“(3) who during the taxable year or any prior taxable year 
received a distribution of his interest in 

a pension or annuity plan of an employer qualifying under section 401 
(a), or under section 165 (a) of the Internal Revenue Code of 1939. 

“(f) Derinition or Retirement Deposit.—As used in this chap- 
ter, the term ‘retirement deposit’ means a payment in money to a 
restricted retirement fund described in section 405 (a), or to a life 
insurance company (as defined in section 801) as premiums under a 
restricted retirement policy. In the case of retirement deposits paid 
as premiums under a restricted retirement policy, if the policy pro- 
vides for life insurance protection, that portion of such premiums 
which (under regulations prescribed by the Secretary or his delegate) 
is properly allocable to the cost of such life insurance protection shall 
not be deductible under this section. 

“(¢) DeriniTIoNn oF RestricreD RETIREMENT Funp.—For defini- 
tion of ‘restricted retirement fund,’ see section 405 (a). 
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“(h) Derinition oF Restricted Retirement Poticy.—For pur- 
poses of this chapter, the term ‘restricted retirement policy’ means an 
annuity, endowment,.or life insurance contract, or combination 
thereof, other than a term insurance contract, issued by a life insurance 
company on the life of an individual— 

“(1) in which such individual has complete ownership and with 
respect to which such individual, in such form and manner as 
may be prescribed by the Secretary or his delegate, has notified 
the insurance company of his intention to deduct premiums from 
gross income pursuant to and subject to the limitations of this 
section and has had an endorsement to that effect entered thereon 
as provided in section 6047, and 

(2) which provides that it shall be nonassignable except as to 
the right of the insured (A) to designate one or more beneficiaries 
to receive the proceeds in the event of his death, or (B) to desig- 
nate a joint, survivor, or joint and survivor annuitant effective 
upon his reaching age sixty-five. 

“(i) Cross Rererences.—For amounts includible in taxable in- 
come with respect to retirement deposits, see sections 78 and 79.” 

(2) The table of sections for part VIL of subchapter B of chap- 
ter 1 of the Internal Revenue Code of 1954 is amended by striking 
out 

“Sec. 217. Cross references.” 
and by inserting in lieu thereof the following: 


“Sec. 217. Amounts paid as retirement deposits. 
“Sec. 218. Cross references.” 

(3) Section 62 of the Internal Revenue Code of 1954 (relating 
to definition of adjusted gross income) is amended by inserting 
after paragraph (6) the following new paragraph: 

“(7) DepucTION OF AMOUNTS PAID AS RETIREMENT DEPOS- 
1Ts.—The deduction allowed by section 217.” 

(b) Returns or Lirs InsurANcE ComMpPANIES AND Banks Wits 
Respect To RestricrepD RETIREMENT Po.icres AND Funps.— 

(1) Subpart B of part III of subchapter A of chapter 61 of the 
Internal Revenue Code of 1954 (relating to information returns) 
is amended by adding at the end thereof the following new 
sections: 


“SEC. 6047. RETURNS OF LIFE INSURANCE COMPANIES WITH 
RESPECT TO RESTRICTED RETIREMENT POLICIES. 
“(a) Inrt1aL Retrurns.—Every life insurance company, upon 
receiving notification from an individual of his intention, with respect 
to any contract issued by such company, to deduct premiums paid 
as retirement deposits pursuant to section 217, shall within 60 days 
thereafter endorse on such contract the words ‘Restricted Retirement 
Policy Pursuant to Section 217 of the Internal Revenue Code of 1954’ 
and shall make a return in accordance with regulations prescribed by 
the Secretary or his delegate. 
“(b) Furraer Rerurn.—Thereafter, in the event that— 
“(1) such a contract is surrendered for its cash value or 
assigned, or 
“(2) a nonforfeiture option under such a contract (other than 
reduced paid-up insurance) becomes operative, or 
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“(3) any part of the cash value of such a contract is borrowed 
or advanced (other than borrowing or advance solely to pay a 
premium thereon, in an amount not in excess of one annual 
premium which is repaid in full within 12 months following the 
due date of such premium) 
such company shall make a return in accordance with regulations 
prescribed by the Secretary or his delegate. 

“‘(c) Exception.—The return provided for under subsection (b) 
shall not be required in the case of exercise by an individual of any 
cash, loan, or nonforfeiture value to the extent it had accrued on 
such contract prior to the time it became a restricted retirement 
policy as defined in section 217 (h). 


“SEC. 6048. RETURNS OF BANKS WITH RESPECT TO RESTRICTED 
RETIREMENT FUNDS. 

“Every bank which becomes a trustee or custodian of a restricted 
retirement fund created pursuant to section 217 shall file such re- 
turns, in such form and at such times, as may be prescribed under 
regulations prescribed by the Secretary or his delegate.” 

(2) The table of sections for subpart B of part III of sub- 
chapter A of chapter 61 of the Internal Revenue Code of 1954 
is amended by adding at the end thereof the following: 

“Sec. 6047. Returns by life insurance companies with respect to 
restricted retirement policies. 

“Sec. 6048. Returns by banks with respect to restricted retire- 
ment funds.” 

(ec) Restrictrep RetireEMENT FunpDs.— 

(1) Part I of subchapter D of chapter. 1 of the Internal Revenue 
Code of 1954 (relating to pension, profit-sharing, stock bonus 
plans, etc.) is amended by adding at the end thereof the following 
new section: 

“SEC. 405. RESTRICTED RETIREMENT FUNDS. 


“(a) For purposes of this chapter, the term ‘restricted retirement 
fund’ means a trust or custodian account established under a retire- 
ment plan for individuals. For the purposes of this section, the term 
‘retirement plan’ means either a trust instrument creating a trust or a 
written agreement creating a custodian account for the exclusive 
benefit of the participating individual or individuals who are members 
of the plan for the purpose of investing and reinvesting, and of dis- 
tributing to the respective members prior to the date they have 
reached age 72, or to their beneficiaries (which term, whenever used 
in this section, includes the estate of the individual), the corpus, 

rofits, and earnings of the trust or the assets of the custodian account, 
if under the plan— 
(1) the interest of a member is nonassignable, except that he 
may have the right— 

“(A) to designate one or more beneficiaries to succeed to 
any interest in the trust or custodian account to which he 
may be entitled at his death; 

“(B) in the case of a trust if the plan so provides, to direct 
the trustee to transfer his interest to a custodian account or 
to another trust to be designated by him which is established 
pursuant to a retirement plan for individuals; and 

“(C) in the case of a custodian account if the plan so pro- 
vides, to direct the custodian to transfer his interest to a 
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trust or to another custodian account to be designated by 
him which is. established pursuant to a retirement plan for 
individuals; 

(2) the trustee or custodian is a bank (as defined in section 
581); and 

“(3) the trustee or custodian— 

‘“‘(A) is authorized and directed under the trust instrument 
or agreement creating the custodian account to invest and 
reinvest the assets of the trust or account only in stock or 
securities listed on a recognized exchange (other than stock 
or securities in a corporation in which a member of the plan 
owns (including ownership attributed under section 318 
(a) (1)) more than 10 percent of the voting stock), bonds or 
other evidence of indebtediiges issued by the United States, 
any State, Territory, or the District of Columbia or instru- 
mentalities of any of the foregoing, and stock in a regulated 
investment company meeting the requirements of section 851; 

“(B) is prevented under the trust instrument or agreement 
creating the custodian account from applying amounts paid 
into the fund as premiums on & peutehcnad retirement policy 
containing insurance protection unless the insured pays so 
much of such premiums as is attributable to such insurance 
protection; and 

“(C) is directed under the trust instrument or agreement 
creating the custodian account not to exercise any right to 
extended paid-up term insurance. 

“(b) For purposes of this chapter and of subtitle F (relating to 
procedures and information), a custodian account meeting the require- 
ments of this section shall be treated as if it were an organization 
separate and apart from the member or members participating in the 
retirement plan under which it is established, oe the income of the 
fund held in such custodian account shall be treated in accordance 
with the provisions of section 501 and shall not be included in the 
income of such member or members or their beneficiaries except to 
the extent and in the manner provided in sections 78 and 79. 

“(c) The trustee or custodian shall be empowered to return any 
amount paid to the fund by a member in excess of the amount de- 
ductible under subsections (b), (c), and (d) of section 217 on satis- 
factory proof that it is in excess of such deductible amount.” 

(2) Subsection (a) of section 501 of the Internal Revenue Code 
of 1954 (relating to exemption from tax of certain organizations) 
is amended to read as follows: 

“(a) Exemption From Taxation.—An organization described in 
subsection (c) or (d), section 401 (a), or section 405 (a), shall be 
exempt from taxation under this subtitle unless such exemption is 
denied under section 502, 503, or 504.” 

(3) The provisions of section 503 shall be applicable to a re- 
stricted retirement fund in the same manner that they are 
applicable in the case of a trust described in section 401 (a). 

(4) Subsection (a) (2) of section 511 of the Internal Revenue 
Code of 1954 (imposing a tax on the unrelated business income of 
certain organizations) is amended to read as follows: 

(2) ORGANIZATIONS SUBJECT TO TAX.— 

(A) ORGANIZATIONS DESCRIBED IN SECTION 501 (c) (2) (3), 
(5), AND (6) AND SECTIONS 401 (a) AND 405 (a).—The taxes im- 
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posed by paragraph (1) shall apply in the case of any organi- 

zation (other than a church, convention, or association of 

churches, or a trust described in subsection (b)) which is 

exempt, except as provided in this part, from taxation under 

this subtitle by reason of section 401 (a), section 405 (a), or 

of paragraph (3), (5), or (6) of section 501 (c). Such taxes 

shall also apply in the case of a corporation described in 

section 501 te (2) if the income is payable to an organization 

which itself is subject to the taxes imposed by paragraph (1) 

or to a church or to a convention or association of churches.” 

(5) The table of sections for part I of subchapter D of chapter 

1 of the Internal Revenue Code of 1954 is amended by adding at 
the end thereof the following: 


“Section 405. Restricted retirement funds.” 


(d) Distrrsutions From Restrictep REerTiREMENT FuNpDs AND 
Unprr Restrictep REerirREMENT Po.iciEs.— 

(1) Part IL of subchapter B of chapter 1 of the Internal 
Revenue Code of 1954 (relating to items specifically included in 

ross income) is amended by adding at the end thereof the 
ollowing two new sections: 
“SEC. 78. DISTRIBUTIONS FROM A RESTRICTED RETIREMENT FUND 

“(a) IncLusion 1n Gross INcome.—Amounts of money and the 
fair market value of property distributed to an individual or his bene- 
ficiary or beneficiaries from a restricted retirement fund (as defined in 
section 405 (a)) shall be includible in the recipient’s gross income for 
the taxable year in which received. Notwithstanding the provisions 
of section 63 (relating to the definition of taxable income), the tax- 
able income of the recipient for such year (and for any year included 
in the computation under subsection (b) of this section) for purposes 
of sections 1 and 3 shall be deemed to be not less than (i) the amount 
so distributed to him plus (ii) any amount includible in his gross in- 
come for the taxable year under section 79 (a), minus the amount of 
any deductions allowed by section 151 (relating to deductions for per- 
sonal exemptions). 

“(b) Mintmum AND Maximum Tax on Certain DistRIBUTIONS.— 
In the case of distributions made to an individual prior to his reaching 
age 65, the tax attributable to the amount casdated in gross income 
under subsection (a) shall be 110 percent of the aggregate amount of the 
taxes which would have been payable had such amount been included 
in such individual’s gross income ratably over the taxable year and 
the four taxable years immediately preceding (or such lesser number 
of immediately preceding taxable years in which retirement deposits 
were made or treated as having been made by him under section 217). 

“(c) Lump Sum Disrrisutions, etc.—If within one taxable year 
the entire interest of an individual in all restricted retirement funds 
in which he is a participant— 

“(1) is distributed to him after he has reached age 65 and 
after having been accumulated during at least five taxable years 
(whether or not consecutive), there having been no prior dis- 
tributions to him, or 

“(2) is distributed to his estate or other beneficiary or benefi- 
ciaries after his death, 
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the tax attributable thereto in the year of distribution shall not be 
greater than five times the increase in tax resulting from the inclusion 
in the gross income of the distributee of 20 per centum of such dis- 
tribution. 

“(d) Annuity, ENpowMENT or Lire Insurance ContTRACTs.— 
Annuity, endowment, or life insurance contracts distributed to an 
individual or his beneficiary shall not be taxed under this section but 
shall be taxed as provided in section 79. 


“SEC. 79. DISTRIBUTIONS UNDER A RESTRICTED RETIREMENT 
POLICY. 

“(a) TaxasiLity or INDIVIDUAL OR BENEFICIARY.—Amounts paid 
to an individual or his beneficiary or beneficiaries under a restricted 
retirement policy (other than on account of the death of the insured) 
shall be taxable under section 72 (relating to annuities) in the year in 
which so paid, except that section 72 (e) (3) shall not apply. Not- 
withstanding the provisions of section 63 (relating to the definition of 
taxable income), the taxable income of the recipient for such year (and 
for any year included in the computation under subsection (d) of this 
section) for purposes of sections 1 and 3 shall be deemed to be not less 
than (i) the amount so paid to him plus (ii) any amount includible in 
his gross income for the taxable year under section 78 (a), minus the 
amount of any deductions allowed by section 151 (relating to deduc- 
tions for personal exemptions). In computing, for purposes of section 
72 (c) (1) (A), the aggregate amount of premiums or other considera- 
tion paid for the policy, and for purposes of section 72 (e) (1), the 
aggregate premiums or other consideration paid, only such amounts as 
were not deductible under section 217 shall be included. 

“(b) Amounts Parp By ReAson OF THE DzATH OF THE INSURED.— 
In the case of amounts paid or made available to a beneficiary (which 
term as used herein shall include the estate of the insured) under a 
restricted retirement policy by reason of the death of the insured, such 
amounts, less that part thereof which, under regulations prescribed 
by.the Secretary or his delegate, is attributable to premiums paid to 
a life insurance company under the contract which are not deductible 
under section 217, shall (notwithstanding any other provision of this 
chapter) be includible in gross income of the beneficiary if the year 
in which so paid or made available. 

“(c) Borrowina, erc.—If in any taxable year any part of the cash 
value of the restricted retirement policy is oe i or advanced 
to the insured (other than a borrowing or advance solely to pay a 
premium thereon in an amount not in excess of one annual premium, 
which borrowing or advance is repaid in full within 12 months follow- 
ing the due date of such premium) the amount so borrowed or advanced 
shall, for the purpose of this section, be deemed to have been paid to 
the insured in such year. ‘If in any taxable year a nonforfeiture option 
(other than to receive reduced paid-up insurance) becomes operative 
as to any restricted retirement policy an amount equal to the cash 
surrender value of such policy shall be treated as having been paid to 
the insured in such year. The provisions of this subsection shall not 


apply in the case of exercise by the insured of rights with respect to 
any cash, loan, or nonforfeiture value solely to the extent that it had 
accrued under any such policy prior to the time it became a restricted 
retirement policy within the meaning of section 217 (h). 
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“(d) Mrximum anp Maximum Tax on Certain Distrisurions.— 
In the case of an amount paid or deemed under subsection (c) to have 
been paid to an individual under a restricted retirement policy prior to 
his reaching age 65, the tax attributable to the amount included in his 
gross income under this section shall be 110 percent of the aggregate 
amount of the taxes which would have been payable had the amount so 
paid or treated as having been paid been included in the insured’s gross 
income ratably over the taxable year and the four taxable years 
immediately preceding (or such lesser number of immediately preced- 
ing taxable years in which retirement deposits were made or treated as 
having been made by him under section 217). 

“(e) Lume Sum Disrrisutions, etc.—If within one taxable year 
the entire interest of the insured under all restricted retirement policies 
in which he is the insured— 

(1) is paid to him after he has reached age 65 and after such 
policy has been in force for at ‘east five years, there having been 
no prior distributions to him thereunder, or 

“(2) is paid to his estate or other beneficiary or beneficiaries 
after his death, 

the tax attributable thereto in the year so paid shall not be greater 
than five times the increase in tax resulting from the clusion in the 
gross income of the recipient of 20 percent of such payment.” 

(2) The table of sections for part II of subchapter B of chapter 1 
of the Internal Revenue Code of 1954 is amended by adding at 
the end thereof the following: 

“Sec. 78. Distributions from a restricted retirement fund. 
“Sec. 79. Distributions under a restricted retirement policy.” 

(e) TREATMENT oF AmouNTs RECEIVED BY A SURVIVING SPOUSE 
ork Oruer Benericiary Unper a Restricrep Retirement Funp 
or Restricrep RetirEMENT Poricy.—Section 691 of the Internal 
Revenue Code of 1954 (relating to recipients of income in respect of 
decedents) is amended by redesignating subsection (e) as (f), and by 
inserting after subsection (d) the following new subsection: 

“(e) DisTRIBUTIONS TO A SuRVIVING Spouse oR OTHER BENE- 
FICIARY OF A ParTICIPANT IN A Restricrep RetirEMENT Funp, 
eTc.—For purposes of this section, distributions to a beneficiary of a 
member of a restricted retirement fund (as defined in section 405 (a)), 
or to a surviving annuitant or distributee. under a restricted retire- 
ment policy (as defined in section 217 (h)), shall be deemed to be an 
item of gross income in respect of a decedent which is not properly 
includible in respect of the taxable period in which falls the date of 
his death or a prior period, within the meaning of this section.” 

(f) ErrectTiIve Date.—The amendments made by this section shall 
apply only with respect to taxable years beginning after December 31, 
1957. 


SEC, 4. INSTALLMENT PAYMENTS OF ESTATE TAX OF ESTATES 

COMPRISED PRIMARILY OF SMALL-BUSINESS HOLDINGS, 

(a) Erection To Make InstatLMent PaymMEents.—Subchapter B 

of chapter 62 of the Internal Revenue Code of 1954 (relating to ex- 

tensions of time for payment of tax) is amended by adding at the end 
thereof the following new section: 
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“SEC. 6166. EXTENSION OF TIME i'OR INSTALLMENT PAYMENTS OF 
ESTATE TAX. 

“(a) Erection To Make InstattMent PayMENts.— 

“(1) PAYMENT IN 2 TO 10 INSTALLMENTS.—The executor of 
any estate subject to the tax imposed by chapter 11 which is a 
small business estate within the meaning of this section may 
elect to pay the amount of such tax in 2 or more (but not exceed- 
ing 10) equal installments. 

“(2) PAYMENT IN 11 TO 20 INSTALLMENTS.—If the Secretary 
or his delegate finds that the payment in 10 installments of the 
tax imposed by chapter 11 on any estate which is a small business 
estate within the meaning of this section would result in an 
undue hardship to the estate, the executor of such estate may 
elect to pay the amount of such tax in any number (not exceeding 
20) of equal installments as may be approved by the Secretary 
or his delegate. 

“(b) Exrension or Time FoR Payment or Tax.—lIf an election 
is made under subsection (a), the time for payment of the tax imposed 
by chaper 11 shall be extended— 

“(1) with respect to so much of such tax as is represented by 
the second installment, until one year following the date pre- 
scribed by section 6151 for payment of the tax, and 

“(2) with respect to so much of such tax as is represented by 
each succeeding installment, until one year following the date 
prescribed by this subsection for payment of the preceding 
installment. 

“(c) Time ror Payment or InTEREST.—If an election has been 
made under subsection (a), interest payable under section 6601 (a) 
on the unpaid amount of tax shall be paid annually at the same time 
as, and as a part of, each installment payment of the tax. 

“(qd) Proration or Dericiency To INsTALLMENTs.—If an elec- 
tion has been made under subsection (a) and a deficiency is assessed 
prior to the payment of the last installment, the deficiency shall be 
prorated to the installments remaining unpaid on the date of such 
assessment, and the part of the deficiency so prorated to each such 
installment shall be collected at the same time and as a part of such 
installment. 

“(e) INSTALLMENTS Parp in Apvancr.—At the election of the 
executor, any installment, or part thereof, under subsection (a) may 
be paid prior to the date prescribed for its payment by subsection (b). 

““(f) Kecetiniieton oF ParmMents.—lIf— 

“(1) any installment under subsection (a), together with in- 
terest payable under subsection (c), is not paid on or before the 
date prescribed for its payment by subsection (b), or 

“(2) more than 50 percent in value of the property comprising 
the gross estate which is propert; dential in paragraphs (1), 
(2), or (3) of subsection (eo) is sold, distributed, or otherwise dis- 
posed of by the executor, 

the whole of the unpaid tax, together with any unpaid interest, shall 
be paid upon notice and demand from the Secretary or his delegate. 

“(g) Smatt Bustness Estate Derinep.—For purposes of this 
section, the term ‘small business estate’ means an estate in which 








3062 GENERAL REVENUE REVISION 


property comprising 50 percent or more of the value of the gross 
estate consists of any of the following: 

“(1) Capital assets (other than money), or property used in 
the trade or business, of an unincorporated business enterprise 
in which the decedent owned a proprietary interest. 

“(2) An undivided proprietary interest in a partnership of 
which the decedent was a partner. 

“(3) Stock of a corporation in which the decedent owned (at 
the time of his death) 10 percent or more of all outstanding stock. 

“(h) Bonp Nor Requirep.—The provisions of section 6165 shall 
not apply to any extension of time provided by subsection (b) for 
payment of the tax imposed by chapter 11.” 

(b) TecunicAL AMENDMENTS.— 

(1) The table of sections for such subchapter is amended by 
adding at the end thereof 


“Sec. 6166. Extension of time for installment payments of estate 
tax.”’ 


(2) Section 6161 of such Code (relating to extension of time 
for paying tax) is amended by redesignating subsection (d) as 
subsection (e), and by inserting after subsection (c) a new sub- 
section as follows: 

“(d) INSTALLMENT Payment oF Estate Tax.—In any case in 
which an executor has elected under section 6166 to pay the tax im- 
posed by chapter 11 in installments, subsection (a) (2) shall not apply 
to the amount determined by the executor as the tax imposed by chap 
ter 11, and subsection (b) shall not apply to the amount determined 
as @ deficiency with respect to any such tax.” 

(3) Section 6601 (h) of such Code (relating to interest on 
underpayments, etc.) is amended to read as follows: 

“(h) Cross REFERENCES.— 

**(1) For special provision relating to time for payment of interest on 

the estate tax on small business estates, see section 6166 (c). 


“(2) For provisions prohibiting interest on certain adjustments in 
tax, see section 6205 (a).’”’ 


(c) Errective Date.—The amendments made by this section shall 


apply only with respect to the estates of decedents dying after De- 
cember 31, 1957. 


SEC. 5. USE OF NEW METHODS AND RATES OF DEPRECIATION FOR 
USED PROPERTY. 

(a) Usep Property Acquirep Arrer 1957.—Section 167 of the 

Internal Revenue Code of 1954 (relating to depreciation) is amended— 

(1) by striking out the period at the end of subsection (c) (2) 
and inserting in lieu thereof “, or’’; 

(2) by adding at the end of subsection (c) a new paragraph as 
follows: 

“(3) acquired after December 31, 1957, if the original use of 
such property does not commence with the taxpayer, and the use 
of a property by the taxpayer commences after such date.”’; 
an 

(3) by redesignating subsection (h) as (i), and by inserting after 
subsection (g) a new subsection as follows: 
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“(h) Limrrations Wits Respect to Usep Proprerty.— 

“(1) ANNUAL LimITATION.— Paragraph (3) of subsection (c) 
shall apply to property acquired in any taxable year only to the 
extent that the basis of such property (determined as of the close 
of the day of its acquisition), when added to the basis of all other 
property described in such paragraph (determined as of the close 
of the day of its acquisition) which is acquired by the taxpayer 
during the same taxable year, does not exceed $50,000. This 
paragraph shall not apply to property acquired by the taxpayer 
during any taxable year which is included within a 60-month 

erio with respect to which an election under paragraph (2) has 
een made. 

“(2) Five-year timiTaTion.—At the election of the taxpayer, 
paragraph (3) of subsection (c) shall apply to property acquired 
in any taxable year to the extent that the basis of such property 
(determined as of the close of the day of its acquisition), when 
added to the basis of all property described in such paragraph 
(determined as of the close of the day of its acquisition) which 
is acquired by the taxpayer during the 60-month period which 
includes such taxable year, does not exceed $250,000. The 
60-month period shall begin, with respect to any taxable year, 
with the first day of the first taxable year for which the taxpayer 
elects to have the provisions of this paragraph apply. Such 
election shall be irrevocable, except with the approval of the 
Secretary or his delegate, and shall be made in such manner and 
at such time as the Secretary or his delegate shall by regulations 
prescribe.” 

(b) Errectivs Darz.—The amendments made by subsection (a) 
shall apply only to taxable years beginning after December 31, 1957. 


SEC. 6. TAXATION OF CORPORATIONS AS PARTNERSHIPS. 

(a) Erection To Bs Taxep as PARTNERSHIP.—Subchapter R of 
chapter 1 of the Internal Revenue Code of 1954 (relating to election 
of certain partnerships and proprietorships as to taxable status) is 
amended— 

(1) by striking out the heading and table of sections for such 
subchapter and inserting in lieu thereof the following: 


‘Subchapter R—Election of Certain Partnerships, Proprie- 
torships, and Corporations as to Taxable Status 


“Part I. Alternative taxable status of certain partnerships and 
proprietorships. 
“Part II. Alternative taxable status of certain corporations. 


“PART I. ALTERNATIVE TAXABLE STATUS OF CERTAIN 
PARTNERSHIPS AND PROPRIETORSHIPS 


“Sec. 1361. Unincorporated business enterprises electing to be taxed 
as domestic corporations.” ; 


(2) by inserting after section 1361 a new part as follows: 


20675—58—pt. 3-41 
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“PART II. ALTERNATIVE TAXABLE STATUS OF CERTAIN 


CORPORATIONS 
“Sec. 1371. Cumin corporations electing to be treated as partner- 
ships. 
“SEC. 1371. CERTAIN CORPORATIONS ELECTING TO BE TREATED AS 
PARTNERSHIPS, ; 
. “(a) GeneraL Ruie.—Subject to the qualifications in subsection 
(b), a domestic corporation may, not later than 60 days after the close 


of any taxable year, elect, in accordance with regulations prescribed 
by the Secretary or his delegate, to be treated as a partnership for the 
taxable years during the election period, if all the shareholders owning 
stock in such corporation at any time on or after the first day of the 
election period and on or before the date of the election consent to the 
election. For purposes of this section, the term ‘election period’ 
means the period beginning with the taxable year with respect to 
which an election is made under this subsection and ending with the 
close of the third taxable year following such taxable year. 

“(b) QuauirrcaTions.—The election described in subsection (a) 
may not be made by a domestic corporation unless at all times on or 
after the first day of the election period and on or before the date of 
election— 

“‘(1) no shareholder of such corporation is a nonresident alien 
or a foreign partnership; 

“(2) such corporation is not a corporation which was a party 
to a reorganization described in section 368 (b), or a corporation 
to which section 355 (or so much of section 356 as relates to 
section 355) applies and such corporation has not received a 
distribution under section 332 (relating to liquidations of sub- 
sidiaries) except in a case in which the basis of the assets dis- 
tributed is determined under section 334 (b) (2); 

“(3) such corporation has only one class of stock; and 

(4) no more than 80 percent of the stock of such corporation 
is owned by persons who formerly owned the business of such 
corporation as an unincorporated enterprise taxable as a domestic 
corporation under section 1361. 

“(c) Partnersarp Provisions AppiicasLe.—Under regulations | 
prescribed by the Secretary or his delegate, a domestic corporation 
making the election under subsection (a) shall for the election period 
be considered a partnership for purposes of this subtitle (except 
chapter 2 thereof) and shall be subject to subchapter K (sec. 701 and 
following, relating to partnerships) with respect to formation, opera- 
tion, distributions, liquidation, sale of an interest, and any other 
purpose; and each shareholder of such corporation shall for the election 
period be considered a partner owning an interest in the partnership 
in the proportion which shares owned by such shareholder bear to the 
total number of outstanding shares of such corporation. 

“(d) Exvecrion IrrREvocaBLeE.—Except as provided in subsections 
(e) and (g), the election described in subsection (a) by a domestic 
corporation shall during the election period be irrevocable with respect 
to— 


en oF 
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“(1) the electing corporation and its shareholders; and 
“(2) any corporate successor to the business of the electing 
corporation and the shareholders of such successor. 
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“(e) CHANGE or OwnersHiP.—In the first year during the election 
period in which the shareholders who consented to the election de- 
scribed in subsection (a) own 80 percent or less of the stock of a cor- 
poration described in subsection (d), such corporation shall not be 
treated as a partnership for such year or for the remaining taxable 
years in the election period, unless such corporation makes a new 
election in accordance with the provisions of subsection (a). 

“(f) Constructive OwnersuHiP.—For purposes of subsections (b) 
(4) and (e), the ownership of a stock interest shall be determined in 
accordance with the rules for constructive ownership of stock provided 
in section 267 (c) other than paragraph (3) thereof. 

“(¢) DisquaLirication.—lIf, during the election period, a corpora- 
tion described in subsection (d) issues stock of a different class than 
that outstanding, the election described in subsection (a) shall be 
deemed never to have been made and the corporation shall be liable 
for all taxes due (except penalties) and such taxes may be assessed 
and collected as if no return had been filed. 

“(h) Cross REFERENCE. 

**For period of limitations on assessment and collection of tax where 

no return has been filed, see section 6501.”’ 

(b) E.ection Periop FoR PARTNERSHIPS AND PROPRIETORSHIPS 
Exvectine To Br Taxep as CorPorations.— 

(1) Section 1361 (a) of such Code (relating to unincorporated 
business enterprises electing to be taxed as domestic corporations) 
is amended by striking out ‘for such year and subsequent years” 
and inserting in lieu thereof “for the taxable years during the 
election period. For purposes of this section, the term ‘election 
period’ means the period beginning with the taxable year with 
respect to which an election under this subsection is made and 
ending with the close of the third taxable year following such 
taxable year’’. 

(2) Section 1361 (b) of such Code (relating to qualifications 
for unincorporated business enterprises electing to be taxed as 
domestic corporations) is amended by striking out paragraph (4) 
and inserting in lieu thereof the following new paragraph: 

(4) no proprietor or partners, having more than 80 percent 
interest in the profits or capital of such enterprise, formerly 
owned stock in a corporation which was treated as a partnership 
under section 1371 and which carried on the business of such 
enterprise.” 

(3) Section 1361 (c) of such Code (relating to application of 
corporate provisions) is amended— 

(A) by striking out “shall, except as provided in subsec- 
tion (m), be considered” and inserting in lieu thereof “shall, 
except as provided in subsection (m), for the election period, 
be considered”’: and 

(B) by striking out “shall be considered a shareholder’’ 
and inserting in lieu thereof “shall, for the election period, 
be considered a shareholder’. 

(4) Section 1361 (e) of such Code (relating to irrevocability 
of election) is amended by striking out “shall be irrevocable”’ 
and inserting in licu thereof “shall, during the election period, be 
irrevocable”, 
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(5) Section 1361 (f) of such Code (relating to change in owner- 

ship) is amended— 
(A) by inserting after “In any year” the following: “during 
the election period’’; and 
(B) by striking out “subsequent years” and inserting in 
lieu a “the remaining taxable years in the election 
eriod”’. 

(6) Section 1361 (h) cf such Code (relating to imposition of 
taxes) is amended by striking out “shall be subject” and inserting 
in lieu thereof “shall, for the taxable years in the election period, 
be subject’’. 

(7) Section 1361 (j) of such Code (relating to computation of 
taxable income) is amended by inserting after ‘taxable income”’ 
the following: “for the taxable years in the election period’’. 

(8) Section 1361 (k) of such Code (relating to distributions 
other than in liquidation) is amended by striking out ‘‘a distribu- 
tion with” and inserting in lieu thereof ‘‘a distribution during the 
election period with’’. 

(9) Section 1361 (1) of such Code (relating to distributions in 
liquidation) is amended by inserting after ‘“‘A distribution” the 
following: “during the election period”, 

(c) TecuHNicAL AMENDMENTS.— 

(1) Section 1504 (b) of such Code (relating to definition of 
includible corporation) is amended by adding at the end thereof 
the following new paragraph: 

““(8) Corporations treated as partnerships under section 1371.” 

(2) The table of subchapters for chapter 1 of such Code is 
amended by striking out 

“Supcuaprer R. Election of certain partnerships and proprietor- 
ships as to taxable status.” 
and inserting in lieu thereof 
“Suscnapter R. Election of certain partnerships, proprietorships, 
and corporations as to taxable status ” 

(d) Errective Datse.—The amendments made by subsections (a) 
and (c) shall apply to taxable years beginning after December 31, 
1957. The amendments made by subsection (b) shall apply to taxable 
years beginning after December 31, 1953, and ending after August 16, 
1954. 

SEC. 7. INCREASE OF MINIMUM ACCUMULATED EARNINGS CREDIT 

(a) AMENDMENT OF Section 535 (c).—Sections 535 (c) (2) (relating 
to minimum accumulated earnings credit) and 535 (c) (3) (relating to 
accumulated earnings credit of holding and investment companies) 
are amended by striking out “$60,000” and inserting in lieu thereof 
“$100,000”. 

(b) Errective Dats.—The amendments made by subsection (a) 
shall apply to taxable years beginning after December 31, 1957. 

SEC. 8. ESTABLISHMENT OF PRECEDENTS BINDING IN APPLICATION 
OF THE INTERNAL REVENUE LAWS. 

(a) PrecepEents BINDING ON SECRETARY OF THE TREASURY.—Sub- 
chapter A of chapter 80 of the Internal Revenue Code of 1954 (relating 
to application of internal revenue laws) is amended by inserting at the 
end “ the following new section: 
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“SEC. 7810. PRECEDENTS BINDING ON THE SECRETARY, 


“(a) OrnpeR In WuicH PrecEDENTS ARE BinpING.— 

“‘(1) CouRT RENDERING prEciIs1Ion.—The Secretary or his dele- 
gate, in formulating rules and regulations under the internal 
revenue laws, in making determinations with respect to tax- 
payers, and in otherwise administering and enforcing the internal 
revenue laws, shall be bound by a precedent of— 

“(A) the Supreme Court of the United States; 

“(B) a United States court of appeals, if there is no pre- 
cedent of the Supreme Court of the United States; and 

“(C) the Tax Court of the United States, if there is no 
 peroany of the Supreme Court of the United States or a 

nited States court of a “soma 

“(2) Time oF suemienee on the date on which this section 
is enacted there are two or more conflicting precedents of United 
States courts of appeals and no precedent of the Supreme Court 
of the United States with respect to the matter on which the 
precedents of such United States courts of appeals are in conflict, 
the ey or his delegate shall be bound by the most recent 
of such conflicting precedents. 

“(b) Errect or Conriictine Decisions or PRECEDENTS.— 

“(1) Tax Court or tae Unitrep Strates.—If the decision of 
a case by the Tax Court of the United States is adverse to the 
Secretary or his delegate and conflicts with a precedent which is 
binding on the Secretary or his delegate as provided in subsection 
(a), the Attorney General shall appeal the case upon which such 
adverse decision is based to the appropriate United States court 
of appeals. 

“(2) UNITED STATES COURTS OF APPEALS.—If the decision of a 
case by a United States court of appeals is adverse to the Secre- 
tary or his delegate and is in conflict with a precedent which is 
binding on the Secretary or his delegate as provided in subsection 
(a), the Attorney General shall petition the Supreme Court of the 
United States to review, by a writ of certiorari, the case on which 
such adverse decision is based. 

““(c) Precepent.—For purposes of this section, the term ‘precedent’ 
means the whole or any part of a decision of the Supreme Court of the 
United States, a United States court of appeals, or the Tax Court of 
the United States of a case or any aspect thereof (whether arising under 
the Internal Revenue Code of 1954, the Internal Revenue Code of 
1939, or prior internal revenue laws) which case or aspect thereof is 
factually similar to, and as to which there is no relevant distinction 
from, a matter as to which the Secretary or his delegate is formulating 
rules and regulations, making a determination with respect to a 
taxpayer, or administering or enforcing under the internal revenue 
laws; except that no decision or any part thereof shall be a precedent 
unless such decision is a final decision and until no further action (such 
as a petition for a new trial, appeal, request for review, or request for a 
rehearing) can be taken as to the case with respect to which such final 
decision is made.” 

(b) Tecunica, AMENDMENT.—The table of sections for subchapter 
A of chapter 80 of the Internal Revenue Code of 1954 is amended by 
adding at the end thereof the following: 


“Sec. 7810. Precedents binding on the Secretary.” 
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CHAIRMAN’sS STATEMENT ON SENATE FLOOR 


Mr. President, during the recess between sessions of the 85th Congress, your 
Small Business Committee conducted extensive hearings in 14 cities across the 
land in connection with its study of the impact of Federal taxation on small 
business. After a careful study of the hearing record the committee now offers 
its report which embodies its findings and recommendations. These findings 
and recommendations are based on the testimony of 456 persons, representative 
of all forms of business activity, who appeared before or gave statements to 
the committee. 

The testimony presented established what your committee has feared for some 
time. The impact of Federal taxes is not the same on all segments of the 
economy. There are changes which are urgently required if our economic 
system is to remain as we have known it. It has been conclusively shown that 
small business has been denied equal opportunity under our tax law as it is 
presently written. The free-enterprise system requires a dynamic independent 
business which cannot exist when entry for the new and growth for the small 
are hampered. 

The chief recommendation of the report is for a speedy consideration and 
passage of the small business tax adjustment bill of 1958 which is attached 
as an appendix to the report. This is an omnibus measure which attempts to 
treat all matters requiring immediate action. Where problems are not so 
acute or needs not shown to be so great, further study or a general plan of 
adjustment is recommended. 

The small business tax adjustment bill of 1958 has been drafted to assist 
small business to meet the responsibilities of a growing and expanding economy. 
However, this measure will be of great benefit to the whole economy. It is not 
class legislation nor an attempt to set segment against segment. There is no 
attempt to restrict its application only to small concerns. Instead, amendment 
of the Revenue Code to grant equal treatment for all business regardless of size 
or form of organization has been the central purpose. 

I am delighted that a great majority of the committee members have joined 
as cosponsors of the bill which I now offer for appropriate reference. 

The measure is constructed around a reinvestment allowance which is pro- 
vided for in section 2 of the bill. This section has as its purpose to permit 
smaller concerns to retain earnings for necessary growth and expansion. This 
would be accomplished by allowing 50 percent of the first $10,000, 30 percent of 
the second $10,000, and 20 percent of the third $10,000 which is reinvested in 
depreciable property or inventory as a deduction from current income for tax 
purposes. This allowance would be available for all concerns with a maximum 
of $10,000. 

The revenue loss will not be great because the allowance is granted only for 
expenditures made during the year. The expenditures must necessarily be 
twice as great as the allowance, even in the first instance, and the whole of the 
expenditures will be income in the hands of the recipients. Secondly, the 
greater portion of the reinvestment will be channeled into depreciable assets for 
which no depreciation deduction will be permitted. Thus even for the taxpayer 
himself this measure largely allows a deferral rather than an absolute reduction 
of tax. 

In order that this section may not be used to avoid taxes, gain on the sale 
of property, where this allowance was taken on purchase, will be considered as 
ordinary income rather than capital gain to the extent of the unexpended al- 
lowance. It is also provided that more than one concern having the same owner- 
ship must be considered as one for the purpose of this section. The purpose 
of this provision is to assist the continuing operation of independent concerns 
which are most troubled by a need for equity financing. 

The third section of the bill extends equal opportunity to all taxpayers who 
wish to provide for their own retirement. Presently, persons who are members 
of a qualified pension, profit-sharing or stock bonus plan under section 401 of the 
Internal Revenue Code of 1954 get preferred treatment. Under this proposed 
section any person not a member of a “section 401 qualified plan” would be 
eligible to deduct up to 10 percent of his income or $1,000, whichever is less, 
for amounts he deposits for his retirement. 

The deposits would necessarily have to be made in a manner to remove the 
taxpayer from immediate control of the funds deposited. As matters of equity, 
the provision permits a 5-year carryover of the unused portion of the allowable 
deduction, and permits an increased deduction for taxpayers over 50 years of age 
at the time this measure is enacted. This section would defer the collection 
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of tax until benefits are received from the plan. It would equalize treatment 
for all taxpayers. 

Section 4 would permit certain estates the opportunity to pay Federal estate 
taxes by installments over a period of up to 10 years. Many small concerns 
have been doomed when the owner-operator died because of the drainage of all 
liquid funds into payment of estate taxes. Under present law, except after 
showing of hardship, all estate taxes are due within 15 months after death 
of the decedent. This proposal would free estates tied up in nonliquid business 
investment from this terrible burden. 

This provision would actually increase the revenue received because 6 per- 
cent interest is charged on the unpaid balance where this election is taken. Be- 
cause of the deferral there would be a small revenue reduction the first few 
years. It is provided that all the unpaid balance is immediately due and pay- 
able where the estate misses a payment on tax or interest and where the assets 
of the estate are sold. 

The fifth section of the bill would extend the benefits of the alternative 
methods of depreciation to purchasers of used property. The 1954 Internal Reve- 
nue Code section 167 provided that purchasers of new property had a right 
to use certain methods for computing their depreciation for tax purposes. This 
provided a tax advantage to purchasers of new equipment denied to those tax- 
payers who could not afford or did not wish to purchase new property. There 
seems to be no good reason why taxpayers should be treated differently merely 
because one purchases a new machine while the other chooses a similar used 
piece. This section would give equality of depreciation treatment to all tax- 
payers making purchases of property new-in-use to them. 

As an aid to small corporations the sixth section grants an election to cor- 
porations to be taxed as partnerships. This would remove double taxation from 
consideration as a factor in determining under what legal form a business 
should be operated. This proposal complements section 1361 of the Internal 
Revenue Code of 1954 which permits certain proprietorships and partnerships 
to be taxed as corporations. 

Section 7 of the proposed legislation would increase the “minimum accumulated 
earnings credit” from $60,000 to $100,000. This would take some of the pres- 
sure off the smaller corporations which are most restricted by the unreasonable 
accumulation of surplus penalty. It will recognize the inflation which has 
eut the value of the original $60,000 and provide some added equity financing. 

The last section of this bill would compel the Treasury to acquiesce in deci- 
sions of the Tax Court or court of appeals unless it chose to appeal. This 
would provide for the same treatment for all taxpayers and finality in the 
interpretation of the Internal Revenue Code. 

I firmly believe that all these measures are necessary. If small business is 
to continue to serve its vital part in our economy, then tax adjustment is neces- 
sary to equalize opportunity. I fervently hope that my colleagues will give this 
legislation the support I believe it deserves. 


Senator Sparkman. Also, I have copies of the complete record of 
the hearings on which the findings of the Senate Small Business Com- 
mittee were based which I know you will find valuable. 

I think that you will find from an examination of these materials 
that the following concluding paragraph of the report is not an over- 
statement of the situation: 

These recommendations are made with a real sense of urgency. Small busi- 
ness is the cornerstone of the free enterprise system. Unless a climate is 
maintained in which such concerns may grow and prosper, our economic system 
cannot survive. The alternative is very clear. If only the large are to be 
given opportunity, business will continue its present course of amalgamation 
which will result in domination by a few giant concerns. 

It need not be pointed out to this group that there is no great differ- 
ence between having all industry run be a committee of commissars 
than by asmall group of directors. 

The recommendations of the committee attempted to consider all 
the conflicting needs which face you gentlemen. In spite of the pres- 
ent revenue needs of the Government, we concluded that immediate 
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adjustment of the Federal tax system is imperative if independent 
small business is to survive and grow. The proposed legislation is 
an omnibus measure which would give the maximum assistance nec- 
essary consistent with the current budgetary requirements of the 
Federal Government. 

I should like to outline briefly the sections of the proposed bill and 
the purpose of each. Section 2 would provide all businesses with 
funds for growth and expansion by permitting a deduction from 
taxable income for sums reinvested in the business. This section is 
designed to give relatively more relief to smaller concerns because it 
is this group which must rely to a greater extent on retained earnings 
for growth. 

I submit that this provision will not cause a great loss of revenue for 
two reasons: first, most investment will be made for depreciable assets 
on which no depreciation will be permitted for tax purposes, thereby 
resulting in a deferral and not a loss of revenue; and, second, expendi- 
tures much greater than the tax allowance must be made which will be 
income in the hands of the recipients, thereby increasing the tax base. 

Furthermore, this section weit provide a boost for the entire economy 
by fostering expansion at the lowest levels and creation of more jobs 
just when the economy cries for such a stimulant. 

Section 3 of Senate bill 3194 proposes simple equity. At the present 
time, only a relatively few businesses and persons are given tax credit 
for payment of retirement policy assessments. 

Section 401 of the Internal Revenue Code of 1954 gave this favored 
treatment to employees of businesses with qualified pension plans. 

Our bill proposes to eliminate an obvious and serious injustice by 
providing such a tax credit for other taxpayers. Our committee in- 
terested itself in this matter because small firms without retirement 
plans are certainly at a disadvantage in the competition for skilled 
workers. 

At the present time, the Federal Government is often the unwitting 
instrument forcing the destruction of independent business. Section 
4 of our bill is, I feel, a sound eee which allows qualified estates 
to pay the Federal estate tax 2 eee over a period up to 10 
years, and where hardship can be shown, the period may be extended 
to 20 years. , 

We feel that the enactment of this recommendation will remedy an 
exceedingly dangerous situation, since current tax laws and admin- 
istration provide such a strong inducement for the elimination of small 
business—either by sellouts prior to death, or by forced “fire sales” 
following death. Furthermore, the Government is protected by the 
imposition of interest on deferred payments. 

{r. Chairman, at this point I should like to interpolate. I had an 
inquiry yesterday as to whether or not that provision would likewise 
apply to farmers. It would of course. 

Farm activities are certainly within our intent. A farming business 
liable for an estate should be covered just the same as any other busi- 


ness. 

The fifth section, as a matter of equity, would merely extend to pur- 
chasers of used property the same treatment granted to buyers of new 
property under section 167 of the Internal Revenue Code of 1954. It 
would permit alternative methods of depreciation provided by section 
167 for all taxpayers. 
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The sixth section is intended to complement section 1361 of the 
Internal Revenue Code of 1954 by permitting corporations to elect to 
be taxed as partnerships; that is, certain types of corporations, closely 
held and small corporations. This is an attempt to permit smaller 
concerns the advantages of incorporation without paying a Federal 
tax premium. 

Section 7 would raise the minimum accumulated earnings credit 
from $60,000 to $100,000. This would be of great psychological bene- 
fit to smaller corporations and concerns being taxed as ene 

The last provision is intended to relieve taxpayers from an old 
bugaboo, the necessity of refighting questions which have been fought 
and won previously by other taxpayers. It would bind the oe 
to unappealed determinations of the Tax Court and courts of appeals 
on tax questions. 

The most helpful thing that can be done for the small-business men 
of the country is to give them equal opportunity for growth and de- 
velopment by removing discriminatory provisions from the Internal 
Revenue Code and extending equal advantages tothem. They ask for 
no more. I believe that the measure which I have just outlined to 
you would provide the most meaningful assistance possible. 

The Cuairman. We appreciate very much your taking time from 
a very busy schedule to bring to us the findings of the Senate Commit- 
tee on Small Business. 

Are there any questions ? 

Mr. Keogh will inquire. 

Mr. Kerocu. Mr. Chairman, if you may permit me to express to the 
distinguished Senator and to his committee the deep appreciation of 
those who for some considerable time have been interested in an aspect 
of your committee bill; namely, the self-employed retirement pro- 
visions. 

We take great heart and some degree of hope, having enlisted as we 
have your active, interested, informed and intelligent support. We 
—_ iffer with you with respect to details, but all reasonable men can 
differ in that regard. 

Mr. Chairman, I should like also to express my appreciation for 
ae words of support with respect to H. R. 1154. I consider it a 

igh honor to be a sponsor in this body of any legislation that you 
sponsor in your body. 

Senator Sparkman. Thank you. I appreciate that. I think in 
both instances that you mentioned, it is merely a matter of being 
equitable in the benefits that are extended. 

me Keroeu. I am inclined to agree with you, and thank you very 
much, 

The Cuarrman. Mr. Mason will inquire. 

Mr. Mason. Have you made any estimate, or had anyone else make 
an estimate of what your bill would mean so far as the Treasury is 
concerned, whether it would mean a loss or a gain or about the same 
amount ? 

Senator Sparkman. No, Mr. Mason, we have not. We just con- 
cluded these hearings and filed the report just last week and intro- 
duced the bill. I am sorry that we have not had an opportunity yet 
to make a computation. 

My own feeling is that not much revenue loss would be sustained. , I 
say that these recommendations represent some departure from recom- 
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mendations that our committee made last year for that very reason. 
Keeping in mind the situation with reference to budgetary require- 
ments, we have tried to present a program that we could very well 
sustain within the present budgetary requirement. 

There are some items where there would be an immediate loss, but 
as I pointed out, over the long range the loss, I believe, would be more 
than compensated for. 

For instance, I think certainly for a certain type of our businesses 
in this country, one of the most urgent needs is relief in the payment 
of estate taxes. That would cost the Government something the first 
year, and perhaps the second year, but over the long range I think that 
the Government would gain, particularly since we provide for the 
carrying of interest charges on those payments. 

I think that I could go through and pick up other items. The de- 
preciation on used property would cost the Government something the 
first year, but in the end the Government would gain by it. 

In 1954 we extended that to purchases of new equipment, and so 
why should it not go to the purchaser of used equipment, which 
ordinarily is the small-business man. He is struggling to get ahead 
and he needs help. 

The Cuatrman. Are there any further questions? 

Mr. Sapiax. Senator Sparkman, your Senate bill 3194, which you 
say was introduced in the other body last Thursday, does that vary 
very much from the bill that was submitted in the House by the 
members of the same committee, the Select Committee on Small Busi- 
ness? We had Mr. Sheehan of the Select Committee on Small Bus- 
iness of the House who testified here and he submitted a bill as a 
result of meetings of the select committee in the House. 

Now, does your bill, 3194, vary substantially, or is it a companion 
bill, or would you comment on that. 

Senator SparkMAN. First let me say that our bill grew out of the 
hearings we conducted, and then the meeting of minds of the mem- 
bers of our Small Business Committee. It conforms in great part 
to the bill that was introduced on this side. We do have some fea- 
tures that that bill does not have, and we differ with it in some other 
matters only in degree. 

Mr. Sapiak. I know Senator Sparkman and his distinguished col- 
league, Senator Thye, have worked most diligently on that committee. 
Each of you has been chairman of that committee, endeavoring to help 
small business for many years. 

Senator Sparkman. I would like to say, and I think you would be 
interested in this, that in these hearings that were held during the 
adjournment of Congress, every Saale of our committee except 
one was able to participate. Usually we would have 2 or 3 members 
in each place, and every member except 1 took part in those various 
hearings throughout all parts of the country. 

By the way, I may say this, if you will permit, that in 1952 the 
Small Business Committee made a study of the impact of the tax 
load upon small business. We made a recommendation and a report 
at that time. Many of those recommendations have been enacted into 
law. Some of them are brought forward, and 1 in particular is still 
this 1 about the payment of estate taxes. We recommended it back 
when the report was made in the early part of 1953. 
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Every recommendation that has been made has been a recommenda- 
tion of the committee, and has been based upon testimony that we 
have taken from people in the field, small-business men in all parts of 
the country. 

Mr. Sapiax. I know that is so, Senator Sparkman, because if mem- 
ory serves me correctly, I believe back in 1952 we were both of the 
same opinion in the endeavor to help small business, although the 
particular amendment which I had sponsored got nowhere in my 
own body. I believe the gentleman who was then the distinguished 
vice presidential nominee was pushing the same amendment over 
in the other body, but because of the procedures involved it never 
did come to fruition. 

Senator Sparkman. I think that we made some headway, even 
though we were not entirely successful at that particular time. 

The Caatrman. Thank you, Senator. 

Our next witness is Senator Edward J. Thye. 

Senator Thye, although we know you quite favorably, for purposes 
of this record, would you identify yourself by giving your name, 
address, and the capacity in which you appear. 


STATEMENT OF HON. EDWARD J. THYE, A UNITED STATES SENATOR 
FROM THE STATE OF MINNESOTA 


Senator Tuyr. Mr. Chairman, I am Senator Edward J. Thye, of 
the State of Minnesota. 

Mr. Chairman and members of the committee, I wish to join with 
my colleague in offering a few remarks concerning the proposals 
developed by the Senate Small Business Committee in its recent study 
of the impact of Federal taxation on small business. As ranking 
minority member of that committee and its former chairman, I took 
an active part in that study. I know firsthand the mass of informa- 
tion which was gathered during the hearings. The findings and 
recommendations of the report were made only after careful considera- 
tion of all testimony offered by representatives of all forms of business 
and professional activity. 

The bipartisan nature of the study is exemplified by the fact that 
each of the minority members of the committee participated in the 
hearings. The proposed legislation was offered by Members from 
both sides of the aisle. Three of the bill’s sections have been recom- 
mended by the administration. Partisan politics has had no part in 
the development of the proposals brought before you in this bill. 

The small business tax adjustment bill of 1958 is an omnibus 
measure which is designed to relieve the most pressing tax problems 
facing pennant business. Each of the sections treats individual 
sore spots, but only wholesale treatment. as prescribed will permit 
general recovery of the patient, if you wish to refer to the business 
situation as a patient. 

Section 4, permitting installment payment of estate taxes; sec- 
tion 5, extending section 167 alternative methods of depreciation to 
the purchasers of used property, and section 6, providing an election 
for corporations to be taxed as partnerships, all have been supported 
in concept by the administration. As late as January 16 of this year, 
Secretary of. the Treasury Anderson favored provisions like these in 


his testimony before this committee in this series of hearings. Sec- 
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tion 5 is proposed to cover agriculture or the farmer just as same as 
any other type of businessman. f ’ 

The provision to increase the minimum accumulated earnings credit, 
section 7, would be of great practical value without losing revenue 
for the Treasury. The last section of the bill which sets up a simple 
formula to settle tax interpretation questions will save both the tax- 
payers and the Government from the expense of litagating questions 
which should be settled. i L 

The first two provisions of the bill I believe to be especially im- 
portant. The second section of the bill dealing with a reinvestment 
allowance is greatly needed to permit smaller concerns to grow and 
develop to meet their expanding markets. I was greatly impressed 
by the numerous witnesses who testified to the great importance of this 
kind of provision. 

Section 3 of the bill would remove the worst kind of discrimination 
from the present internal revenue code. Under this section, all tax- 
payers would be given the same opportunity to provide for their 
retirement. Under the present law, only a limited group gets special 
tax treatment for retirement programs. Thrift and individual pro- 
vision for retirement are worthy of Government support, but cer- 
tainly favors should be extended to all taxpayers. 

I want to stress the urgent need for this legislation. Our recent 
hearings impressed all the members with the immediacy of the situa- 
tion. The pleas for relief from the unfair tax burden on smaller 
concerns long went unheard. Amendments to the Revenue Code to 
make needed adjustments have gone unsupported. It is now time 
for action if we are to keep small business on the main street of 
America. 

Mr. Chairman, these small businesses are the backbone of the Na- 
tion’s economy because they represent the small communities which 
make up this great Nation, as a Nation of people for the people. 

I thank you for this opportunity of appearing before you. 

The Cuarrman. We thank you, sir, for coming to the committee 
and joining your colleague, Senator Sparkman, in advocating the bill 
which you and other Senators have introduced in behalf of small 
business. 

We appreciate receiving your expression of views with respect to 
the matter. 

Are there any questions? 

If not, Senator, we thank you again. 

Senator Tuy. Thank you, Mr. Chairman and committee members. 

The CuHarrman. Our next witness is Walter W. Heller. 

Mr. Heller, will you please come forward and identify yourself for 
the record by giving your name, address, and the capacity in which 
you appear. 

Let me say that I am very glad that you have come at the invita- 
tion of the committee. 


STATEMENT OF WALTER W. HELLER, CHAIRMAN OF THE DEPART- 
MENT OF ECONOMICS, UNIVERSITY OF MINNESOTA 


Mr. Heiter. I am Walter W. Heller, chairman of the Department 
of Economics of the University of Minnesota, and tax advisor to the 
Governor of Minnesota. I appear, however, in my individual capac- 
ity at the invitation of the committee. 
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First of all, Mr. Chairman, let me express my sincere appreciation 
to the committee and its staff for inviting me to appear and especially 
for fitting my appearance into its crowded schedule at a time when 
it was possible for me to be in Washington. 

May I also say what a pleasure it is to renew my acquaintance with 
those members of the committee with whom it was my privilege to 
work as a Treasury representative during the long executive sessions 
in 1951. I find incidentally that 16 of the 25 members serving at 
that time are still serving today. 

Further, I hope it is not out of place here to congratulate the com- 
mittee on the innovation of inviting a group of specialists in taxation 
to appear before it as nongovernmental representatives of the public 
interest. In doing this, the committee is meeting the criticism that 
congressional tax hearings tend to be dipianied te special pleaders 
and representatives of producers’ rather than consumers’ interests, 
i.e., by those who have a sufficiently sharply focused economic inter- 
est to make it worth their time and money to appear before the com- 
mittee at their own expense. This is not to say that the actions of 
Congress are in turn dominated by special rather than general inter- 
ests. But this new procedure assures the general interest a much 
more equal hearing. If continued, it will undoubtedly be recognized 
as a significant forward step in the history and philosophy of the 
American tax legislative process. 

With the committee’s permission, I should like to deal today with 
three general questions: 

1. Should taxes be cut this year? 

2. What action should Congress take to maintain the integrity of 
the income tax and prevent further inroads on the tax base? 

8. What consideration should be given to the State-local stake in 
the Federal tax system ? 

TAX CUTS 


In considerable part, the case for an immediate tax cut to stimulate 
a sagging economy rests on an optical illusion. The current recession, 
unfortunately, is no illusion. But the fiscal 1959 surplus is. Only 
the inaccuracy of the budgetary estimates and the inadequacy of pro- 
powe programs to overcome our lag in space-age brainpower and 

repower makes talk of tax cuts possible. Yet, the paradox is that 
such cuts—inappropriate as they may be in the light of unmet needs 
and damaging as they may be to the sense of urgency of the American 
people—will become an economic necessity if the downslide continues 
and if Government programs to meet Russia’s challenge remain on 
their present modest scale. 

Even within the modest bounds of the President’s program, there is 
significantly less revenue and significantly more spending in sight 
than meets the eye in the budget document. Instead of a surplus of 
one-half billion dollars for fiscal 1959, we face a deficit of 2 to 3 bil- 
lion dollars in both the conventional and the cash budget. 

The revenue estimates are based on the assumption that personal 
income will rise from $343 billion in 1957 to $352 billion in 1958 and 
corporate profits will hold steady at $42 billion. Only a quick re- 
versal of the present economic slump, or a very sharp about-face 
later in the year, could bring 1958 income and profits to these levels. 
Although current indexes of economic activity are studded with minus 
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signs, the budget shows a plus sign for every tax in fiscal 1959, for 
a total revenue increase of $2 billion. 

Taking off our rose-colored glasses, it appears more likely that 
revenues will fall short of the budget estimate of $72.4 billion for 
the current fiscal year and will rise little, if at all, in fiscal 1959. 

Estimated budget expenditures, in turn, seem clearly too low; from 
a semiannual level of $36.6 billion currently—that is, in the second half 
of fiscal 1958—they would inch up to $36.9 billion in the first half 
and $37 billion in the second half of fiscal 1959, according to tables 
submitted to this committee on January 17 by Treasury Secretary 
Anderson. 

These figures assume cutbacks in selected defense and civilian pro- 
grams that simply won’t be made. They underestimate the probable 
cost of pay increases for civilian and military personnel. Cost esti- 
mates of some of the open-end programs—especially when unemploy- 
ment compensation and other trust fund expenditures are included— 
seem unduly optimistic. 

Also, the assumed $700 million of postal revenue increase through 
the 5-cent rate may not be enacted, and yet the estimated net post 
office expenditures are reduced by that amount. Overall, expenditures 
seem headed for levels at least $1 billion higher than the budget 
estimates, 

Congress may decide to push spending even higher in answer to 
the Soviet challenge to our military, scientific, and educational lead- 
ership. Or, to put it in the context of taxcutting, if the Gaither, 
Rockefeller, and Hopkins reports are right, tax cuts are wrong. Why? 
First, because if Congress authorizes the spending increases these 
reports call for, the national economy would soon need tranquilizers, 
not stimulants—not immediately, because of the long lead time of 
military expenditures, but not very far off. Second, lulled by an Ex- 
plorer in its orbit and tax cuts in their pockets, the American people 
might settle back into a sense of complacency which only strong and 
aggressive national leadership could pull them out of. 

Yet, since my testimony as a fiscal specialist cannot assume that 
national policy will follow the course of my personal convictions— 
no matter how closely these may accord with the findings of scientific, 
military, educational, and business leaders—realism requires me to 
consider tax-cutting techniques. 

If a tax cut does prove necessary to put the economy back on the 
track of full employment and steady economic growth, the dilemma 
Congress faces is, on one hand, to give the economy a quick and sizable 
injection of purchasing power without, on the other hand, converting 
recovery into inflation. A temporary or reversible tax cut might 
provide the best way out. 

Suppose that in May, when the budget and economic picture will 
be much clearer, we find the economic downtrend still underway. 
Congress could quickly slash the income tax withholding rate by, say, 
4 percentage points for the year running from July 1, 1958, to July 1, 
1959. This move, coupled with the corresponding reduction of tax 
on nonwithheld incomes, would put funds into taxpayers’ pockets— 
or rather, leave funds in taxpayers’ pockets—at a rate of slightly over 
$4 billion a year, or $2 billion during the second half of 1958 and an- 
other $2 billion during the first half of 1959. This action would rep- 
resent a cut of 2 percentage points, from 20 percent to 18 percent, in 
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the first-bracket rate for 1958 as a whole and again for 1959 as a 
whole. 

If the economy were booming again by early 1959, Congress might 
wish to terminate the reduction on March 31 rather than letting it 
run to June 30; this would limit the first-bracket rate cut to 1 per- 
centage point, or roughly $1 billion, for 1959. 

Perhaps I should interpolate there, if you recall the 1950 experi- 
ence, that this is technically entirely feasible. The bill was not 
signed in 1950 until September 23 and yet the changes in the with- 
holding rate went into effect on October 1. So, these intrayear 
changes on the quarterly dates are entirely feasible. In fact, in 1951 
the change was made on November 1. 

The temporary nature of the cut could be highlighted by continuing 
the same rate schedule and tables now in use and adding a computa- 
tion on the income tax return labeled “temporary tax reduction.” In 
filling out his 1958 return, the taxpayer would have to do no more 
than multiply his first-bracket income by 2 percent and subtract the 
resulting amount from his computed liability. It might look larger, 
of course, if it were shown as a 10 percent reduction in the first- 
bracket liability—which it would in fact be. This would be a cut 
strictly in the first-bracket rate for that year. No doubt the pain of 
additional computation would be more than offset by the pleasure of 
the cut. 

With the aid of withholding and current payment, the first-bracket 
rate of the individual income tax has become a potent and flexible 
fiscal weapon. Especially in the light of recently demonstrated 
shortcomings of monetary policy, Congress should make every effort 
to put this weapon to work in the service of full employment and 
economic growth. 

TAX REVISION 


The late chairman of this committee, Hon. Jere Cooper, sounded 
the keynote for this section of my testimony in his statement of last 
September 11 announcing these hearings when he referred to— 
the narrowing of the dollar base of our tax system through exceptions and 
differentials to the point where the rate schedules are no longer meaningful. 
We still have one of the world’s better tax systems, with the income 
tax as its backbone. But the insidious process to which he referred 
threatens to sap the strength of our Federal income tax, undermine 
public confidence in its fairness, interfere significantly with the best 


use of our economic resources, progressively complicate our income — 


tax laws and returns, and gradually bear down more and more heavily 
on wages and salaries relative to other forms of income. 

To stop this process, let alone reverse it, will be anything but easy. 
Group after group seeking government support without government 
interference turns, sooner or later, to the good old income tax. Con- 
gress is constantly bombarded with requests for exclusions of income, 
added exemptions, preferential tax rates, special tax credits, and, 
above all, special deductions. 

I do not refer here to requests for allowance of legitimate expenses 
of earning income. These, of course, should be allowed. 

To this committee it must often appear that many taxpayin groups 
know only one meaning of “tax revision”—namely, “tax relief.” The 


extractive industries, especially oil and gas, the stock exchange, the 
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steel industry, small business, foreign investors, educational interests, 
the blind, aged, and disabled, the railroad brotherhoods—only a 
partial rollcall demonstrates how widespread the pressures for tax 
relief are, and what a versatile instrument tax concessions can be for 
subsidizing particular groups to promote economic or social ends. In 
a sense, these groups expect the House Ways and Means and Senate 
Finance Committees to serve as second-structure Appropriations Com- 
mittees, using tax concessions rather than budget expenditures as their 
wherewithal. 

Each group presents a powerful, persuasive, or pitiful case. When 
power, persuasion, and pity are al rolled into one—and when cir- 
cumstances combine to make tax relief appear as the only practical 
solution—who can blame Congress for occasionally succumbing? But 
to say that the process of income tax erosion is humanly understand- 
able does not make it fiscally defensible. At the risk of being called 
a traitor to the academic cause, let me take the proposed deduction 
for educational expenses as the first case in point. 

To allow educational expenses as a deduction from taxable income, 
even if a ceiling is put on the deductible amount, constitutes an up- 
side-down subsidy to education: the larger the income, the greater the 
subsidy in the form of tax savings; the smaller the income, the smaller 
the pabiiily > and where the income is so small as to fall below the 
exemption limits, that is, where Government support is needed most, 
the subsidy is zero. Note also that a family with a $4,000 income and 
4 children would receive no benefit from such a deduction while a 
family with the same income but only 2 children could save $240 of 
tax if a deduction of as much as $600 per child were allowed. 

Granting of the educational allowance in the form of a tax credit 
would make it more evenhanded for incomes well above the exemption 
limit, but would not remove the inequities near and below the exemp- 
tion levels. 

Granted, an educational expense allowance under the income tax 
would avoid any problem of Federal control and sidestep the segre- 

ation issue. But in doing so, it would give upside-down relief and 
urther erode the income tax base. 

Mr. Mason. May I interrupt there? 

You are talking now about the subsidy for children being sent to 
college and universities, but not for the teachers who spend 3 months 
in the summer and so forth. There is a decided difference there. 

Mr. Hetter. Thank you, Congressman Mason, for clarifying that 

int. 

P The teachers in summer school would fall under the exception I 
interpolated a few minutes ago. Where it is really an expense of 
earning income it should be allowed. 

Mr. Mason. I wanted that cleared up. 

Mr. Heiter. Thank you. But in a general deduction for education 
expenses, it would mean that if a man is in the 90-percent bracket and 
the deduction allowed is $600, it would be worth $540 to him. If he 
were in the 20-percent bracket it is worth $120. If his income is so 
small that it is exempt, which is when he needs the help most, he gets 
no help whatsoever. 

Mr. Mason. I agree with that. 

Mr. Heuer. My second point under tax revisions is the dividend 
tax credit. 
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Dividend tax credit 


Here again we have an example of inverted tax relief and the fact 
that it is fairly small shouldn’t blind us to the fact that it is a wrong 
way to give relief. 

he avowed purpose of dividend tax relief is to remove or reduce 
the extra burden dividends are said to bear by having to go through 
both the corporate and the individual income tax mill. I am leaving 
aside the possibility that a substantial part of the corporate tax is 
shifted to consumers in the form of higher prices—in which case it is 
a hidden sales tax—or to workers in the form of lower wages—in 
which case it is a hidden earnings tax. The extra or differential bur- 
den of the corporate tax is lowest in the top brackets where the indi- 
vidual tax would take 70, 80, or 90 percent of the dividend in any event 
and highest for persons with the lowest incomes where their dividend 
income would be entirely exempt or subject only to 20- or 22-percent 
rates instead of paying the 52-percent corporate rate. 

But the present dividend credit grants (a) no relief at all to the 
smallest, tax-exempt, incomes, and (0) the same amount of relief per 
dollar or dividends for all taxable incomes. It removes a larger 
proportion of the “double tax,” the higher the income: 5 percent for 
dividends received by taxpayers subject to a 20-percent marginal tax 
rate; 10 percent for those with a 60-percent marginal rate; and 40 
percent for those with a 90-percent marginal rate. 

Thus, the dividend credit worsens rather than improves the equit 
of our income-tax structure. If dividend tax relief is to be retained, 
it should be recast into either (1) the withholding method which 
would, for example, regard 4 percent of the dividend received as 
having been withheld at the source or (2) a dividends-paid credit 
for the corporation to deduct from its taxable income a specified per- 
cent of the dividends it declares: a 7.6 percent deduction would pro- 
vide a 4 percent credit across the board for dividend recipients. Either 
of these methods would provide evenhanded relief, removing the same 
percentage of the double tax burden at all income levels. 

If dividend tax relief is to be retained it should be recast either 
into the withholding method or into the dividends-paid credit for 
the corporation. 

Interest and dividend withholding 

Another affront to equity in the present law is the large-scale evasion 
of tax on interest and dividends. Such evasion may be small in most 
individual cases, but vast in the aggregate—so great that when this 
committee approved interest and dividend withholding in 1951, only 
to have it removed from the bill in the Senate, the estimated revenue 
gain was $250 million. Though enforcement has undoubtedly im- 
proved since that time, especially with the tighter information-at- 
source provisions, the total volume of dividends and interest entering 
personal income has also risen significantly : from $20.7 billion in 1951 
to $31.1 billion in 1957. Rich revenue rewards would accompany the 
great gain in equity to be realized through withholding. 

The ingenious method of withholding adopted by the committee in 
1951 would be simplicity itself for the interest and dividend payor, 
the taxpayer, and the Internal Revenue Service: (1) a flat 20 percent 
of gross interest and dividend payments would be withheld by the 
payor and remitted to the Government without individual listing of 
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recipients; (2) the oe 80 percent would go to the payee, but 
no withholding slips would be issued; (3) the individual taxpayer 
would enter on his return the actual sum of interest and dividends 
received and “gross it up” by adding one-fourth to this sum; (4) he 
would also take credit for withheld tax in the amount of this one- 
fourth. If he failed to report the interest or dividend receipt, the 
Treasury would have at least the 20 percent withheld at source. 
Percentage depletion and intangible drilling and development costs 

Under the three preceding headings, equity—equal tax treatment of 
taxpayers in equal circumstances—has been the dominant note. Here, 
in the percentage depletion area, considerations of fairness have to 
share the limelight with economic tests. Needless to say, important 
questions of equity are involved in the present 2714 percent rate for 
oil and gas which, as compared with cost depletion, exempts from tax 
roughly two-fifths of corporate net income from oil and gas produc- 
tion. Or, put differently, on oil and gas income net of production 
costs, including losses and cost depletion, corporations pay only a 31 
percent tax as against the regular rate of 52 percent. 

Add to this the double allowance for intangible drilling and devel- 
opment costs—they can be deducted in full as current expenses when 
incurred without in any way reducing future depletion allowances— 
and one can readily see that a huge tax subsidy is involved. As com- 
pared with cost depletion alone, these provisions reduce oil and gas 
tax liabilities by one-half to one billion dollars annually. 

Can such a tax bounty be justified on economic grounds or consid- 
erations of national security? Clearly, resoures are being siphoned 
from other pursuits into the more rapid exploitation of oil and gas 
resources. Objective observers have concluded—see the Joint Eco- 
nomic Committee panelists’ papers on Federal Tax Policy for Eco- 
nomic Growth and Stability, November 9, 1955, especially those by 
Horace M. Gray, Arnold C. Harberger, and James R. Nelson—far 
from yielding economic gains, distort resource allocation, lead to un- 
economic exploitation of mineral resources, and are “particularly 
undesirable on security grounds.” 

Elimination of “double deductibility” of intangible drilling and 
development costs, plus substantial cutbacks in the rates of percentage 
depletion can be recommended in the interests both of equity and a 
better deployment of our national resources; that is, faster economic 
growth. 





Other structural changes 

The foregoing proposals, while important in themselves, especially 
in revenue terms, do no more than illustrate the type of structural 
rehabilitation of the income tax that should be attempted in pursuit 
of the general interest. One could list many other desirable revisions, 
e. g., a tightening of capital-gains provisions, recasting of tax-exempt 
bond interest provisions, and perhaps a narrowing of the large gap 
between tax liabilities or married and single persons, especially in 
the upper middle brackets. Outside of the income-tax structure, a 
new and sympathetic reexamination of the Treasury’s 1950 proposals 
to restore the base of the estate and gift tax is also in order. 

6. High surtax rates: Coupled with restoration of the tax base 
through structural revision should be a topping-off of the highest 
branches of our income-tax tree, the unrealistic 80 percent and 90 
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percent rates. Leveling off the rates in the top brackets at 75 percent 
would cost only $125 million, and at 65 percent, not much more than 
$300 million. Since the top rates now generate more resentment than 
revenue, since they are used as a club to gain tax concessions, since 
they lead to legal subterfuge and devious tax practices, and since ey 
may dull incentives for risk-taking, for all these reasons a cutbac 
to 65 percent or 70 percent should be undertaken simultaneously with 
moves to cut down or eliminate the more flagrant tax privileges and 
leakages. 


THE STATE-LOCAL STAKE IN FEDERAL TAX REVISION 


If I appear at any point today as a special pleader, it is on behalf 
of the States and localities. Russian achievements have rightly fo- 
cused attention on national responsibilities in the fields of defense, 
education, and basic research. But they have dimmed the hopes for 
Federal tax cuts that were expected to arise out of surplus revenues 
generated by vigorous economic growth. State and local govern- 
ments had looked hungrily toward the tax scraps that were to be 
pushed off of the Federal table. They are under such heavy finan- 
cial pressure today—their expenditures, debt, and taxes have tripled 
since the war—that their needs cannot be ignored in the course of 
Federal tax deliberations. To the three traditional tests applied to 
choosing among alternative revenue measures—equity, economic ef- 
fectiveness, ont ease of administration and compliance—Congress 
should add a fourth, the strengthening of State-local tax resources. 

Four ways by which it can lend a hand to State-local taxing efforts 
are: (1) administrative cooperation; (2) relinquishing certain tax 
sources to the States; (3) tax credits; (4) outright tax rebates. I 
should like to urge action on all four fronts. 


Administrative cooperation 


Federal law now makes available a wide array of Federal income 
tax information to the States. This is one of the finest examples of 
constructive cooperation in our Federal system today. We in Minne- 
sota, having recently concluded with the Internal Revenue Service 
the most advanced agreement of any State for interchange of income 
tax information colt cooperative enforcement efforts, are keenly ap- 
preciative of the opportunities in this area. But on behalf of the 
Minnesota Tax Commissioner and his staff, I should like to ask the 
committee to reexamine the possibility of giving State income tax 
authorities (no others) access to the facts in fraud cases developed by 
Internal Revenue. This would provide a major boost to State in- 
come tax enforcement throughout the country. 


Releasing tax sources to State-local governments 

Although the time may not be ripe for relinquishing selected minor 
taxes to the States, it is desirable to work up a positive agenda for 
such shifts even now. On this score the Joint Federal-State Action 
Committee growing out of President Eisenhower’s proposal to the 
governors’ conference last June has done some useful work, though its 
attempts to push certain functions back onto the States seem more 
questionable. They have considered for return to the States the fol- 
lowing list of selected excises accounting for $540 million annually: 
levies on local telephone service (representing two-thirds of the total), 
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admissions, club dues and initiation fees, cabaret bills, use of coin- 
operated amusement devices, bowling alleys, billiard and pool tables, 
and lease of safety deposit boxes. 

More specifically, their first report to the President on December 
5 recommended a 40 percent tax credit under the Federal tax on local 
telephone service to State enacting a 4 percent local telephone tax, 
such credit to end in 5 years with a simultaneous 40 percent reduction 
of the Federal tax. Still under study are other miscellaneous excises, 
the cigarette tax, and the estate tax, as well as various functions the 
States would be asked to assume as the price for the Federal tax cut. 

With or without any return of functions, the tax reductions being 
proposed or examined by the Joint Action Committee can, except for 
the estate tax, be endorsed as directional tax cuts, beamed directly at 
tax bases that are readily available to State and local governments. 
Though they hardly qualify as good taxes under equity and eco- 
nomic criteria, this much can be said: If they must be used, why not 
give priority in their use to governments which have only limited ac- 
cess to better sources ? 

Of course, permanent cuts in the lower brackets of the individual 
income tax also have a considerable directional quality, although I am 
not so sure that those cuts are in the offing at the moment. On the 
one hand, they directly expand the tax base and revenues of the 
twenty-odd States whose income taxes allow deduction of Federal in- 
come taxes in arriving at State taxable income. On the other, they 
leave room for rate increases either in State and local sales taxes or 
in the lower brackets of State or municipal income taxes. 

One should not, of course, make the mistake of equating the tax- 
reducing capacity of the Federal Government with the tax-absorbing 
capacity of State-local government. The Federal Government has 
vast advantages in tax gathering. It has broader geographical juris- 
diction, better financed and more efficient tax administration, freedom 
from the fears—both fancied and real—of intercity or interstate mi- 
gration of industry and wealth, and other advantages. 

We may prefer to give up some equity and efficiency in taxation in 
exchange for more self-suflicient, vigorous, and responsible govern- 
ment at the State-local level. But even the Joint Federal-State Ac- 
tion Committee found it could not safely leave the States to their own 
tax devices. Having first talked of relinquishing the local telephone 
tax outright to the States, it found by the time it reached he recom- 
mendation stage that a transitional 5-year Federal credit was needed 
to assure State action—a jet-assisted takeoff, as it were. 


Federal estate and income tax credits 

Apart from the transitional tax credits, which have much to com- 
mend them, Congress should put the modernizing of the Federal 
estate tax credit (which is still linked to the 1926 rates and exemp- 
tions) high on its agenda of tax revision. To give the States at least 
a small revenue boost, as well as cut down the growing interstate com- 
petition in the death tax field, a considerable liberalization of the 
credit can also be recommended. From its recent average level of 
roughly 16 percent, it should be raised to 25 percent or 30 percent. 

Federal credits for State income taxes paid also have considerable 
appeal. But since one-third of the States have so far chosen, or have 
been forced by State constitutional restrictions, not to adopt an in 
come tax, the path to such credits would probably be thorny and long. 
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Federal income tax sharing 


That leads me to my fourth suggestion, which is Federal income 
tax sharing: Given the limitations under which State and local gov- 
ernments operate in their struggle to meet the upsurging demands on 
their budgets, and given the limits to relief either through repeal 
of solantaa Federal taxes or through Federal credits, Ones should 
seriously consider a direct tax feedback to the States. Specifically 
it should consider sharing a part, say 5 percent, of the individual 
income tax with the States on the basis of origin. This recommenda- 
tion does not include the corporate income tax because the State of 
origin of corporate income is difficult to determine. For individuals, 
there is a close correlation between origin and residence, in terms of 
the usual income-tax definition of eee which assigns income 
from intangibles to the place of legal residence. 

Federal income-tax sharing has the drawback that centers of wealth 
and finance would get a larger per capita return of revenues than less 
well-endowed States. But independent State income taxes and Fed- 
eral credits have the same drawback. A direct sharing arrangement 
would have the great advantage of assisting all States without forcin 
some to adopt taxes they have rejected for philosophical or consti- 
tutional reasons. <A 5-percent credit would give the States a badly 
needed financial boost of nearly $2 billion a year without any accom- 
panying Federal controls. 

This is a large sum, enough to make most Congressmen shudder, 
in view of other pressures on the Federal budget. But it must be 
considered in the context of our Federal system as a whole, includin 
State-local government. Ifthe Congress (a) believes in vibrant self- 
government at the State-local level, financially equip to handle 
those functions it can most appropriately and efficiently administer ; 
(5) recognizes the limits on State-local self-financing arising out of 
interstate economic competition, constitutional restrictions, and the 
heavy dependence on the overloaded and relatively inflexible property 
tax; and (c) feels that financial help should go beyond the present 
Federal aid with strings attached—if these are fair assumptions, the 
ets mers 5-percent sharing device deserves a high priority in Federal 

udgetary planning, even if it means maintaining tax rates that would 
otherwise be cut, or perhaps raising Federal tax rates in place of 
State-local rates. Such action would reflect a federalist rather than 
Federal point of view. 

One possibility, if other attempts to provide Federal aid to educa- 
tion bog down, would be to specify that the proceeds of the sharing 
arrangement, in part or whole, be used for educational purposes. 
compared with proposed Federal aid, there would be less assurance 
that specific national interests in education were being served. But 
as compared with no Federal action, the earmarked sharing device 
may have attractions. 

The 5-percent sharing proposal brings me back to the point of 
origin of this testimony: Should taxes be cut? Considering urgent 
State-local needs on top of Federal efforts needed to meet the Soviet 
challenge, the answer should be “No.” But given the long lead time 
of defense efforts as well as Federal-State fiscal coordination, and 
given the likelihood of a continuing recession, the answer may have 
to be “Yes,” temporarily. 
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The Cuarrman. Mr. Heller, we thank you very much for coming 
to the committee and giving us the benefit of your views on these 
very important matters. 

Are there any questions ¢ 

Mr. Mason. Yes. 

The Cuatrman. Mr. Mason will inquire. 

Mr. Mason. You have presented a very thought-provoking paper 
to us, Mr. Heller. 

Mr. Hewirr. Thank you, Mr. Mason. 

Mr. Mason. I just have two questions. 

One is, can you account for or explain briefly why Uncle Sam was 
satisfied 20 years ago with 25 cents out of every tax dollar collected, 
leaving 75 cents to the States and local communities, and now he is 
demanding 75 cents out of every tax dollar collected, leaving only 25 
cents to the States and local communities for their use ? 

Mr. Hetzer. Mr. Mason, I think the answer is to be found both 
in economic emergencies and in military emergencies that shifted the 
balance. 

As a matter of fact, the figures that I have used at times were that 
in the late 1920’s it was 20 cents Federal and 80 cents State-local, and 
by the end of World War II it was 80 cents Federal and 20 cents 
State-local. But since World War II, the balance is being somewhat 
redressed. That is, the local and State expenditures are up to about 
30 percent, and the Federal down to 70 now, instead of their being 20 
and 80. 

Mr. Mason. Would you give the reason as the additional mili- 
tary expense ? 

Mr. Hetxer. Very largely. It is the additional military expense, 
though, needless to say, the addition of many social programs, wel- 
fare programs in the thirties, had a great deal to do with it. 

Mr. Mason. The additional military expense would only mean that 
Uncle Sam would take 50 cents now and leave 50, approximately. 

Mr. Hetier. Yes. There is no doubt that the great expansion in 
the thirties had a lot to do with it. However, it is interesting that 
the social-welfare expenditures of the Federal Government have not 
expanded proportionately either to the military or to the State-local 
in the postwar period. 

Mr. Mason. My second question concerns your suggestion to give a 
kickback to the States of 5 percent for personal income tax collected 
from each State. That, to me, sounds very, very logical, and a kick- 
back means that they could use it for anything they please, with no 
strings attached to it. If they were hard up for educational funds, 
they could use it for that. If they were hard up for something else, 
they could use it for that. 

It seems to me that that is a very logical thing, and I am for it a 
hundred percent. Uncle Sam has, in general, better means of col- 
lecting income tax than to just simply say, “I will keep 95 and you 
may have 5 back.” 

That is all, Mr. Chairman. 

The Cuarrman. Are there any further questions of Mr. Heller? 

Mr. McCartny. Mr. Chairman? 

The Cuatrman. Yes. Mr. McCarthy. 

Mr. McCartny. I would like to compliment the chairman for hav- 
ing Mr. Heller come down to testify. Of course, the members of this 
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committee know his reputation as an expert in the academic field, par- 
ticularly with respect to taxes and the general economy of the coun- 
try. I want to express my appreciation to him for accepting this 
invitation and coming in to testify here today. 

You may recall yesterday a witness was complimented because 
whereas he was an academic man, he was also practical. We could 
also say that of Mr. Heller, and note that in addition to possessin 
the ordinary virtue of being practical, he possesses the highest, I woul 
say, of the practical virtues, that of appreciating the politics of his 
problems. 

The Cuarreman. Are there any further questions? 

If not, we again thank you, Mr. Heller, for coming to the com- 
mittee and giving us the benefit of your views. 

Our next witness is Mr. Charles W. Davis. 

Mr. Davis, although we know you well and recall your service to 
the committee, for the record will you please give your name, address, 
and the capacity in which you appear ? 

Mr. Davis. Thank you, Mr. Chairman. 


STATEMENT OF CHARLES W. DAVIS, CHAIRMAN, COMMITTEE ON 
FEDERAL TAXATION, CHICAGO BAR ASSOCIATION, CHICAGO, ILL., 
ACCOMPANIED BY LEONARD M. RIESER, AUSTIN FLEMING, 
ROBERT W. MANLY, AND MAX MEYER 


Mr. Davis. Mr. Chairman, I am Charles W. Davis, an attorney, of 
Chicago. I appear today as chairman of the committee on Federal 
taxation of the Chicago Bar Association. With me at my far left 
is the vice chairman of our committee, Mr. Max Meyer, and there are 
three other members of our committee whom I shall introduce as they 
speak on the various subjects. 

Mr. Chairman, the committee on Federal taxation of the Chicago 
Bar Association appreciates very much the opportunity to state the 
views of our committee on certain phases of tax revision now under 
consideration. 

Our committee consists of approximately 40 attorneys in the Chi- 
cago area who are particularly interested in the Federal taxing stat- 
utes from the standpoint of certainty, ease of administration, and 
compliance, and the impact of Federal tax laws upon other important 
areas of the law. We have studied the Internal Revenue Code of 1954, 
and have followed closely the development of the regulations which 
have been promulgated under it and the administrative rulings inter- 
preting it. We have also undertaken, through the organization of 
subcommittees, to review carefully the reports of the advisory groups 
to the Subcommittee on Internal Revenue Taxation on subchapters C, 
J, and K, and it is with reference to the recommendations of those 
advisory groups that our views are submitted. 

Mr. Yuen’ M. Rieser, on my left, will give our preliminary views 
upon the report of the advisory group on subchapter C, Mr. Austin 
Fleming, on my immediate right, will present our recommendations 
regarding the reports of the advisory group on subchapter J, and Mr. 
Robert W. Manly, on my far right, will cover our views on the reports 
of the advisory group on subchapter K. 

At this time, Mr hairman, Mr. Rieser will present our * re ey 


views on the report of the advisory group on subchapter 
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Mr. Rieser. Mr. Chairman, we had hoped we would be in a position 
to present definite and detailed views on the proposed revisions of 
subchapter C. This is an extremely important and sensitive area of 
tax law, and the suggestions of the advisory group are numerous and 
far reaching. Believing that it is our duty to scrutinize them care- 
fully and responsibly, we have had a special subccmmittee working 
steadily to study the recommendations and present its findings to our 
entire committee. But despite the best of intentions and almost daily 
meetings, we have been unable to complete more than a fraction of the 
work which the report demands. 

Under these circumstances, we normally would refrain from offer- 
ing comment. However, we believe that certain general reactions of 
our group, which crystallized during our discussions, might be of suf- 
ficient interest in your review of the work of the advisory group that 
we should communicate them now, and ask leave to file a full statement 
of views when our study has been completed. In this vein we wish to 
call attention to the following: 

1. Our experience with reviewing the advisory report suggests that 
the bar requires considerably more time to think about the proposals. 
Many of them would affect a wide range of corporate transactions 
which have numerous and varying tax aspects. It is therefore diffi- 
cult to trace through the consequences of the proposals and form sound 
judgments as to their merits. 

2. Even after the suggestions have been weighed on their merits, we 
urge caution in enacting a multitude of changes in the subchapter C 
area. The bar had to undergo a major reeducational effort as a result 
of the 1954 code, which enacted some major modifications in the tech- 
nical law. Unless there is strong need to overhaul particular pro- 
visions, it would seem unwise to make necessary another broad 
reeducational effort so soon. 

In saying this, we are aware that some hardships and some loop- 
holes have Ss uncovered. But we believe that unless the hardships 
are shown to be seriously oppressive, or the loopholes are shown to 
widely exploited or a significant drain on the revenues, it is generally 
better to live with the existing system rather than to rush to undertake 
basic alterations. 

The proposal to eliminate statutory mergers and consolidations as 
a separate category of tax-free reorganizations can be used to illustrate 
this point. For over 30 years statutory mergers and consolidations 
have been given tax-free treatment. It would require a substantial 
shift in practices if statutory mergers and consolidations were now to 
be awarded tax-free treatment only if various code qualifications were 
satisfied. In other words, in general we urge that change itself car- 
ries a cost which should be weighed in the balance so as to provide a 
brake against continuous revision of our technical tax law. 

8. Some of the proposals involve introducing into the corporate 
area concepts new to it. For example, one proposal calls for chang- 
ing the long-standing rule that generally on liquidation of a corpo- 
ration, gain or loss to the shareholder is recognized and the assets 
received in the liquidation then have a fair-market-value basis in the 
hands of shareholders. In its place, the revision would substitute a 
rule under which gain is to be postponed and the corporate basis for 
the assets is to be carried over to theshareholders. A similar arrange- 
ment is embodied in the existing subchapter K, covering partners and 
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partnerships. Considerable dissatisfaction has developed with its 
operation, and we are far from sure it will prove workable even in 
the partnership field, which is logical, since the partner is not a sepa- 
rate entity. The advisory group nevertheless recommends that it be 
imported into the corporate area, which is both illogical and far more 
extensive, and embraces complicated liquidation situations. 

4. Without intending to imply that subchapter C can feasibly be 
simplified, we are impressed that some of the proposals surely add sub- 
stantially to its complexity. By way of illustration, we cite the sug- 
_ gestion that would considerably refine the test for determining when 
a sale of corporate assets will be tax free at the corporate leve if the 
corporation is liquidated pursuant to plan. These refinements are | 
largely designed to help taxpayers by loosening the rigidity of the 
present test. We feel, however, that making an exception to an excep- 
tion is the wrong way to accomplish simplification. If change is 
needed, more thought should be given to substituting a test which is 
less a matter of form and which goes to the realities of the situation. 
Perhaps it would be possible to eliminate hardships and simplify the 
law here by providing that sales at the corporate level are to be tax 
free if the corporation is in the process or liquidating and with reason- 
able dispatch, considering all the circumstances, both disposes of its 
assets and makes liquidating distributions to shareholders. 

In presenting these negative preliminary reactions to the report of 
the advisory group on subchapter C, we do not wish to be understood 
as concluding that the proposals are without merit. Some of them 
are certainly sound, and our later detailed submissions will point out 
areas of agreement. Others raise interesting questions, which also 
will be noted. However, we believe that the general attitudes which 
we have conveyed today go to the heart of the matter. We hope that 
they will be taken into account in dealing with the advisory group 
proposals. Above all, we hope that patient and reflective examination 
and analysis will be the keynote to tax revision in this most technical 
and complicated of areas. 

Thank you. 

Mr. Davis. Now, Mr. Chairman, Mr. Austin Fleming will present 
the views of the Committee on Federal Taxation of the Chicago Bar 
Association on subchapter J in the report of the advisory group. 

Mr. Fiemine. Mr. Chairman and members of the House Ways and 
Means Committee, the 1954 code made substantial changes in the sec- 
tions dealing with the taxation of estates and trusts. In the monu- 
mental job of getting the code assembled and enacted, it was to be 
canal that rough edges would develop here and there, and this 
proved to be particularly the case in sabibe ter J, which deals with 
the income taxation of estates and trusts. Subchapter J is probably 
one of the most important parts of the code, and affects thousands of 
widows and children who are beneficiaries under estate arrangements 
created by fathers and husbands, and also every other American citi- 
zen, even those of us in this room with sufficient assets to require 
probate at the time of death. 

To say that there were rough edges in this particular subpart is 
probably the understatement of the year. This committee is to be 
commended for seeking the assistance of an advisory group of such 
high caliber, in endeavoring to smooth out these provisions. We think 
that the advisory group on subchapter J has done a sound job, and that 
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their recommendations are 9944499 percent ready to go in the form of 
legislation. Their recommendations are extremely important and 
will materially improve the practical administration of the 1954 code 
in this area. 

As practicing lawyers who represent these beneficiaries and execu- 
tors, we wish to be recorded in support of the changes recommended 
by the advisory group on subchapter J. While these changes may 
appear to be technical on their face, they are extremely important 
aspects of the tax structure. They are not intended to and will not 
affect the revenues or budget considerations significantly one way or 
the other. Their purpose, rather, is to make these statutory provi- 
sions, which are now highly unsatisfactory from the point of view of 
workability and practical application, infinitely more workable and 
equitable and satisfactory both for the Government and for the 
taxpayer. 

While we strongly concur in the recommendations which Professor 
Casner and his group have submitted, there are two aspects of the 
minority reports which are a part of their submission where we think 
that those minority reports are better than the majority report. Both 
of these aspects relate to trusts that have more than one beneficiary. 

The first aspect relates to the way in which beneficiaries, where you 
have a trust with more than one beneficiary, are grouped together for 
purpose of telling what part of the aggregate distributions will be 
taxed to any given year to a given beneficiary. The second aspect 
relates to the treatment of charitable distributions. ; 

It is the scheme of the code that a trust is simply a conduit through 
which the earnings of a trust pass to the beneficiaries and are ulti- 
mately taxed in their hands. But not all funds that are distributed 
to the beneficiaries in a given year will necessarily be taxed to them. 

There may be corpus deductions, depletion and depreciation allow- 
ances or nontaxable interest on municipal bonds which will reduce 
taxable income, or the distributions may represent income accumulated 
from prior years or even a part of principal itself. In any given year, 
when more funds are distributed than are subject to tax, rules must 
be established for determining the amount which is taxable in the 
hands of each beneficiary in the group. 

In this connection, the 1954 Code draws some very arbitrary dis- 
tinctions which have given trustees and beneficiaries and their lawyers 
and accountants no end of difficulty and have caused no end of com- 
plaint. I think the best way to illustrate these difficulties is to give 
an example. 

Take, for example, a trust that has $10,000 of earnings in a given 
year. Under the will, the trustee is directed to pay half of the income 
from that trust to the widow for her life. The other half of the 
income is directed to be paid to a child as, for example, a son, but only 
so much of the income of that half as the trustee considers proper or 
for his best interests; in other words, a discretionary arrangement as 
regards that child. Then, in this illustration we are citing, the will 
also directs that if an aged mother survives, she is to be paid $5,000 a 
year from principal. 

Let us assume that in a given year the trustee pays out $5,000 of 
the $10,000 of income to the widow and in the exercise of its discre- 
tion pays out another $5,000 to the son, and also carries out the direction 
to pay $5,000 from principal to the aged mother. In determining to 
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whom the $10,000 of earnings of that trust will be taxed, the 1954 
Code lumps together the son and the mother, with the effect that the 
widow is taxed in full on her $5,000, while the son, who got the exact 
amount of income, is taxed only on $2,500 of his $5,000, and the mother 
who got not a sou of income, but only $5,000 of principal, finds herself 
being taxed on $2,500 of the principal that she received. 

I am sure everyone agrees that these rules have not worked out as 
intended and should be and have to be revised. The mother who gets 
only principal should be separated from the beneficiaries that get only 
income; and the two income beneficiaries—that is, the widow and the 
son—should be grouped together, since they are the ones who get the 
earnings of the trust which is, after all, what we are taxing in sub- 
chapter J. 

Professor Casner’s group reached this same conclusion in regard to 
separating out the mother from the income beneficiaries. But it goes 
further and also separates the income takers into separate compart- 
ments or “tiers,” as the technicians call them. The separation of the 
corpus taker, the one who gets just principal and nothing else, from 
the income taker is absolutely essential, and we definitely favor this. 
But we do not think it is necessary or desirable to go further and 
—— out the different kinds of income takers, and to do this only 
adds to the complexity of an already overcomplex structure. Also, 
to do it without further amendments will perpetuate the same tax 
distortions and inequities that you had under the 1954 Code. 

We are thinking specifically of the corpus taxes which, under the 
code, are given to income beneficiaries in order to prevent the wastage 
of those deductions. Under existing rules, such deductions, instead 
of benefiting all income beneficiaries ratably, inure only to the bene- 
ficiaries in the later compartments or “tiers.” This means, in our 
illustration, that in our $10,000 of earnings, if we pay a $1,000 fee of 
some sort that is paid out of principal, that $1,000 is taken into account 
in determining the taxable income and reduces the amount of that 
income from $10,000 to $9,000. 

Under the 1954 code, and indeed under the plan proposed by the 
Casner group, that $1,000 benefit will not inure equally to the widow 
and the son who get the identical amounts of income, $5,000 each in 
the example I have given you, but the benefit of that $1,000 inures 
wholly to the second beneficiary: that is, the son. 

We think that those deductions, where they do inure to income 
beneficiaries, should inure ratably to all income beneficiaries, regard- 
less of the tier into which they fall. This result would automatically 
obtain if we lumped together all the income takers in one group and 
the corpus takers in another group. Therefore, we would favor, if 
the opportunity exists, adopting a so-called two-tier system of taxing 
beneficiaries where you have multiple beneficiaries of a single trust. 

If, for any reason, this result is not feasible, and we adopt the pro- 
posed four-tier system that the Casner group suggests, then we think 
it is essential, and we recommend to your technical staff, that con- 
sideration be given to amending the rules to provide that where we 
have excess corpus deductions, they do flow and inure equally to the 
benefit of all of these beneficiaries without regard to tier. 

The advisory group also recommends that charitable distributions 
be placed in the same tier as corpus takers. This seems to us to be an 
arbitrary allocation of such distributions and to continue the same 
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difficulties that we have had under the 1954 code, complicating the way 
of making out returns and accounting procedures. We think chari- 
table distributions should be treated in exactly the same way as dis- 
tributions to individuals, falling in whatever tier they would fall just 
exactly as if they were distributions to individual beneficiaries. 

This was the procedure prior to the 1954 code, and I believe you 
will find that most of the professional fiduciaries over the country are 
still following that general plan, notwithstanding the provisions of 
the 1954 code. It makes for so much more simple accounting, and it 
is easier to make out the tax returns. If there are charitable bene- 
ficiaries and individual beneficiaries of the same trust, the individual 
beneficiaries ought not to have to pay a greater tax on their distribu- 
tions than would be the case were the other beneficiaries individuals 
and not charities. 

Now for a word on terminology and illustrative material. We 
think the Casner group has done an excellent job in the changes they 
have suggested, from the point of view of getting language here in 
these amendments that is understandable and clear. The extensive 
explanatory and illustrative material that they have in their reports 
is excellent and should, if possible, be adapted for the committee re- 
ports of this committee so that they will become a part of the legisla- 
tive history for the benefit of attorneys and accountants and others 
who have to deal with the amendments. 

We have a few suggestions for further simplification of language, 
that are appended as a supplement to the report, and we trust that, if 
there is an opportunity and the technical staff gets the time to do it, 
they will consider those further suggestions, all toward the end that 
we make this important part of the code workable and understandable 
and easy to operate under. 

Now, for multiple trusts. We agree that abuses of the tax system 
in the area of multiple trusts should have attention as in any other 
area. The difficulty is that it is extremely hard to draft satisfactory 
legislation to cover the abuses, as the section that the Casner group has 
submitted so pointedly demonstrates. Legislation either tends to be- 
come overcomplex or undesirably subjective and, in either case, raises 
more problems than it solves. To some, any legislation that we might 
adopt in this field of multiple trusts will be regarded as a charter for 
establishing multiple trusts and result in the creation of more such 
trusts than is now the case. To others, any legislation that we might 
adopt can prove a trap, and penalize arrangements that were never 
intended as tax-avoidance arrangements. Unless the abuses are dem- 
onstrated to be sufficiently serious to demand the addition of another 
complicated section to the code as proposed, we would not be in favor 
of such an addition. 

But if your committee feels that legislation is demanded, then we 
would favor the approach that has been tuken by Professor Casner 
and his group, of consolidating the several trusts to reach increased 
surtax brackets, rather than by way of a penalty tax. We would favor 
the separate treatment of inter vivos trusts and testamentary trusts, 
and, also, we feel, the fixing of a minimum number of separate trusts 
to which the provision would not apply. 

However, when the specified minimum, whatever number is fixed, 
is exceeded, we believe that consolidation should not automatically 
follow at that point, as the advisory group’s proposal would require, 
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but should turn on a presumption in favor of consolidation unless tax 
avoidance as the principal motive for the creation of multiple trusts is 
rebutted by the taxpayer. A test of this sort would provide a suf- 
ficient deterrent, we think, against the abuse of trusts and, at the same 
time, preserve a basic fairness in the law which is desirable, 

Now, by way of summary, just let us say this. 

1. Except as herein noted, the recommended legislative changes 
proposed by the arian group on subchapter J are important and 
necessary to the proper functioning of the code in the area of income 
taxation of trusts and estates. They are also essential for the equi- 
table tax treatment of beneficiaries of estates and trusts and are valu- 
able steps toward the simplification of the administration of the code 
sections being amended. 

2. The recommended legislative changes proposed by the adviso 
group on subchapter J are not intended to, and should not, signifi- 
cantly affect the revenues or budget considerations. The changes 
have only to do with the proper person to be subjected to income tax 
on income which, in any event, is bound to be taxed. Their purpose 
is solely to correct inequities, distortions, and imperfections in the 
operation of existing tax laws and make them workable. 

3. The need for all these changes is great, and warrants expeditious 
enactment at this session of Congress. 

4. We approve of the program of the advisory group to continue 
study of other aspects of subchapter J. We urge that the group give 
particular attention to effecting simplification in this area of the law. 

We feel that the recommendations of this group are sufficiently 
close to the heart of the problem to warrant their substantial adoption. 

Thank you. 

Mr. Davis. Now, Mr. Chairman, Mr. Robert Manly will state the 
views of our committee on the report of the advisory group on sub- 
chapter K. 

Mr. Manty. Mr. Chairman and gentlemen, in the view of the com- 
mittee on Federal taxation of the Chicago Bar Association, the ad- 
visory group on subchapter K is to be congratulated upon its general 
approach to the proposed revision of the subchapter on taxation of 
partnerships. They have recognized the need for clarity and sim- 
plicity, and have proposed to remove a number of restrictions and 
complications where they believe that the revenues would not be 
jeopardized. The major recommendation in this respect is the pro- 
posed deletion of section 751 (b), which imposes hidden taxes upon 
non pro rata distributions by those partnerships which hold unreal- 
ized receivables or appreciated inventory (sec. 751 assets). This 
change proposed at item 17 of the advisory group’s revised report 
unquestionably is a great step toward simplification, and is unani- 
mously supported by our committee for early enactment. 

Our committee is disappointed, however, that the advisory group 
did not carry through its dsiee for simplification to other needlessly 
complicated portions of the subchapter. Partnerships commonly rep- 
resent smaller business ventures which cannot afford expert legal and 
accounting services. Unnecessary complexities in this field of tax 
law harass a large group of taxpayers who are pnoey unsophisti- 
cated in tax matters, increase the burden of the Internal Revenue 
Service, and tend to bring the whole taxation system into disrepute. 
The provisions of the com applicable to them should be easily un- 
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justice among taxpayers and between taxpayers and the Treasury. 
The statement at page 38 of the revised report of the advisory 
group is especially appropriate. It states: 
The group believes that the present version of this provision (sec. 751) is 
too complex to expect the average partner to know how to apply it, and that it | 


derstood and easily administered, even at the expense of absolute 
| 


must be simplified, even though in so doing some of the theoretically correct 
results of the present provision may be lost. 

In addition to the proposed deletion of section 751 (b), our com- 
mittee also urges the adoption of a majority of the other proposals | 
set forth in the advisory group’s revised report, especially proposal | 
No. 8, dealing with certain sales or exchanges of property with respect 
to controlled partnerships, at section 707 (b); proposal No. 10, deal- 
ing with interests in partnership capital exchanged for services, at 
sections 721, 722, and 724; proposal No. 14, dealing with amounts paid 
to a retiring partner or a deceased partner’s successor in interest, at 
section 736; and proposal No. 22, dealing with the exclusion of cer- 
tain organizations from partnership provisions, at section 761. | 

Our committee wishes to voice its Sienna with some of the 
other proposals and to make several suggestions for further revisions 
in the appendix attached hereto, for consideration by your staff. | 

Mr. Davis. In brief summary, Mr. Chairman, it is the reeommenda- 
tion of the committee on Federal taxation of the Chicago Bar Asso- 
ciation that the amendments proposed by the advisory group on sub- 
chapter J provide such a sound solution to a number of urgent prob- 
lems that they are deserving of consideration for legislative enactment 
as early as practicable. We trust they may be favorably considered 
at this session of Congress. It is our view that many, but not all, of 
the recommendations of the advisory group on subchapter K are in 
this same category. As yet, however, we have not been able, within 
the limited time since the report of the advisory group on subchapter 
C became available, on December 24, to satisfy ourselves that the 
recommendations of the advisory group on subchapter C would be 
such an improvement over existing law as to warrant their enactment 
without a lot more extensive study and research than is likely to be 
possible before the adjournment of the 85th Congress. Nevertheless, 
we are planning to continue our detailed study of subchapter C and 
the recommendations of the advisory group, and leave is respectfully 
requested to file a detailed supplement covering the provisions of this 
report if we are able to complete it before the record of the hearings 
on this revenue revision is closed. 

The CuarrmMan. With that understanding and without objection, 
you will have that permission. 

Mr. Davis. Thank you. 

The CxHarrman. You have some appendixes attached to the state- 
ments that have been delivered to the committee. Without objection, 
those appendixes will appear in the record. 

(The appendixes referred to are as follows :) 


: 
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APPENDIXES TO STATEMENTS OF COMMITTEE ON FEDERAL TAXATION OF THE CHICAGO 
Bar ASSOCIATION REGARDING REPORTS OF ADVISORY GROUP ON SUBCHAPTER K 


APPENDIX A 


1. Determination of basis of partner’s interest: Recommendation No. 5 
of the revised report would reverse the present alternative rules in computing 
the basis of a partner’s interest. Presently, a partner uses his basis of the prop- 
erty originally contributed, and in the alternative he may use his prorated share 
of the adjusted basis of the partnership property, when permitted by the Secre- 
tary. The proposal would change the alternative rule into the general rule and 
make applicable the present general rule only if the proposed general rule would 
result in a “substantial difference” in the basis. Such a proposal, making the 
selection of the rule depend upon such a vague term as “substantial” is not rec- 
ommended. The present rule appears to be workable and should be left alone. 

2 Close of taxable year upon death of a partner: Item 7 of the revised report 
deals with closing the taxable year of a partnership with respect to a deceased 
partner under section 706 (c) of this code. Under present law such taxable year 
generally does not close prior to the end of the partnership’s taxable year. The 
advisory group proposes that the year would close with respect to the partner 
at the date of death, as a general rule, but that the successor in interest would 
have an election to continue the year to the end of the partnership year or to the 
earlier date of sale, exchange, or liquidation of the interest of the decreased 
partner. The advisory group recommendation is based upon the theory that in 
the usual case it will be more important to have various benefits available in the 
year of death than to avoid “bunching” of income in a decedent’s final return. 
Nevertheless, the cases where hardships are apt to be most acute are those in- 
volving bunching of income rather than loss of deductions, exemptions, and the 
like. 

Our committee recommends that the present rule regarding the closing of the 
taxable year be retained and that the successor in interest be permitted to elect 
to close the taxable year of the partnership with respect to the deceased partner 
at the date of his death. This will protect taxpayers against the negligent omis- 
sion affirmatively to elect what is now the general rule. 

Any changes in provisions relating to the closing of the taxable year of a 
partnership wtih respect to a partner who does should be considered in light of 
their effect upon the determination of such partner’s net income from Self 
employment for self-employment income-tax purposes and for social-security 
benefit purposes. Unless the taxable year of a partnership closes with respect 
to a deceased partner with or within such partner’s final taxable year, he has 
no net income from self-employment for such final taxable year. He acquires no 
quarters of coverage under the Social Security Act for such year, and his estate 
has no self-employment income tax liability for such year. Retroactive legis- 
lation may be desirable to alleviate hardship caused in instances where a part- 
ner failed to qualify as a fully insured or currently insured individual under 
the social security act solely because the application of the present provisions 
of section 706 (c) prevented such partner from acquiring quarters of coverage 
for the calendar quarters elapsing during his final taxable year. 

3. Changing or adopting a taxable year: With respect to the proposal at 
item 9 of the revised report regarding the termination of a partnership upon 
the sale of an interest of 50 percent or more, our committee is in favor of grant- 
ing every partnership the right to choose whether or not it will or will not be 
terminated, regardless of whether 50 percent or more in interest in the partner- 
ship capital and profits is sold or exchanged or is liquidated so long as the part- 
nership business is continued. Existing partnerships may have certain attri- 
butes for tax purposes which the remaining partners should be allowed to carry 
forward so long as the partnership business is continued, regardless of changes 
in the membership. The interest of the Treasury Department will not be un- 
duly prejudiced in the long run by permitting the continuation of an extisting 
partnership. It is therefore recommended that the present law be retained 
with an added provision granting the partnership the right to elect to continue 
the partnership regardless of the application of section 708 (b) (1) (B). 

In the event that such an election privilege is not enacted, the committee 
favors retention of the present provisions of the statute. The fact that a mere 
difference in form beween a sale to other partners and a liquidation may pro- 
duce different tax consequences is not inherently objectionable. 
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4. Character of gain or loss in the case of sale or exchange of distributed 
property: The proposal at item 13 of the revised report that a loophole be 
closed by imputing the character of assets under section 751 (items representing 
unrealized income), to donees of distributee partners is opposed by our com- 
mittee. It is submitted that any such revision of the general law with respect 
to donees should be integrated into the tax law as a whole and that it is im- 
proper to single out donees of certain types of property for special treatment. 
If it is determined that there is a possibility that a significant amount of tax 
will be avoided under the present law, it is recommended that the treatment 
accorded such transfers be made consistent with that applicable to transfers 
of installment obligations and items of income in respect of a decedent by sec- 
tion 453 (d) and 691 (a) (2), respectively. 

Proposal No. 13 also would freeze the character of section 751 items as 
noncapital assets which may be distributed without recognition of gain until 
they are sold or exchanged in a taxable transaction. The present law limits 
the period of section 751 stigma to 5 years. There is no justification for pro- 
longing the stigma upon such items. The indefinite extension of the period 
would impose substantial burdens on both taxpayers and the Internal Revenue 
Service. 

5. Optional adjustments to basis of partnership property: With respect to 
recommendation No. 20 of the advisory group’s revised report dealing with 
elections under section 754, our committee suggests that the rules with re- 
gard to such elections be further amended to permit the section 743 adjustments 
to be made or ignored at the election of each transferee independently, rather 
than to permit the adjustment to be made only at the election of the partnership 
as in the present law. Such an amendment of the rules is necessary to protect 
the interests of every transferee partner, to give him the same advantages 
as any other partner, regardless of the wishes of the majority. 

6. Special rules for allocation of basis: The advisory group’s 21st proposal 
to discard the holdover provisions applicable to adjustments under section 755 
on the ground that, to date, they have been little used is not sound. The pro- 
posal will not simplify the application of the law. The adjustments will have 
to be computed in any event, and the denial of their full application may result 
in substantial injustice. 

APPENDIX B 


The following suggestions for further simplification and clarification of code 
sections relating to the taxation of trusts and estates (subch. J) are respectfully 
submitted, the first two of which are particularly deserving of attention and 
consideration : 

1. The advisory group proposes the adoption of the following new section 643 
(a) (3) (C): 

“(C) Corpus Items or Depuctions.—Corpus deductions shall be excluded 
except to the extent that they exceed corpus income, and corpus income, not 
otherwise excluded, shall be excluded to the extent of the excess of corpus 
deductions so excluded over corpus income otherwise excluded. For the 
purpose of this subparagraph, ‘corpus deductions’ means deductions, other 
than capital losses, which are chargeable to corpus under the provisions of 
the governing instrument and applicable local law or which are charged to 
corpus as the result of the exercise of discretion by any person pursuant to 
the governing instrument; and ‘corpus income’ means the sum of gross in- 
come not paid, credited or required to be distributed and gross income ex- 
cluded under paragraph (4), reduced by allowable capital losses and the 
deductions allowed under section 642 (b) (relating to deduction for per- 
sonal exemption), under section 1202 (relating to deduction for excess of 
eapital gains over capital losses) and under section 691 (c) (relating to 
deduction for estate tax attributable to income in respect of a decedent). 
In applying this subparagraph, capital gains and losses shall be disregarded 
to the extent that they are taken into account in determining the alternative 
tax under section 1201 (b).” 

The purpose of this provision becomes apparent from the explanatory material 
but on its face, the language is unduly obscure and involved. The word “ex- 
cluded” appears no less than 5 times in 4 lines. The proposed section leaves 
even an expert at a loss to grasp its meaning. Clarification and simplification 
of the language are urgently needed. : 

2. In subsections (b), (c), and (d) of section 674 there appears a sentence 
sometimes referred to as the “exception to the exception” or “attribution” 





GENERAL REVENUE REVISION 3095 


sentence which is repeated five times at various places and reads: “A power 
does not fall within the powers described in this paragraph if any person has a 
power to add to the beneficiary or beneficiaries or to a class of beneficiaries desig- 
nated to receive the income of corpus, except where such action is to provide for 
after-born or after-adopted children.” 

The advisory group suggests certain amendments to this sentence the effect 
of which is to make its meaning even more puzzling and unreadable. Further, 
we believe the sentence is too broad and has the effect of attributing taxability 
to grantors in situations not strictly within the intent of the Clifford rules. 
Apparenly the situation to which the sentence refers is one where the grantor 
strictly does not have a “power of disposition” but does have a power to change 
beneficiaries, and the sentence declares that in such cases, income will be attrib- 
uted to the grantor except when the power is limited to providing for after-born 
or after-adopted children or an after-acquired spouse. We believe that the sim- 
ple addition of the phrase “or to change beneficiaries (other than to provide for 
after-born or after-adopted children or an after-acquired spouse)” immediately 
following the words “subject to a power of disposition” in the opening paragraph 
of the section accomplishes the purpose of the “exception” sentence, and if this 
addition were made, the “exception” sentence could be omitted wherever it 
appears, thereby greatly simplifying the provisions of the section. 

If this suggestion is not adopted, we think this sentence should be further 
clarified, both as to readability and as to the problem to which it is pointed. 

3. In section 642 (h) we suggest the inclusion either in the section itself or 
in the explanatory material of a statement that it is the intent of paragraph (h) 
that no part of any loss carryover be lost by the circumstance of application of 
the separate share rule in 1 year and not the next or succeeding years. As is, 
it is open to the interpretation that when a separate share, which has a loss 
carryover in any given year, thereafter loses its status, the loss carryover may 
not be allowed. 

4. In section 643 (d) (defining a charitable beneficiary) we suggest that the 
final clause—“‘without regard to the present limitations prescribed in section 
170 (b)” be deleted. The limitations in section 170 (b) are immaterial for 
purposes of section 643 where the only thing involved is whether there has been 
a distribution to an entity that is a “charity.” 

5. The advisory group reports recommend that a new section 664 be added 
in lieu of section 678, taxing a nongrantor of a trust under certain circumstances 
on the ground of substantial ownership. 

This proposal is satisfactory, but we suggest that section 677 be amenaea 
at the same time to make clear that the same results obtain under that section 
as is proposed for section 664 with respect to the treatment of income and corpus 
as separate portions. 

6. The reports of the advisory group state that the only amendments proposed 
to the “throwback” rules (sec. 665) are to conform them with amendments made 
to earlier sections, and that further study is being given to the substantive 
provisions. 

If a “4 tier” system is adopted, we believe the proposed amendments should 
go further and clarify the effect of the adoption of such a system on the “throw- 
back” rules by indicating which tier system (i. e., the present “2 tier” or “4 tier’) 
applies to years prior to adoption of the amendments. 

7. Section 677 attributes the income of a trust to the grantor when among 
other things the income is applied to the payment of premiums of insurance on 
his life. We suggest that the amendments proposed by the advisory group, or 
the explanatory material, also cover the tax status of the case where insurance 
on the grantor’s life is owned by the beneficiary and the terms of the trust 
authorize income to be expended for premiums on insurance. In this situation 
we believe that the premium payments should be treated as distributions to the 
beneficiary and taxable to him—not to the grantor. 


The Cuatrman. I have a question or two I would like to direct to 
Mr. Manly, on the subchapter K report. 

Mr. Manty. Yes, sir. 

The Cuarrman. You suggest that the K advisory group report pro- 
posal to remove the present section 751 (b) is satisfactory to your 
group. But I notice in the appendix to your statement on page 20, 
item 4, that you state you oppose proposal No. 13, which would freeze 
the character of section 751 assets as noncapital assets. 

20675—58—pt. 343 
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Also, in item No. 6, which is on page 21, you indicate, as I read it, 
your opposition to the advisory group’s proposal No. 21, which relates, 
of course, to section 755. 

The advisory group on subchapter K, in its appearance before us, 
indicated that if section 751 were removed from existing law and 
proposal No. 13 and proposal No. 21 were not accepted simultaneously, 
it would be possible to convert ordinary income into capital gain 
income. 

Did your group consider that possibility, that if we follow your 
suggestion we might be really opening a loophole in subchapter K? 

Mr. Manty. We did consider that, sir. 

Of course, it would be possible to change ordinary income into cap- 
ital gain if you did not freeze the 751 character of the assets when 
they were distributed. 

When you speak of the distribution of 751 assets, you are speaking 
only of inventory items, because accounts receivable and unrealized 
receivables would be income, regardless of when they were received. 

It was our feeling that it would unduly complicate the administra- 
tion to have an indefinite holdover of that 751 character, regardless 
of how the inventory, for example, of land subdivided, how that would 
be held after that was distributed from the business partnership. 

It could be held as 751 assets after it was distributed to a corpora- 
tion or after it was given by the man to his son, and perhaps then to 
his son. As long as it did not turn up in someone’s estate at some 
point, or as long as it was not sold, the Revenue Service would be 
bound each year to follow each individual piece of inventory. 

That was the reason that we did not approve of the indefinite freez- 
ing. 

The Cuarrman. You think, then, in the interests of simplification, 
we ought to follow your suggestion, even though it will permit ordi- 
nary income to be converted into capital gain income? 

Mr. Man y. It is possible that it might. 

The Cuarrman. It is very likely to happen, is it not? 

Mr. Manty. It was our view that if a man held the inventory for 
5 years and did not hold it in his business for sale to customers or as 
inventory in his business, then perhaps he would be entitled to treat 
it. as capital gain if he was then to sell it. 

The Cuarrman. Under the treatment you suggest, ordinary income 
would be converted to capital gain, because under existing law it is 
ordinary income. 

Mr. Manty. Yes, sir. 

The Cuatrman. Are there any further questions ? 

Mr. Keogh will inquire. 

Mr. Keocu. Mr. Chairman, I would like to ask Mr. Manly one ques- 
tion, and if it is too hypothetical, do not bother to answer it. 

Can you envision the possibility that any transaction between part- 
nership 1, in which A owns 90 percent and B owns 10 percent, and 
partnership 2, in which A owns 10 percent and B owns 90 percent, 
can be an arm’s length transaction ? 

Mr. Man ty. It would depend on the relationship of the partners 
to each other. It would usually be likely that that would not be an 
arm’s length transaction, but the interests of the partners are different 
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enough so that it could very well be a completely arm’s length trans- 
action. It isa debatable point. 

Mr. Kroon. That is my point. I find it difficult to attempt to predi- 
cate a conclusion of an arm’s length transaction on the variance of the 
percentages owned by the same individuals in different partnerships. 
But I do not mean to pursue it any further. I just wanted to get your 
experiencd opinion on that. 

he Cuatrrman. Are there any further questions? 

Mr. Mason. 

Mr. Mason. Let me get your recommendations clear, if I can. 

On subchapter C, you say you are not ready to recommend anything; 
you had better take more time. On subchapter J, you say that you 
recommend that for immediate action, about 99 percent of it, at least. 
And on subchapter K, you say there are some things in there that are 
all right and some things that maybe are not, and perhaps you had 
better worry over that a little bit. 

Is that it? 

Mr Davis. Mr. Mason, you have summarized it much better than 
I did. Yes, that is exactly right. 

The Cuamman. Does that position result, Mr. Davis, only because 
‘you have not had a chance to analyze these matters within the C 
report ? 

Mr. Davis. In large part, Mr. Chairman. We have studied each 
of the recommendations of the Advisory Group on Subchapter C, 
but we have been able to conclude our study on but just a few of them. 
Our impressions were of such concern about their significance and the 
sweeping changes that were being proposed, and we have found from 
our experience in analyzing subchapter C under that 1954 Code that 
it is so very difficult to anticipate all the implications and the ramifi- 
cations of change in this area, that we thought it advisable to report to 
this group, on the basis of the month’s study that we have been able to 
give it, that we think that caution in this area may be warranted by 
your committee. 

The Cuatrman. I wanted to be certain that I understood you. You 
do not suggest that there is no need for change in subchapter C? 

Mr. Davis. Not at all, Mr. Chairman. 

The Cuatrman. It is just a question of taking the time to under- 
stand what we are doing in the way of revising subchapter C. That 
is the position of your group? 

Mr. Davis. Yes; it is the position of our group, Mr. Chairman. 

I think perhaps Mr. Rieser might explain, because he was a member 
in daily attendance with the subcommittee membership of our group, 
just why we are concerned in this area at this time. 

Mr. Rreser. Perhaps I can state it this way. This is probably the 
most complicated area in the code. We have lived with a change 
now for 4 years, during which time several sections have not even had 
any regulations issued thereunder. We think that there are probably 
a number of changes and improvements that could be made in that, 
but we feel that those changes, at least if possible, should be confined 
within the pattern of subchapter C of the 1954 Code, and not, unless 
it is absolutely essential, either to stop important loopholes or undue 
hardships, to depart from the pattern of taxation that subchapter C 
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created in the 1954 code, even though someone might sit down and say 
we could do a better job if we started from scratch today. 

The Cuatrman. You would not contend that the development of 
subchapter C in connection with the code of 1954 was a very satisfac- 
tory method ? 

Mr. Rieser. I think I would have to agree with your statement, sir. 

The Cuatrman. You do not mean for us, then, to leave the pattern 
as it was? 

I think you would admit that if we do anything about subchapter C, 
we must rewrite major portions of it. I am perfectly in accord with 
your thinking, if it is your thinking, that we not do anything in haste. 
It is for that reason that we have been going over this matter since 
sometime in November of 1956. That does not denote any undue haste 
on our part to make corrections. We recognize it is a technical and 
aioe subchapter of the law. 

But I could not go along with the thinking of the Chicago bar that 
we only make changes within the existing pattern. We tried to do 
that in 1954 by imposing a 14-point superstructure on top of the 1939 
law, and I think that complications and difficulties result from the 
fact that we were trying to do that without creating a new base on 
which to establish new rules. Now we will have to go back more or less 
to what we undertook to do in the Ways and Means Committee in 1953 
with respect to subchapter C, 

That is actually the approach that is being taken by the subchapter 
C advisory group. 

Mr. Rieser. I think perhaps our position is somewhere between the 
wee that you stated and what you stated our position should not 

. I think we still do feel that we are not in the same position that 
we were in in 1953 and 1954, when this code was adopted, because 
there has been an operation under the code for 4 years, or under a 
particular subchapter for 4 years. I do not think that it is quite as 
open to start over as it was when 8300 was introduced. 

The Cuatrman. At least, we have operated under the sections on 
which we have had regulations. 

Mr. Risser. That is right. 

The Cuarrman. And we have been somewhat perplexed as to what 
the meaning of the other sections might be, when we do not have a 
regulation. 

Mr. Rreser. I might say the public has been equally at sea. 

The Cuarrman. I am talking about the public when I say that. 

Now let me ask you, Mr. Fleming, about page 12 of your statement, 
where you referred to multiple trusts in the second paragraph, last 
sentence: 


= We also favor the separate treatment of lifetime trusts and trusts under wills. 
o 


For this purpose, why should we distinguish between the two? 

Mr. Fiemrne. Under a will, of course, you have only one crack at it, 
whereas under a lifetime arrangement you can do something this year 
and next year, and so on. 

_ The Cuatrman. We are talking, of course, when we refer to mul- 
ye gr trusts about the situation where one granter establishes a number 
of trusts for the benefit of the same beneficiary or beneficiaries. 

I do not understand why we should not say that that income comes 
from one source, and approach it on the basis that it comes from one 
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source, regardless of the number of trusts that may intervene to affect 
the tax consequences, whether they be time trusts, or whether they be 
testamentary trusts, or whether they be 1, 2, or a dozen. I would 
think that if you applied the rule, you would want to apply it uni- 
formly, so that there is recognition of the fact that the income received 
by the beneficiary comes from one source. 

You could set up a hundred trusts under a will if you wanted to. 
You do not have to have just one trust. 

Mr. Fiemrine. I think the oe I would say there is that in 
lifetime arrangements there probably are legitimate occasions for a 

rantor to set up accounts at different times for the same beneficiary. 
i think there probably was a recognition of that when the advisory 
group established this rule of a minimum number. 

Of course, that is not quite so under a will. I do not know, I do not 
think I have ever seen a will that created a hundred trusts. Usually, 
the pattern is pretty much fixed consistent with the ultimate family 
evolution, and that is that. Certainly, there would be no occasion for 
having a minmium number of permitted trusts for the same bene- 
ficiary under a will, and I do not know that I have seen that kind 
of pattern in any document that I have seen. 

ut I certainly would have to say that I have seen that in connection 
with inter vivos contributions. 

The Cuatrman. The situation that we are looking into, this matter 
of multiple trusts, came to us in the form of a letter to the late chair- 
man from the former Secretary of the Treasury, Mr. Humphries, who 
thought that this constitutes quite a problem from the point of view 
of the Internal Revenue Service. 

We were endeavoring to work out some satisfactory solution, and 
I had hoped particularly that this recommendation of the Advisory 
Group on Subchapter J would be deemed by all lawyers in the profes- 
sion to be a satisfactory solution, because of the great care which this 
advisory group demonstrated in reaching its conclusions. 

Mr. Fiemine. Yes. 

The Cuamman. They said that many alternatives were suggested, 
but they finally decided upon a plan that I think does take fair recog- 
nition of the fact that the income comes from the same source and 
ought to be treated as though it were in one trust. 

They put a limit on the retroactive effect of it. I think they were 
very generous in confining retroactivity to situations wherein there 
are 5 trusts created within a 12-month period for the same bene- 
ficiary or beneficiaries. They were considerably more generous in 
that respect than perhaps I would have been, had I been writing 
the report. 

Mr. Davis? 

Mr. Davis. Mr. Chairman, may we point out that the advisory group 
did itself draw this distinction between inter vivos and testamentary 
trusts. 

The Cuatrman. I know they did not, and I have difficulty in fol- 
lowing the advisory group on that point as I am having difficulty in 
following Mr. Fleming on his point. 

Mr. Davis. It has just been my observation that while people may 
be thinking very actively of tax minimization in setting up inter vivos 
trusts—I am speaking now of income-tax minimization—when a per- 
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son is drafting a will and he is thinking of where his property will 
go and who will have the benefit of it, he is much more concerned 
about other factors than income-tax saving at that time. 

The Cuairman. But at least, whatever he is thinking about, it is the 
result that I am looking at at the moment. He is considerably reduc- 
ing his tax consequences to somebody in the process. That is most dis- 
turbing to me, that these situations occur wherein people are treated 
differently, under our present method of taxation. I would like them 
all to be able to enjoy a lower rate of tax. 

Mr. Davis. We just have not been able to find that a factor. 

The Cuairrman. You may go ahead with that further if you wish. 

Mr. Eberharter will inquire. 

Mr. Exvernarrer. I am not sure I understood the recommendation 
of Mr. Fleming. 

Would your association suggest that all charitable bequests be in 
a separate tier / 

Mr. Fiemine. We would like to treat them just exactly as if they 
were distributions to individuals. We see no particular purpose 
served by arbitrarily grouping them with takers of principal. There 
is nothing in the world to connect a charitable distributee of income 
with a taker of corpus. We think that it sets up an arbitrary classi- 
fication there that adds unnecessarily to the work of preparing tax 
returns and serves no real purpose. We would just think that it 
would be better to let the charitable distributions fall in whatever tier 
they happen to come. 

Mr. Evernarter. In answer to a question of mine the other day, 
it was suggested that some trusts were formed so that the individual 
beneficiary would be a charitable beneficiary, and in that way they 
could avoid taxes, a higher rate. 

Has that been your experience / 

Mr. Fiemrnc. I have heard that, Congressman, but I have yet to 
see, in the experience that I have had in this field, where that has been 
done. I think that is one of those hypothetical things that could 
be done that in practice is just never done. 

As a matter of fact, I think the whole subject of charitable dis- 
tributions is overemphasized. In seeing wills day in and day out, 
charitable remembrances in wills that continue for a period of time 
as against an immediate distribution to a charity, charitable pay- 
ments that continue for a period of time are the rare exception, and 
I have not seen the kind of gimmick that this is supposed to represent. 

I think to create this artificial classification makes the dog out 
of the tail, and really is not warranted by experience. 

Mr. Esernarrer. Thank you, sir. 

The Cuartrman. Mr. Fleming, do you have a law in the State of 
Illinois such as exists in the State of New York, against accumulation ? 

Mr. Fiemine. We did have one, sir, until 1953. Then it was 
changed, so that we now have the common-law rule applying both 
to accumulations and to duration of trusts. 

The Cuarrman. Would it not be possible in the State of Illinois 
for the income of the trust to be accumulated within a period of time 
and the corpus distributed in amounts equal to the amount of the 
income sharing ? 


Mr. Fiemine. Yes, I suppose that kind of arrangement could be 
made. 
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The Cuatrman. It could be actually income accumulated, not sub- 
jected to tax, in the lifetime of the individual. 

Mr. Fitemine. That is right. 

The CHarrman. And in lieu of distribution of income, the corpus 
would be distributed so that we would depart from the provision of 
law that taxes corpus up to the amount of the income derived from a 
trust, and we might be getting into trouble, might we not? 

Mr. Fiemine. I was just going to say, you remember under the 1939 
code there was a provision that to the extent that you distributed 
corpus when you had income available with which the distribution 
could be satisfied, that distribution of corpus was treated as taxable 
income. 

The Carman. Would you suggest that we retain that? 

Mr. Fiemina. It seems to me that is the salutary way to handle it. 

The Carman. So that even in the case of subchapter J, if there 
were earnings of $15,000, and earnings of $10,000 were distributed, 
and a corpus of $5,000, you would still tax that $5,000 corpus as though 
it were earnings? 

Mr. Fiemrne. Absolutely. It is easy and workable, and it was a 
famiilar rule to all of us. 

The Cuarrman. I wanted to have the record clear on that point. 
I thought that that would be your point of view. 

Mr. Fiemine. That is right. 

The CHamman. Thank you, gentlemen, very much for coming to 
the committee and giving us the benefit of your views on these re- 
ports of the advisory groups. I am sure they will be very helpful. 

Mr. Davis. Thank you, Mr. Chairman. 

The CHamman. Our next witness is Mr. Solomon Barkin. 

Mr. Barkin, please come forward and identify yourself for the 
record by giving us your name, address, and the capacity in which you 
appear. 


STATEMENT OF SOLOMON BARKIN, DIRECTOR OF RESEARCH, 
TEXTILE WORKERS UNION OF AMERICA, NEW YORK 


Mr. Barkin. Mr. Chairman and members of the committee; I am 
the director of research for the Textile Workers Union of America 
and am appearing on their behalf. 

The Cuatrman. Mr. Barkin, would it be possible for you to con- 
clude your statement in the 15 minutes alloted ¢ 

Mr. Barkin. Yes, sir. 

The Cuarrman. That is fine. 

Mr. Barxtn. May I request that my statement be included in the 
record. 

The Cuatrman. Without objection, your entire statement will be 
made a part of the record. 

(The statement referred to is as follows :) 

STATEMENT OF THE TEXTILE WORKERS UNION OF AMERICA, AFL-CIO, ror REvISION 


OF THE INTERNAL REVENUE CobDE oF 1954, RELATING TO CARRYOVERS OF NET 
OPERATING LOSSES 


The Textile Workers Union of America, AFL—-C1O, welcomes this opportunity 
to express its views on the need for revision of the Internal Revenue Code of 
1954 relating to carryovers of net operating losses in connection with corporate 
acquisitions and reorganizations (secs. 381 and 382). We are concerned with 
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these provisions of the code not merely as representatives of the organized textile 
workers but because of the serious repercussions which these provisions have 
had throughout our economy, and particularly in the textile industry. 

Section 381 of the code permits the carryover of net operating losses and cer- 
tain other tax atributes by successor corporations in the case of specified tax-free 
reorganizations and tax-free liquidations of a subsidiary. Section 382 is de- 
signed to limit the sale of corporate net operating loss carryovers as such, ard to 
place appropriate limitations on the use of loss carryovers by successor corpora- 
tions. In practice, however, these limitations to date have not prevented the 
“trafficking in corporations with operating loss carryovers, the tax benefits of 
which are exploited by persons other than those who incurred the loss,” referred 
to by the Committee on Ways and Means in its report on the Internal Revenue 
Code of 1954 (report on H. R. 8300, p. 42). 

In fact, as reported by Business Week on January 14, 1956, Tax-Loss Mer- 
gers Bloom Again. Citing the plethora of advertisements appearing in the 
Wall Street Journal and other financial publications, inviting buyers and sellers 
of “loss corporations,” Business Week noted that “business is picking up again 
in the buying and selling of companies that have tax-loss credits. * * * Fora 
year or so (after the adoption of the 1954 code), traffic in tax-loss companies 
fell off. The ads and the merger announcements got sparser. Now, however, 
corporate tax experts have had a good chance to analyze the revised rules and 
they’re ready to go ahead again with mergers involving tax-loss situation * * * 
Robert S. Holzman, professor of taxation at New York University Business 
School, says: “There are just as many profitable companies seeking loss situations 
today as there were before 1954—probably more.’ ” 

The abuse of the carryover provisions by persons intent on obtaining a tax 
advantage has had particularly deleterious effects on the textile industry. The 
owners of corporations which had suffered losses from operations during the 
recent periods of depressed demand have been discouraged from rehabilitating 
their businesses. New interests have acquired control of these corporations and 
have proceeded to liquidate part or all of the loss corporation’s assets. In spite 
of the fact that these persons had not suffered any losses, they have avoided 
taxes on their profitable businesses by applying the loss carryovers of the 
liquidated corporations against the profits of the successor corporation. 

The wholesale exploitation of the loopholes in sections 381 and 382 of the 
code has accelerated the demise of the textile industry. Many millions of dol- 
lars in taxes have been avoided through the use of a variety of carryover devices. 
Such tax avoidance is clearly not in the public interest. It is essential that sec- 
tions 381 and 382 be revised to eliminate loopholes so that the intent of the 
Congress in enacting these provisions shall not be evaded. 


NECESSARY REVISIONS 


The following amendments to section 382 are essential to prevent the abuse of 
the carryover privilege: 

1. Paragraph (1) (A) of section 382 (a) should recognize as a “purchase of 
corporations” any change in ownership in a corporation’s stock which results 
in any one or more of the 10 persons with the greatest percentage of the fair 
market value of the corporation’s stock owning 50 percent or more of its stock at 
the end of a taxable year when such person or persons owned less than 50 per- 
cent at the beginning of such taxable year or at the beginning of the 2 prior 
taxable years. 

2. Paragraph (1) (B) of section 382 (a) should include transfers in connec- 
tion with reorganizations as defined in section 368 (a) (1) (B), i. e., which are 
the result of exchanges of stock for stock, so that the treatment in this case 
would parallel the treatment in case of a purchase. 

3. The period of time during which a change in the trade or business (after the 
purchase of a corporation) would result in disallowance of a loss carryover 
under paragraph (1) (C) of section 382 (a) should be extended to 3 taxable 
years subsequent to the purchase. 

4. In the event of a change in business at any time during the 3 taxable years 
subsequent to the purchase of a corporation, the carryover should be denied for 
each of the years subsequent to purchase in which a net operating loss deduc- 
tion was claimed by the purchased corporation, and not, as at present, for the 
year of the change of business and subsequent years. 

5. Paragraph (6) of section 382 (b) should provide that ownership of stock 
of an acquiring corporation (or of the continuing loss corporation in the case of 
a section 368 (a) (1) (B) reorganization shall be attributed to former stock- 
holders of the loss corporation only in proportion to their ownership of stock 
of the parent corporation following the reorganization. 
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6. A subsection to section 382, relating to corporate reorganizations ,should be 
added which would deny the loss carryover where former stockholders of a loss 
corporation owned, directly or indirectly, less than 50 per cent of the stock of a 
reorganized or successor corporation immediately after the reorganization or 
liquidation of a subsidiary, and a business carried on by the loss corporation was 
terminated in any of the 3 succeeding taxable years. This would provide equal 
treatment in case of a change in business following corporate purchases and 
reorganizations, 

PURPOSES OF LOSS CARRYOVER 


The economic consequences of the adoption of sections 381 and 382 have been 
just the reverse of the purposes which the loss carryover provision is designed 
to achieve. As noted in a Treasury. Department study entitled, “Business Loss 
Offsets,” published in 1947, the principal purposes of this provision are as fol- 
lows: 


(A) Equity considerations 


In the absence of the loss offsets, the business entity whose net income 
becomes negative in some periods is not permitted to deduct all the ex- 
penses of earning income. To this extent, the tax on net income becomes 
a tax on capital. The owners of such a firm are discriminated against, 
because higher taxes are levied on their net income than on the income of 
owners of businesses with stable income. 


(B) Economic considerations 


1. To remove impediments to risk taking— 

Without loss offsets, investments in assets with less risk of loss are 
favored over those in which the risk may be greater. Thus, the absence 
of loss offsets will reduce the relative investment in risky assets and 
ventures. Investinent in such assets and ventures may be particularly 
desirable in the economy. Ventures may be risky because they are 
new tirms challenging established ones or introducing new products. 
If successful, they may bring reduced prices in the industry they enter, 
or May create employment in an entirely new industry. They may be 
faced with a period of hard sledding and losses in their early years. If 
losses in this period cannot be offset against income of future periods, 
the prospective return from the investment is reduced relative to the 
return connected with a safer haven for their funds. 

2. To increase the countercyclical effect of taxes— 

Absence of loss offsets may also contribute to cyclical instability. In 
years of losses, expenditures will be held to a minimum. The making 
of these expenditures may be unprofitable when the firm bears their 
full cost but must pay a tax on the additional income they would bring 
in. Yet they might profitably be made if the cost of the expenditure 
could reduce taxes through loss offsets. 

Instead of preserving equity among taxpayers, removing impediments to risk 
taking and increasing the countercylical effects of taxes, the application of 
sections 381 and 382 of the code has created windfall tax gains for certain tax- 
payers, discouraged enterprises for making investments necessary for their 
survival, and encouraged the liquidation of existing business. This perversion 
of the purposes of the loss carryover provision has caused severe distress among 
the thousands of workers who have lost their jobs as a result of plant liquida- 
tions. In the textile industry, which has been suffering from the impact of 
several major factors tending to depress the economy of the industry, the use 
of section 381 of the code as an additional spur to mill liquidations has aggra- 
vated the industry’s problems of adjustment and accelerated its demise. Instead 
of serving to stimulate constructive efforts to rehabilitate the industry, loss 
carryovers have been made use of by financial manipulators to the detriment of 
the industry and the public interest. 


DEPRESSED CONDITION OF TEXTILE INDUSTRY 


The textile industry of the United States has been undergoing significant 
structural changes during the postwar period which have resulted in a marked 
contraction in production capacity, output and employment. The rise in the 
standard of living of the American people and the shift in the population from 
urban to suburban dwellings have been accompanied by major changes in living 
habits which have reduced the relative position of apparel in the scale of con- 
sumer expenditures. At the same time, the development of new manmade fibers 
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such as nylon, orlon, dacron and dynel have caused considerable contraction in 
the markets for textiles made from the natural fibers, principally cotton and 
wool. Reductions in tariff rates under the reciprocal trade agreements program 
and the rebuilding of foreign textile industries along modern lines since the war 
have added to the difficulties faced by the domestic industry. In addition, the 
expansion of certain branches of the industry in the South has resulted in the 
intensification of competition for northern plants. 

As a result of these developments, the textile industry of the United States 
has been reduced on net from 3,236 establishments in 1947 to 3,015 in 1954. 
Actually, the net reduction in cotton yarn mills was 119 establishments and in 
woolen and worsted fabric mills, 152 establishments. Publicly announced liquida- 
tions of basic textile mills from 1946 through 1956 numbered 660, with 180,000 
production workers losing their jobs. Curtailment of operations in the remaining 
plants has resulted in a net displacement of 167,000 additional workers as total 
a fell from 1,252,000 in 1946 to 905,000 production workers in October 
1957. 

With the industry undergoing such a drastic contraction, the struggle for sur- 
vival among the remaining units has been intense. Four and one-half billion 
dollars has been invested since the war in modernizing productive capacity, 
principally machinery and equipment. These expenditures have been accom- 
panied by greater use of advanced management techniques and improved plant 
layouts and processing methods. Output per man-hour has risen sharply, from 
an average 7.8 yards of cloth in 1947 to 11.8 yards in the first half of 1957, a 
jump of 60 percent in 9% years. 

Any textile enterprise which failed to keep pace with the growing productivity 
of the industry could not long survive in this competitive milieu. The situation 
demanded the best creative efforts of management and labor to insure mutual 
survival. 

IMPACT OF SECTION 381 


The adoption of section 381 of the Internal Revenue Code of 1954 injected a 
new and disturbing element into this situation. The owners of corporations 
which had suffered substantial losses found that they owned a valuable asset 
in their corporate tax-loss position. People who were operating a profitable 
enterprise were anxious to acquire the loss corporation’s “tax shoes” so they 
could reduce their tax liability. Lured by the blandishments of attractive offers 
of tax-free exchanges of stock, complete with the advantages of obtaining stock 
in a listed corporation in place of securities of a closed corporation, many could 
not resist the opportunity of selling out. Why continue the competitive struggle 
with its demands for new investments for modernization when selling out yields 
a handsome and quick return? 

In many cases the interests which acquired these loss corporations had no 
interest in continuing the operation of the company’s facilities. Once the right 
to the loss carryover was achieved, the acquired plant or plants were liquidated. 
Frequently the funds yielded by textile-mill liquidations were used by the new 
owners to buy up nontextile companies. Thus the resources of this depressed in- 
dustry were diverted from the much-needed task of rebuilding it. 

This process has operated to the benefit of those who sold their stock and to 
the interests which have acquired their “tax shoes.” But their gains have been 
achieved at the expense of the workers who lost their jobs, the communities 
which have become distressed areas, the industry whose problems of adjustment 
to diversity have been aggravated, and the Federal Treasury, which has been 
deprived of tax revenues. In short, the windfall gains of the few have been won 
at the expense of the public welfare. 

Information on the effects of the use of the carryover device are necessarily 
limited. Many of the deals are made between closely held corporations and 
details are not divulged. Information made available by public corporations is 
also limited. Nevertheless, sufficient information has been made public to yield 
a clear picture of some of the patterns which have developed in the exploitation 
of this tax loophole in the textile industry. 


ACQUISITION OF LOSS CORPORATIONS AND LIQUIDATION OF THEIR PLANTS 


Textile companies with loss records have been purchased by various interests, 
some of which had no previous experience in textiles, and within a year or 
two, much if not all of the facilities for producing textiles have been liquidated. 
In many cases, the proceeds of the liquidation have been used to acquire other 
corporations engaged in unrelated businesses. The corporations which incurred 
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the losses have been used to set up a favorable tax position for corporations 
which are not, in essence, the same as the corporations which had suffered the 
losses. The following cases illustrate the manner in which the law has been 
manipulated for private gain and public loss: 


(A) Acquisition by corporations in unrelated businesses 


1. The stock of the Wanskuck Co., a major producer of worsted textiles with 
a record of losses in prior years, was purchased by the New England Butt Co. 
in September 1955. The latter is engaged in the manufacture of iron castings 
and machinery. In May 1957, the 3 textile plants of the Wanskuck Co., located 
in Providence and Oakland, R. I., were liquidated, displacing 1,300 workers. 

2. The stock of Boott Mills, a cotton textile company with reported losses in 
1951-53, was purchased by O. D. C., Inc., a subsidiary of the Overseas Discount 
Corp. in December 1954. The latter is a holding company for various interna- 
tional investments. In June 1955 the Boott Mills operations were discontinued 
abe its facilties in Lowell, Mass., liquidated. Five hundred workers lost their 

obs. 

3. John L. Fead & Sons, Inc., a knit gods manufacturer, was purchased by the 
United Industrial Syndicate, Inc., in November 1954. The latter is a holding com- 
pany for various manufacturing enterprises. In January 1955, the Fead plant in 
Port Huron, Mich., was closed, throwing 60 workers out of their jobs. 

(B) Acquisition by textile companies 

1. The stock of A. D. Juilliard & Co., a cotton and wool textile manufacturer, 
was acquired through an exchange of stock by United Merchants and Manufac- 
turers, Inc., a diversified textile corporation, in August 1953. The latter’s annual 
report to stockholders for the year ended June 30, 1954, includes the following 
reference to its acquisition of Juilliard and the resulting tax position: 

During the year the corporation acquired the outstanding capital stock of a 
subsidiary company and, in connection with the discontinuance of certain opera- 
tions of the acquired subsidiary prior to and following the time of acquisition, 
losses were realized from the liquidation of inventories, the closing of mills and 
the sale of real properties. These realized losses and additional anticipated 
liquidating losses were provided for either prior to or as of the time of acquisi- 
tion and, therefore, are not included in the accompanying consolidated statement 
of income which includes the operations of the subsidiary company only from 
date of acquisition. The corporation estimates that the deductions of such liqui- 
dating losses (to the extent realized) and the use of carrybacks and carryovers 
of operating losses of subsidiary companies for purposes of computing Federal 
taxes on income resulted in a provision for Federal taxes for the year ended 
June 30, 1954, which was approximately $1,300,000 less than would have been 
required had such factors not entered into the tax computation. 

As at June 30, 1954, the unused loss carryovers of subsidiary companies for 
Federal and Canadian tax purposes approximated $14 million. 

The Juilliard worsted textile plant at Providence, R. I., employing 2,200, was 
closed in September 1953. The Juilliard woolen mill at Stottville, N. Y., employ- 
ing 800, was closed in April 1954. The Juilliard cotton mill in Brookford, N. C., 
employing 475 workers, was closed in December 1956. 

2. The stock of Forstmann Woolen Co., a major wool textile company, with 
losses aggregating $6,600,000 in the previous 3 years, was acquired through an 
exchange of stock by J. P. Stevens & Co., Inc., a diversified textile company, in 
June 1957. In October, the liquidation of the Forstmann plant at Garfield, 
N. J., with 1,700 employees, was announced. 


(C) Acquisition and liquidation, followed by acquisition of unrelated businesses 


1. Gera Mills, Inc., a wool textile company with substantial prior losses, was 
purchased by the Cleveland Arcade Co., a warehousing concern, in December 
1953. In April 1954, the Gera woolen mill in Passaic, N. J., was liquidated, dis- 
placing 800 workers. In August 1954, the company’s name was changed to Gera 
Corp., and its certificate of incorporation changed so as to permit it to “carry on 
any manufacturing, mercantile or other business whatsoever.” It proceeded in 
November 1954 to acquire two corporations engaged in unrelated businesses 
(Chatham Electronics Corp. and Otis Terminal Warehouse Corp.). In March 
1955, Gera Corp. acquired U. S. Finishing Co., a textile dyeing concern. A letter 
from the latter company to its stockholders dated January 28, 1955, referred to 
Gera’s tax position as follows: 

“Furthermore Gera Corp. had losses arising from other operations, which it 
is believed can be offset for Federal income tax purposes against earnings from 
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the business to be acquired from the company, and from its own electronics and 
other divisions, which otherwise would be subject to tax.” 

In January 1957 the Jewett City, Conn., plant of U. S. Finishing was liqui- 
dated, throwing 550 workers out of their jobs. In October 1957, Gera was re- 
ported to have acquired the Triplex Corporation of America, a manufacturer 
of engine pistons. The bulk of the Gera Corp.’s current business is now carried 
on in nontextile fields. 

2. An outstanding instance of the milking of a textile company by nontextile 
interests for tax purposes and the subsequent application of the company’s tax 
position for the acquisition of unrelated businesses is the case of Botany Mills, 
Ine. The controlling stock in this wool textile company had been owned for 
generations by the family of Chas. F. H. Johnson. In May 1953, Bankers Se- 
curities Corp., an investment firm, and H. Daroff & Sons, Inc., a clothing manu- 
facturer, each acquired half of the Johnson family stock. In August 1954, a 
syndicate headed by A. M. Sonnabend, a real estate and hotel operator, took 
over the controlling share of the company’s stock. The company’s annual report 
for the year ended December 31, 1955, described its carryover credits as follows: 

Based upon consolidated Federal income-tax returns filed and to be filed, the 
company has net operating loss carryovers which may be availed of to reduce 
the consolidated taxable income of the members of the group whose income is 
consolidated for income-tax purposes, during the succeeding tax years by 
approximately the following amounts: 


I ad foes inttelammecomesieh ony oF bad op pees Merchnwicio = fo ape aioe $3, 700, 000 
tines olor i Bie aneteetiintpe ls aleaivina hewmen siamermianinm at wsivgiabeete 8, 100, 000 
teat cre weeeelibenensinribye-m hich wea btenpthb ters oop 9, 500, 000 
Be cath hhh Lin cern Linn ber cuniee dg sergngirm seicheevntnts'essajmpeabees idaho 14, 700, 000 


It is expected that approximately $3 million of estimated losses provided for 
in the net loss for the year ended December 31, 1955, will be taken as deduc- 
tions for tax purposes subsequent to that date. Such amount is not included 
in the net operating loss carryovers shown above. All of the net operating 
loss carryovers set forth above are subject to those provisions of the Internal 
Revenue Code of 1954 and the regulations issued thereunder which pertain to 
consolidated returns. 

The recognition of the role of the carryforward was described in a company 
letter to stockholders, dated February 2, 1956, in which the chairman of the 
board urged the adoption of a recapitalization plan. He noted: “Our prin- 
cipal asset, a tax loss carryforward of over $13 million, I fear, will be largely 
lost and our securities greatly depreciated in value without approval of this 
recapitalization plan.” 

In the annual report to stockholders for 1955 the board chairman notes: 

“Our losses for the past 4 years and to be sustained in 1956 on account of 
liquidating sales of inventory and machinery will amount to approximately 
$18 million. It is my confident belief that this amount can be earned by our 
company during the coming 6 years and, because of favorable income-tax pro- 
visions, can be retained to restore the stockholders’ equity.” 

In 1955, the company acquired two other businesses which it operates as 
wholly owned subsidiaries: Botany Cottons, Inc., cotton textiles, acquired in 
June 1955; Rolley, Inc., suntan lotion manufacturer, acquired in October 1955. 

The Passaic, N. J., woolen mill of Botany, employing 2,000 workers, was 
liquidated in January 1956. 

From 1956 to date, 10 additional corporations have been added as wholly 
owned subsidiaries, 6 of them in nontextile fields: 


Company Date acquired Product 
et ene rein I ae toe Sin Fur fabrics. 
Baltimore Luggage Co. -...........--..--.-.----.- a ge Be ee ees Luggage. 
Jee, Tad CEE BOOBs a a dn ein st tea October 1956_.......-- Pearls. 
ND 65. 5 bn 0 hie Seeenbkn obs ~ cwcesinoue November 1956... ...- Retail clothing. 
Calvin Mills, Inc_._.-....-- RN EE IOC SILT January 1957.........- Cotton textiles. 
Moss-Gordon Lint Cleaner Co............-------- March 1957. - -....--.-- Machinery. 
Preener Baereine Geu ok. sess. sd ec MOL iid. dd dsduk Sweaters. 
DI GTIR BRD a 6 6 6 tap ine thin otis dace ete wenn cnns line se Oc ciidhsctiecubtinny Dolls. 
United Supply and Manufacturing Co...........- ce a cates Distributor of oi] field gear. 


PE EE atescscectocecdependamcerasscosrsccliy November 1957-_....... Knitwear. 
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8. Another illustration of the diversion of resources from a textile operation to 
an unrelated business by a new owner is afforded by the case of Powdrell & 
Alexander, Inc. The controlling interest in this cotton textile company was 
bought by George Meehan in June 1954, whereupon he became president of the 
company. 

Following the change in management, a series of important steps took place. 
In November 1954, the company closed its cotton-textile mill and liquidated the 
subsidiary Gosnold Mills Corp. in New Bedford, Mass., displacing 1,600 workers. 
In June 1955, it sold its dye plant at Danielson, Conn., to a new concern called 
Danielson Finishing Co. The various facilities and pieces of equipment at the 
Connecticut and New Bedford, Mass., mills were sold. The funds thus obtained 
were then employed to acquire the Pepsi-Cola Bottling Co. of Cincinnati, Ohio, in 
January 1955. 

From its operations, it is apparent that the new management desires to get 
out of the textile business and use the loss carryover credits, not to rebuild 
the textile operations, but to obtain tax advantages through the acquisition 
of profitable nontextile enterprises. In the years 1952 through 1954, it recorded 
losses of $2,744,885, which it wanted to employ for tax avoidance. It acquired 
the bottling division as a means of earning just enough money to offset the firm’s 
loss over credits. The speculative nature of this operation is suggested by a 
footnote to the annual report to the stockholders for 1955. 

“On January 22, 1955, the company acquired the business and assets and 
assumed the liabilities of the Pepsi-Cola Bottling Co. of Cincinnati, Ohio, and 
has since operated that business as a division of the company. The company 
entered into a long-term employment contract with the manager of the bottling 
division which provides, among other things, that, when the bottling division 
shall have earned an aggregate net profit of $3 million before taxes on income, 
the company will sell to a new corporation, to be organized for such purpose, all 
of the assets of the bottling division, except cash and accounts receivable, at 
the book value of such assets at the date of sale. The company will own 60 
percent of the stock of this new corporation and the manager and another 
employee will have the right to acquire 40 percent of such stock. The net profit 
of the bottling division for the current year, before Federal taxes on income, 
amounted to $599,535.” 

It is important to note that, for this period, 1952-54, the net operating loss 
before taxes was $2,744,885 and that the company has arranged to dispose of its 
bottling operations to a new firm after these operations yield $3 million income 
_ before taxes. While the employment agreement with the manager of bottling 
operation was canceled at the end of 1956 and replaced with a new arrangement 
giving him stock option rights in Powdrell & Alexander, Inc., the 1955 agree- 
ment casts a significant light on the motives of management. 

Another interesting fact was revealed in the president’s letter to stockholders, 
appearing in the annual report to stockholders for 1956. The letter discloses 
the following: 

“In 1956, land was purchased in Cincinnati, Ohio, the home of the bottling 
division, part of which is being held as a future site for a new bottling plant. 
The remaining industrial property is being developed for resale.” 

The balance sheets for year-end 1955 and 1956 show the following items: 


1955 1956 
OS ERP IEIRATEE BES Sag ENE Se eT LAW ee + els bn PRS Me MS oe $5,165 | $165,000 
SsOGE TAINS GE TOUUIIE once ccnqanssuicicngadasecuracausenapenavtetiendiy sccauinabeatetinnnsl 408, 888 


The above would seem to indicate that the company may now be entering the 
real estate business. Income received thereby may possibly be offset by the 
carryover credit. The corporation’s charter was amended in 1954, permitting 
engagement in any business the directors may determine. 

4. The classic case of the use of mergers to erect a tax shelter, with tragic con- 
sequences to the employees and communities involved, is that of Textron, Inc. 
This company was formed by a merger of American Woolen Co., a wool textile 
firm ; Robbins Mills, 'ne., a synthetic textile manufacturer; and Textron, a cotton 
and synthetic combine, in February 1955. The American Woolen Co. notice 
of a special meeting to consider the merger, dated January 6, 1955, made the 
following reference to the subject of carryovers: 
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“As at the end of October 1954 the portions of the consolidated net operating 
losses attributable to each constituent corporation which may be succeeded to 
and taken into account by the merged corporation are estimated at approximately 
$18,750,000 for American Woolen, $10 million for Robbins and $1,300,000 for 
Textron, or an aggregate of approximately $30,050,000. Such amounts will, 
subject to the applicable provisions of the Internal Revenue Code, be available as 
loss carryovers to be offset against future earnings for Federal income-tax 
purposes. Such loss carryovers, to the extent not utilized, will expire at the 
end of 1956 to the extent of $200,000, at the end of 1957 to the extent of $14,250,- 
000, and at the end of 1958 to the extent of $15,600,000.” 

In his letter to stockholders of February 26, 1957, Board Chairman Royal 
Little boasted that “since the merger * * * [on] February 24, 1955, we have 
disposed of 36 textile properties and 5 textile converting divisions.” These textile 
plants had employed approximately 20,000 workers before they got caught 
up in Mr. Little’s tax-saving scheme. 

Textron has used the resources released by the disposal of textile properties 
to buy up no fewer than 14 companies, 13 of which are in unrelated businesses, 
with products varying from storm windows to steamships. All but the textile 
operations are carried on as divisions of the company, which reports its income 
in a consolidated statement. The textile operations, which comprise only a 
small fraction of the company’s sales, are conducted by a subsidiary, Amerotron 
Corp., whose accounts are also consolidated in the Textron statement. (See 
appendix I for list of Textron divisions showing dates of acquisition and 
products. ) 

In the year ended December 29, 1956, the company reported consolidated net 
profits of $6,502,592. No corporate income tax was paid. 

A note on taxes in its financial statement reads as follows: 

“Taxes : The Federal income and excess profits tax liability of the company and 
its subsidiaries is subject to final determination by the United States Treasury 
Department for the years subsequent to 1945. Management is of the opinion 
that there is no material liabiilty with respect to the open tax years. No pro- 
vision for Federal income taxes was required on 1956 income due to losses during 
the year on the disposal of plant properties and equipment, which losses were 
charged to reserve previously provided. 

“As at December 29, 1956, the company had unused Federal tax loss carryovers 
of approximately $45 million. Under the present tax laws these loss carryovers 
may be applied, subject to the applicable provisions of the Internal Revenue Code, 
as an offset against future earnings for Federal income-tax purposes. To the 
extent not utilized, approximately $14 million of the loss carryover will expire 
at the end of 1957 and $20,500,000 at the end of 1958.” 

5. Another example of the use of the merger route for the transfer of a loss 
earryover from one corporation to another and the subsequent liquidation of 
the bulk of the loss corporation’s facilities, is provided by the experience of 
Utica Knitting Co. Controlling interest in this company was achieved by a 
group headed by Jerome A. Newman, a financier, in March 1952. In Decem- 
ber 1952 the company was merged with J. T. Flagg Knitting Co. in an assets- 
for-stock deal, and the reorganized company became Flagg-Utica Corp. The 
annual report of the company for the year ended December 31, 1952, stated: 

“Net loss was $1,216,292, after giving effect to a Federal tax carryback of 
$350,000 and after giving effect to the approximately $10,000 earned by the Flagg 
division during December. Under the Federal tax laws, a portion of this loss 
may be carried forward for a period of 5 years and, to the extent that the 
corporation has earnings for this period, will be available for reduction of taxes 
payable.” 

Between 1953 and July 1, 1955, the company’s plants (all previously operated 
by Utica Knitting) in Utica, Clayville, and Sherburne, N. Y., were permanently 
closed. These mills had produced knit goods and had employed a total of 1,300 
workers. 

LOOPHOLES IN THE LAW 


The deficiencies in section 382 of the code which have resulted in the wide- 
spread abuse of the carryover provisions are as follows: 

1. Section 382 (a), relating to the disallowance of a carryover in the case of 
a purchase of a corporation and a change in its trade or business, defines pur- 
chase so narrowly that it does not apply to many cases in which effective control 
is purchased. Before disallowance of the carryover is imposed, paragraph (1) 
(A) of this section requires that any one or more of the 10 persons who own 
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the greatest percentage of the fair market value of a corporation’s stock at 
the end of the taxable year must have increased their holdings by at least 50 
percentage points over their holdings at the beginning of the taxable year or 
the beginning of the prior taxable year. This means that if such persons in- 
creased their holdings from 10 percent of the total to 50 percent, the limitation 
of section 382 (a) would not apply. Obviously, ownership of 50 percent of a 
corporation’s stock represents control; this is the measure of control recognized 
in section 269 of the code, relating to the acquisition of control of a corporation 
to evade or avoid income tax. 

2. The period of time during which a change in the trade or business (after 
the purchase of a corporation) would result in the disallowance of a loss carry- 
over under section 382 (a) is inadequate. The limitation of section 382 (a) 
to cases in which stock ownership has changed since the beginning of the cur- 
rent taxable year or the beginning of the prior year means that the old busi- 
ness need often be continued for only a little more than a year. For example, 
assuming that a corporation’s taxable year is the calendar year, if its stock 
changes hands in December 1956, then the business carried@on by the corpora- 
tion at that time need only be continued until January 1958. In special cases 
this period may be even further reduced. For example, if the stock of the 
loss corporation had been owned prior to its sale by another corporation with 
which consolidated returns had been filed on a calendar-year basis, the period 
from the beginning of the calendar year to the date when the sale of stock 
broke the affiliation would be a period for which a return should be filed and 
therefore a taxable year within the definition in section 441 (b) of the code. 
The period from the date of sale to the end of the calendar year might be a 
separate return period and also, by definition, a taxable year. If the sale took 
place on November 30, 1957, and the loss business was terminated on January 2, 
1958, it might be argued that there had been no change in stock ownership since 
the beginning of the taxable year 1958 or the beginning of the prior taxable year 
on December 1, 1957, and that section 382 (a) accordingly had no application. 

3. If a change in the nature of a business occurs within the specified period 
after a corporation’s purchase, the loss carryover is denied under section 382 
(a) for the year in which the change in business occurred; however, any 
net operating loss deductions made in prior years are not affected. This means 
that a corporation can purchase a loss corporation, offset the entire amount 
of the carryover against profits in the first taxable year or two, and then ter- 
minate the business of the former loss corporation without penalty. 

4. Under paragraph (3) of section 382 (a), the rules of attribution set forth 
in section 318 (relating to constructive ownership of stock) are used in de- 
termining the ownership of stock, except for the requirement that 50 percent 
or more of the stock of a corporation be owned by a person before such cor- 
poration shall be considered as owning the stock owned by or for that person. 
The omission of this 50-percent limitation requires that all the stock owned 
by an individual be attributed to a corporation in which the individual has 
any share, no matter how small. This would permit the evasion of the limi- 
tation imposed by section 382 (a) in the following type of case. Assume X 
owns more than 50 percent of the stock of corporation A, which has a loss carry- 
over, and X also owns a single share of stock in corporation B. Corporation B 
buys 100 percent of the stock of corporation A. This purchase would not be 
subject to section 382 (a) since more than 50 percent of corporation A’s stock 
was acquired from X, whose ownership of that stock was attributed to cor- 
poration B. 

5. Under section 882 (b), relating to the limitations on loss carryovers where 
changes in ownership are the result of a reorganization, there is no require 
ment that the successor corporation continue to carry on the same trade or busi- 
ness. This omission creates a most significant loophole since it permits per- 
sons desiring to obtain tax loss carryovers to do so without regard to the dis- 
position of the business of the acquired loss corporation. 

6. In listing the types of reorganizations which are subject to the limita- 
tions of section 382 (b), the statute omits transfers which are the result of 
exchanges of stock for stock (sec. 368 (a) (1) (B)). This means that the 
owners of the loss corporation involved in this type of reorganization need 
not obtain a 20-percent interest in the successor corporation in order for the 
latter to use the loss carryover. The successor corporation can achieve this 
end either by transferring income-producing assets to the loss corporation or by 
liquidating it so that the carryover wold go to the parent company. In the 
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latter case, the transaction should be treated in the same manner as a pur- 
chase of stock and be made subject to section 382 (a). 

7. While the Senate Finance Committee’s report on H. R. 8300 states that 
“the 20-percent (continuity of interest) requirement [in sec. 382 (b)] can- 
not be watered down by inserting one or more corporate entities between the 
corporation with the loss and the corporation deducting the loss,” it is silent on 
the possibility of watering down the 20 percent requirement through other de- 
vices. For example, in a reorganization in which substantially all the assets 
of a loss corporation are acquired by a subsidiary (which can be newly created) 
of a profitable corporation in exchange for the latter’s stock, the continuing 
interest of the loss corporation’s stockholders can be watered down as long 
as they receive stock in the parent company of a value of 20 percent of the 
fair market value of the subsidiary. The parent company can then make use of 
the loss corporation’s carryover by transferring income-producing assets to 
the subsidiary which had acquired the lost corporation’s assets. 


* THE REMEDY 


The above listing of loopholes is not exhaustive. Rather it is suggestive 
of the obvious need for revision. Certainly the provisions of section 269, 
which is designed to prevent abuse by authorizing the disallowance of a de- 
duction where control of a corporation is acquired for “the principal pur- 
pose * * * [of] evasion or avoidance of Federal income tax,” cannot be re- 
lied upon to put a stop to the trafficking in loss corporations for the benefit 
of persons other than those who incurred the loss. As noted by the report of 
the Committee on Ways and Means on H. R. 8300 (p. 32), “the effectiveness of 
this provision has been impaired by the difficulty of establishing whether or 
not tax avoidance was the principal purpose of the acquisition.” 

The ineffectiveness of section 269 as a bar to abuse is a fact of common knowl- 
edge. Thomas N. Tarleau has summarized the situation in his paper, The 
Place of Tax Loss Positions in Corporate Acquisitions, published by the Joint 
Committee on the Economic Report in Federal Tax Policy for Economic Growth 
and Stability (1955), in the following words: 

“Section 269 has not worked well. The courts have been reluctant to find the 
prohibited motivation in the cases which the Government has brought before 
them. * * * With section 269, the judges had not only to probe states of mind, 
but also to select dominant motives from the several purposes which generally 
lie behind the acquisitions covered by the section. In case after case the courts 
= enough legitimate business purpose to set aside the application of section 


In the words of Jackson L. Boughner, writing on Tax Problems of the Buyer 
of a Going Corporate Business under the 1954 Code, in the Journal of Taxation, 
July 1956, section 269 (a) “has been on the books since World War II, and has 
had practically no effect whatever. Almost every transaction can have some 
business purpose attributed to it.” 

The addition of subsection (c) in the 1954 revision of the code will not ma- 
terially improve the effectiveness of section 269. The new section raises a pre- 
sumption that an acquisition has tax avoidance as its purpose if the purchase 
price is substantially disproportionate to the adjusted basis of the property of 
the acquired corporation plus the tax benefits acquired as a result of the acquisi- 
tion. The operation of the presumption is uncertain, particularly since the basis 
of assets held by the acquired corporation may or may not bear any real relation 
to the actual value of the assets. In any case, the new provision simply adds a 
presumption which may be rebutted by the taxpayer. In fact, the finding of the 
Commissioner under the former statute that an acquisition had been made with 
a tax avoidance purpose automatically raised a similar presumption, and little 
or no force has been added to the section by the new language. 

It is evident therefore that the only effective remedy for the widespread abuse 
of the carryover provisions is to close the loopholes in sections 381 and 382. This 
can be accomplished, as proposed above, by denying use of the carryover in the 
case of a change in ownership of a corporation if a business is terminated at 
any time during the 3 years subsequent to the date of the change. This rule 
should be applied whether the change in ownership is a result of a purchase of 
the corporation’s stock or a reorganization. This would put an end to the ex- 
ploitation of tax benefits by persons other than those who incurred the loss 
through trafficking in corporations with loss carryovers. 
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REPORT OF ADVISORY GROUP ON SUBCHAPTER C 


The remedy proposed by the advisory group on subchapter C of the Internal 
Revenue Code of 1954 would limit the available carryovers of an acquired busi- 
ness to “50 percent of the consideration paid for that business” and would delete 
the requirement for continuation of a business from section 382 (a )(1) (C), 
substituting a provision in section 269 making it a presumption that an acqui- 
sition is for the purpose condemned under that section if the business of the 
caquired corporation is discontinued. 

Unfortunately, this remedy appears to create more problems than it solves. 
The proposed limitation of carryovers to 50 percent of the consideration paid for 
a business is at best arbitrary. At worst, it could operate capriciously in per- 
mitting certain corporations the full benefit of carryovers in spite of the tax 
avoidance motive involved in an acquisition while preventing other corporations 
from utilizing their full carryover rights where no abuse is involved. The rela- 
tionship between carryover and the amount paid for a loss corporation is not the 
crucial consideration. A loss corporation with relatively substantial net assets 
might well be acquired by another corporation at a price several times the 
amount of its carryover (thus assuring allowance of the full carryover) yet sub- 
sequent events might clearly establish the abusive character of the transaction. 
The crucial question is whether the business formerly conducted by the loss cor- 
poration is continued by the acquiring corporation. It is the liquidation of such 
businesses that has constituted the gross abuse of the carryover provisions, 
with its dire consequences for the affected workers and communities. 

The advisory group recognizes that “the proposed mathematical tests would 
not reach such cases (acquisition of a ‘shell’ corporation or a going business with 
no idea of continuing it).”” However, the protection which the advisory group 
suggests against this type of abuse is actually weaker than the present provision. 
Under section 382 (a) (4) (C) a purchased corporation which has not continued 
the trade or business conducted before its purchase automatically loses its carry- 
over. The advisory group would delete this objective rule and substitute for it a 
general proposition that the discontinuance of the corporation’s trade or business 
shall be considered “a presumption that (the) acquisition is for one of the pur- 
poses condemned by section 269.” 

We have commented above on the ineffectiveness of section 269 as a bar to 
abuse. The addition of the presumption in subsection (c) in the 1954 revision 
of the code has not materially enhanced the effectiveness of section 269. The 
addition of another presumption can hardly accomplish the stated purpose of the 
advisory group. Indeed, the group’s report admits that the proposed addition 
“is cast in general terms which are uncertain in application to specific cases.” 

In view of the importance of the objective rule in section 382 (a) (1) (C) in 
preventing the gross abuse with which we are primarily concerned, it is impera- 
tive that this rule be retained and, indeed, strengthened, as suggested above. 


CONCLUSION 


The Congress has recognized the need to restrict the carryover of losses in 
accordance with economic realities rather than such artificialities as the legal 
form of a reorganization. It has sought to insure that the benefit of the carryover 
shall not be exploited by persons other than those who incurred the loss. How- 
ever, the limitations provided in section 382 of the Internal Revenue Code of 1954 
have proven to be too loose to accomplish its purpose. 

Abuse of the carryover privilege has become as rife under the new code as it 
had been under the previous statute. Loss corporations have been acquired by 
new interests, either through purchase or reorganization, and all or part of their 
businesses liquidated within a short time, without impairing the acquiring cor- 
poration’s right to claim the loss carryover. The proliferation of advertisements 
for the sale or purchase of loss corporations is clear proof that trafficking in 
corporations with loss carryovers is growing rather than being retarded. 

In the textile industry, the application of the carryover provisions to corporate 
purchases and reorganizations has accelerated the liquidation of many operating 
units. It has discouraged long-established enterprises from making the invest- 
ments necessary for their survival, They have succumbed to the lure of a deal 
with outside interests intent on exploiting the loss corporation’s carryover. As a 


1 Report on Corporate Distributions and Adjustments, by the Advisory Grovp on Sub- 


chapter C of the Internal Revenue Code of 1954, House Ways and Means Committee, 
1957, pp. 74-78. 
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result, many thousands of workers have lost their jobs and once-thriving com- 
munities have become ghost towns. 

The windfall gains of the predatory manipulators of these deals run into hun- 
dreds of millions of dollars. These gains are won at the expense of the United 
States Treasury and the public welfare. Action is imperative to plug up the 
loopholes which make possible this mulcting of the Federal Government. Equity 
and public policy demand that the carryover be denied to any taxpayer who 
terminates the business which incurred the loss if he does so within 3 years of 
acquiring it. 


AppENDIX I.—Teztron subsidiary and divisions, December 1957 

















Date of acquisition Product 
SURSIDIARY 
DO ED araeatect. ekki ce «de ne 0 «ind eid lowe zcmenesecndaeyn<} TOStIOL, 
DIVISIONS 
Benada Aluminum Products Co-...-......-...- April 1956___....-- Storm windows. 
F. Burkart Manufacturing Co_______________._| September 1953- Batts, pads. 
California Technical Industries______...____--- September 1957- Electronic equipment. 
Camcear Screw & Manufacturing Co__ .....| September 1955. Metal parts, screws, fasteners. 
Campbell, Wyant & Cannon Foundry Co-..._| April 1996___._--.- Iron and steel castings. 
a Ti a a lei, er gael la September 1955- Plywood. 
Dalmo Victor Co__.___.....___...___...--.-...-] Jamuary 1954__---- Radar, electromechanical devices. 
Peéderal Industries 2.00. ; -- «. -.-- 2552. <..2-. August 1956__._...| Coated fabrics. 
General Cement Manufacturing-_.--..-.._..-- April 1956_._...-- Cement, chemicals. 
Hall-Mack Co-_._____- ea ae aT inoue June 1056.......... Bathroom accessories. 
Homelite Co_______.__- SUL SARI. July 1955..........| Chain saws, pumps, generators. 
Kordite Co.___._.._.... ‘ sis papast sch Qeteber 1066... ., .. Plastic products. 
Steamship Leilani eee July 1956__.._.....| Steamship. 
Ba peenmrecumrimer O0.-...-._--..-. So) Mere 2668...-...- Vibration testing equipment. 





Source: Textile Workers Union of America, research department, Dec. 24, 1957. 


Mr. Barry. Members of the committee, I am not testifying on 
the problem of general taxes, but am restricting my testimony solely 
to the issue of sections 381 and 382, relating to the carryovers of net 
operating losses. 

It is not customary for a trade-union spokesman to deal with the 
technical problems of the tax code as they involve the complexities of 
knowledge, experience, and law such as has been unfolded before you 
by the various witnesses. Nevertheless, we are concerned with several 
phases as they are reflected in our experience, as their impact wpon the 
well-being of the people and the communities unfolds itself. 

You may recall that in 1948 and 1949, there was a series of hearings 
under the chairmanship of Senator Tobey, relating to the problem of 
the income derived from unrelated business activities of tax-exempt 
foundations. Possibly those of you who have heard of it know that 
my union and myself personally were largely responsible for bringing 
that issue to the surface. We are very happy that as a result of our 
activities, Senator Tobey’s hearings, that your committee then saw 
wise to amend the law to provide for the current system of regulation 
and taxation of those activities. 

We are currently presenting to you what we believe is just as 
dramatic a series of abuses of tax avoidance and of unfortunate social 
effect as those which we highlighted in 1948-49. Unfortunately, we 
cannot get people to listen to these problems, because the experts in 
this area, particularly the lawyers and the accountants, are much in- 
volved in perpetuating these particular practices, and they seem to 
miss the interest and the ear of the tax expert, largely because of the 
fact that we have stressed the social consequences of these provisions 
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of the tax law. The tax experts say, “Now, let’s talk about taxes 
and not social consequences.” 

We have written to Mr. Stam and to Members of Congress, detail- 
ing this particular series of cases. Frankly, Mr. Stam has not exhib- 
ited the eons of interest that we think he should have. He has not, 
by the way, may we add, given us the necessary technical assistance 
in being sure that the loopholes to which we have pointed were prop- 
erly corrected. We have therefore, on our own initiative, become 
students of the tax code, which is not my normal practice except 
possibly as it might affect me personally—and even there, I find my- 
self relatively incompetent—but we have attempted to master this 
section of the tax law in order that we might point out to you very 
clearly what the abuses are and the corrections that are indicated. 

Likewise, in our statement we are doing probably a daring thing; 
we are pointing out the fact that your advisory committee has a 
ably not found any proper answers in this field. They have not 
attacked it properly. As a matter of fact, we concluded that they are 
going to create more proves than they solve. 

I am presenting this broad sweep in my introductory remarks so 
that you will get a sense of the earnestness and time which we have 
devoted to this problem. We have done this on our own initiative and 
hope that your committee and the staff will examine our particular 
detailed proposal. 

We might emphasize for you that the exaggerated use or abuse of 
this provision of the tax law seems to be most mirrored in the textile 
industry. I might say at this very moment, gentlemen, that we are 
imploring you to apply special attention to this provision, because 
there are 3 large textile companies right at this moment, 2 of them 
in New England and 1 in the South, with which we have personal 
relations, which are being,assaulted by financial vultures. use the 
word “assaulted” because that is the only word to be used, and because 
both of these parties who are attacking these corporations are well 
known for their financial manipulations in the public press, and if 
I were to mention their names privately, you would recognize them 
immediately. 

These textile companies are under attack. These particular finan- 
cial interests are seeking to buy stock or buy out interests, and their 
declared public purpose is to liquidate these textile mills, despite the 
fact that the present managements of these concerns are attempting 
to rehabilitate, modernize, and make these companies competitive. 

I am bringing up the illustration of these three particular companies 
to show the urgency and immediacy of the need for action in these 
cases. 

Let me just highlight a few of the details of my statement. 

The problem we are addressing ourselves to is the problem of the 
use of the tax carryback, credits which a loss corporation gains over 
a period of years, and the ability of a successor corporation, through 
reorganization and stock purchase, to grab hold of it even though they 
had themselves never incurred that loss, and to use it as offsets against 
profits of other interests which they may have or may subsequently 
acquire. 

We say that the only effective remedy for the widespread use of the 
carryover provision is to close the loopholes in sections 381 and 382. 
This can be accomplished by denying the use of the carryover in the 
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case of a change in ownership of a corporation if the business is termi- 
nated at any time during the 3 years subsequent to the date of change. 

This rule should be applied whether the change in ownership is a 
result of the purchase of the corporation’s stock or a reorganization. 
This would put an end to the exploitation of the tax benefits by persons 
other than chose who have incurred the loss, through trafficking in cor- 
porations with loss carryovers. 

We have in page 2 itemized six specific, detailed technical changes in 
the section 382. I might mention the fact that these have been gone 
over by men of considerable expertise, and we believe that these are 
thoroughly practical, certainly in the light of the experience of these 
men. 

We might say also, in summary, that our comments concerning the 
subject of the advisory committee reports are as follows. 

heir remedy, we believe, creates more problems than it solves. This 
is on page 14 of my testimony : 

The proposed limitation of carryovers to 50 percent of the consideration paid 
for a business is at best arbitrary. At worst, it could operate capriciously in 
permitting certain corporations the full benefit of carryovers in spite of the tax 
avoidance motive involved in an acquisition while preventing other corporations 
from utilizing their full carryover rights where no abuse is involved. The re- 
lationship between carryover and the amount paid for a loss corporation is not 
the crucial consideration. A loss corporation with relatively substantial net 
assets might well be acquired by another corporation at a price several times 
the amount of its carryover (thus assuring allowance of the full carryover), 
yet subsequent events might clearly establish the abusive character of the trans- 
action. The crucial question is whether the business formerly conducted by the 
loss corporation is continued by the acquiring corporation. It is the liquidation 
of such businesses that has constituted the gross abuse of the carryover pro- 
visions, with its dire consequences for the affected workers and communities. 

Gentleman, the body of this testimony is only a summary of cases 
that we furnished to Mr. Stam, and we are.quite ready to give him all 
the details that we have about it. We do not have all of them, because 
we can only rely on public information. But it seems to us that when 
an iron casting company buys out a worsted mill, when an interna- 
tional investment corporation buys out a cotton mill, when an elec- 
tronics company takes the carryover from a textile company, when a 
textile company becomes a holding company for financial manipula- 
tions, as with Botany Mills, something is very wrong. 

You recall the brave name of Botany. Gentlemen, the Botany Mills 
is nothing more than a shell for carrying loss carryback, carryover 
provisions, for luggage companies, retail companies, machinery com- 
panies, oil field gear companies, and the like. 

It seems to me and to us that a tax law tiiat permits the use of the 
corporate corpus for the purpose of financing the purchase of the 
Pepsi Cola Bottling Co. in Cincinnati with the moneys derived from 
a textile mill in Connecticut needs a lot of study. And these things 
are the result of the these corporations in the textile industry, ad 
nauseum. Unfortunately, we know them too well and have seen the 
disasters they have brought. We know that they have discouraged 
all real efforts at rehabilitating the textile industry. 

If you want an example of a damper on enterprise, you will find that 
in sectious 381 and 382 of your code. We urge that you amend it to 
prevent the abusive use of that and the leakage of Federal income 
through that process. 

Thank you. 
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Mr. Foranp. Does that conclude your statement, Mr. Barkin? 

Mr. Barkin. Yes. i tried to summarize it in a little more emo- 
tional manner than the words would convey. 

Mr. Foranp. But, as stated before, your entire statement will be put 
into the record. 

Mr. Barkin. That is right. 

Mr. Foranp. Mr. Barkin, I think you have known me long enough 
to know my interest in the very point that you have brought up- I 
think when you refer to 1948 and 1949, you are referring to Royal 
Little’s textile group that did so much damage in my State. 

Mr. Barkin. That is correct. 

Mr. Foranp. The committee has been very much interested in try- 
ing to find ways and means of curtailing this type of activity. But 
the committee has been advised by the subchapter C advisory group 
that the determination of what constitutes a business or a change or 
a termination of a business is almost impossible to make, and that it 
is the problem raised by the Supreme Court decision in the Lipson 
Sharp case. 

Could you define these terms or help the committee to define them, 
so that we could make the proper application ¢ 

Mr. Barkin. If I understand this advisory group report, it makes 
the problem even more complicated, because they are proposing to 
rest the decisions on the Commissioner of Internal Revenue com- 
pletely on the determination of whether it is a change of business or 
not, without any objective criteria at all. 

That is why, in our comments on the advisory group report, we 
find that their proposal of mathematical tests is cae and that 
we believe that the changes that we have herein proposed would ac- 
complish it. I am assured by the technicians in the field that the 
proposal we have made is thoroughly appropriate within the field 


of existing judgments of the Supreme Court and the law. 

I think heir remedy, their proposal, is built upon just that con- 
cept: That the Commissioner of Internal Revenue will make much 
wider use of his own determinations as to whether there has been 
a change of business or not. 

Mr. Foranp. It is admitted that they have not been able to define 
these terms properly, apparently, to determine just what they mean. 

Now, passing on.to the net loss carryover, have you given thought 
to what effect your suggestion might have on the pension plans of the 
employees? For instance, should the new corporation assume the 
responsibility for the old pension plan? 

Mr. Barkin. The experience we have had is that the new corpora- 
tions normally terminate the pension plans. This presents a real 
difficulty, and is one of the reasons we believe that the Federal Con- 
gress of the United States must, particularly under social-security 
provisions, really hold a complete series of hearings to find out how 
you deal with oe pension funds of liquidated corporations. 


But practically speaking, we have found that the successor cor- 
porations terminate the pension funds of the liquidated corporation, 
and we thereafter are beholden to a trustee and administrator such 
as a bank for the future administration of the funds, which is caus- 
ing untold difficulties and problems. 

In Mr. Sadlak’s State, the Cheney Silk Co. in Manchester just a 
few months ago was involved in this very problem. We. have tre- 
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mendous resources in the old pension fund of the Cheney corporation, 
which is a pension trust which antedates the current movement. The 
successor corporation refused to continue the pension fund because 
of competitive conditions. The fund is now being administered, for 
all practical purposes, by the bank, and the corporate interest has 
disappeared; the local union is slowly shrinking and disappearing, 
and the result is that there is no public supervision of that entity 
other than our trust in the general supervision of banks. 

So we are faced with a wholesale list of problems in the administra- 
tion of pension funds in liquidating a corporation, which is going to 
be most baffling and most serious in the future. But I suppose the 
question you are raismg is, directly, whether the successor corpora- 
tion takes over the pension fund. Our experience has been that in 
the textile industry, certainly, they have not. 

Mr. Foranp. You know my concern about that. 

Mr. Barxrn. Yes. 

I might say this to you, Mr. Forand. You have a vital interest 
in the passage of some legislation in this field if you want to keep any 
of the major mills in Rhode Island alive, because Mr. Little is after 
the biggest one in your State, and he has made overtures to the man- 
agement, which fortunately they have turned down. But he does not 
stop at anything to get some of his financial goals. And there are 
bankers in New England that are not particularly reluctant to help 
finance deals of that kind. 

Mr. Foranp. He does not give up easily, I will grant you that. 

Mr. Barxrn. I can tell you that the future of the New England tex- 
tile industry would be much safer if we had legislation such as we 
had in the bills to prevent List and another man of similar intent from 
cannibalizing the remainder of the New England textile industry. 

That is the reason I am here, gentlemen, because this has been a 
dreadful experience to see mill after mill close, many of them that 
might have been saved if they had not been such juicy bits for some 
of these financial manipulators. 

Mr. Foranp. You and I are of the same opinion, sir, that something 
should be done. The point is, how can we get to it? That is the diffi- 
culty that the committee seems to have been having on this subject. 

Mr. Barkin. Mr. Forand, I cannot pose before you as an expert in 
this field. It is a recently acquired knowledge. We have gone over 
our proposals and worked on them with people who are of outstand- 
ing competence in this area. If we can be of any further help, I shall 
be very happy to use their good offices as well as apply whatever 
knowledge we have acquired to find an answer. But I think we should 
remain at this problem until we find one. 

Mr. Foranp. I can tell you for this committee that your suggestions 
and recommendations will be given every consideration. 

Mr. Barkin. Thank you, sir. 

Mr. Foranp. We are all anxious to get into that field and clear it 
up as much as possible. 

Are there any questions? 

Mr. Sapiak. Yes, Mr. Chairman. 

Mr. Foranp. Mr. Sadlak. ) 

Mr. Sapiax. I can only add to what the chairman has just ex- 
pressed by saying that Mr. Barkin has certainly, unquestionably, most 
vividly emphasized the situation in which the textile industry finds 
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itself, not only in New England, but throughout the United States. 
The recommendations which he has made here, because of that vital 
importance to the industry and the people engaged therein, certainly 
will have the earnest consideration of this committee to try to find the 
proper remedy of the situation. 

Mr. Barkin. Thank you, sir. 

Mr. Foranp. If there are no further questions, we thank you, Mr. 
Barkin, and assure you that we appreciate what you have told the 
committee. 

The committee stands adjourned until 2 o’clock, at which time we 
will hear Mr. Robert Ash. 

(Thereupon, at 12:45 p. m., the committee recessed, to reconvene 
at 2 p.m.) 

AFTER RECESS 


Mr. Foranp. The committee will come to order. 

Our first witness is Mr. Ash. 

Mr. Ash, for the purposes of the record, will you identify yourself, 
please ? 


STATEMENT OF ROBERT ASH, OF THE LAW FIRM OF ASH, 
BAUERSFELD & BURTON, WASHINGTON, D. C. 


Mr. Asu. I am a lawyer and a member of the law firm of Ash, 
Bauersfeld & Burton. During my entire professional career, which 
is 40 years this year, I have specialized in Federal taxation, M 
clients are located in every section of the United States. My wor 
involves advising taxpayers as to the probable Federal tax conse- 
quences of proposed business transactions, the representation of clients 
before the Treasury Department and, primarily, the trial of tax cases 
before the Tax Court of the United States, the United States Court 
of Claims, United States district courts, the various United States 
Courts of Appeals and the Supreme Court. 

In fact, the clerk of the Tax Court has told me that I have tried 
more tax cases than any lawyer, and I think that that may be true. 

Since 1950, the year of enactment of section 117 (m) of the Internal 
Revenue Code of 1939, predecessor to section 341 of the 1954 Code, an 
inordinate amount of my time and the time of my partners and our 
staff, has been spent on the subject of “collapsible corporations.” I 
have advised taxpayers as to the possible application of this section of 
the code to proposed transactions. I have represented taxpayers, 
. where the collapsible corporation issue was involved, before the Inter- 

nal Revenue Service at the examining agent level, the informal con- 
ference level, and also before the Apne staff. 

I obtained advanced rulings from the Taxpayers Ruling Section of 
the national office of the Internal Revenue Service on the subject of 
collapsible corporations. I have been given, and have been denied, 
answers to formal and informal questions from the same office. 

I do not wish to imply a lack of cooperation by the Taxpayers Rul- 
ing Section. I think rather that my inability to obtain answers to the 
questions presented was due to the Internal Revenue Service’s ina- 
bility, as well as mine, to understand precisely what section 341, in its 
present form, means. 
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It is my experience that the approach to the collapsible corporation 
problem in present law presents unwarranted difficulties of interpre- 
tation and unintended hardships. 

On January 14, 1957, I wrote to Mr. Mills and made certain sug- 
gestions for the amendment of section 341 which I thought would be 
of assistance to the committee in removing some of these unwarranted 
difficulties of intepretation and unintended hardships. 

I also sent copies of my suggestions to the members of the advisory 
committee on subchapter C. 

In my opinion, the approach to the collapsible corporation problem, 
as proposed by the advisory group on subchapter C—as contained in 
the proposed amendments which are before your committee—is under- 
standable and definite in application. I believe that the amendments 
proposed would alleviate the unintended hardships which I have 
experienced under the existing law. It is for this reason that I am 
here to urge the committee to act favorably on the amendments pro- 

osed by the advisory committee on the collapsible corporation prob- 
em. 
BACKGROUND—EXISTING LAW 


The collapsible corporation provision of existing law was enacted 
for the purpose of halting the use of the device of the temporary cor- 
poration set up for the purpose of converting ordinary income into 
capital gain. The committee reports to the Revenue Act of 1950 give 
an explanation of the type of corporation which the Congress intended 
to cover by the new collapsible corporation provisions. 

The reports contain the example of contractors who have corpora- 
tions construct buildings for sale and then liquidate the corporations 
and sell the buildings as individuals. Had the individual contractors 
constructed and sold the buildings themselves, being in the business 
of constructing buildings for sale, they would have realized ordinary 
income. By having the corporations construct the buildings, then 
liquidating the corporations and distributing the buildings to the in- 
dividual stockholders, they paid capital gain tax on the difference 
between the cost basis of their stock and the fair market value of the 
buildings at the time of the liquidation of the corporations. A subse- 
quent sale of the buildings would show little or no gain or loss. Thus, 
by — their method of first creating the corporations and then pre- 
maturely collapsing them, taxpayers effectively converted ordinary 
income into capital gains. These are clear cases. 


DIFFICULTY OF INTERPRETING EXISTING LAW 


In those cases of short-lived corporations constructing or purchasing 
inventory type assets existing law has accomplished, generally, what 
Congress intended. It is clear that the statute applies to these types 
of situations. But in those cases where the corporation’s life extends 
over a period of years, and its assets are mixed, that is partially inven- 
tory type assets and partially other assets, or where the sale or exchange 
of stock by a shareholder is motivated principally by nontax considera- 
tions or where a new form or organization is nal necessary by financ- 
— then the ap lication of the statute is not clear. 

his difficulty is presente ause of the language of the statute. 


It depends for its application on the intention of the shareholders. 
This is a matter which is difficult to determine, because it turns on the 
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intent or state of mind of the shareholder. It has been my experience 
that tax legislation in which the state of mind of the taxpayer is deter- 
minative of tax liability, produces uncertainty. Protracted litigation 
is the inevitable result. 

A collapsible corporation under existing law is defined as one formed 
or availed of principally for the manufacture, construction, production 
or purchase of property with a view to the sale or exchange of stock 
by its shareholders prior to the realization of a substantial part of the 
taxable income to be derived from its property (sec. 341 (b) (1), 
Internal Revenue Code of 1954). The Preadury regulations provide 
that a corporation will be considered to be formed or availed of with 
this view whether such action was contemplated, unconditionally, con- 
ditionally or as a recognized possibility (regulations, sec. 1.341-2 (a) 
(2). 
hus, the official administrative position of the Treasury Depart- 
ment has been to refuse to recognize or give consideration to the ques- 
tion of intent. 

This presents an anamalous condition because the intent of the share- 
holder is the very heart of the collapsible corporation definition. 
Nevertheless, the Internal Revenue Service has refused to issue rulings 
on the question of intent except in extreme cases, such as the instance 
set forth in the regulations, where the shareholder principal officer of 
the corporation was forced by illness to retire from all business activi- 
ties after the completion of the property (regulations sec. 1.341-5, 
example 3), or as in a recent revenue ruling where the shareholder 
was forced to sell by an act of Congress (Rev. Rul. 57-575, November 
27,1957). 

Thus, in most cases, as a practical matter, it has been necessary to 
decide whether a corporation is or is not a collapsible corporation by 
determining whether it has realized a “substantial part” of the taxable 
income to be derived from its property. But this, too, presents diffi- 
culties. The Internal Revenue Service refuses to give any advice to 
taxpayers on this question because the Service is unable to decide just 
what constitutes a “substantial part” of taxable income to be derived 
from the property. 

In a recent situation for one of my clients, the Internal Revenue 
Service refused to rule on whether a corporation which had been in 
existence for 7 years had realized a “substantial part” of the taxable 
income to be derived, even though this corporation, during its 7 years 
of existence, had paid nearly $5 million in Federal income taxes. 

I advised this corporation that, in my opinion, it had realized a 
substantial part of the income.to be derived and that it was not a 
collapsible corporation. I believe I was right in this advice, and the 
client acted on my advice and liquidated the corporation. However, 
it would be so much better if all of the uncertainties involved were 
eliminated. 

I should interpose to say that we might be right up against a lawsuit 
in that case, but I hope we would not be. The courts have also experi- 
enced great difficulty in ascertaining the meaning of the word “sub- 
stantial” as used in the collapsible corporation section. In Levensen v. 
United States (1 AFTR 2d 58-446 (December 11, 1957) (U.S. D. C. 
Als.) ) the court observed : 

No definition of “substantial” appears in the collapsible section or elsewhere in 


the Revenue Act of 1939. Nor does the legislative history of section 117 (m) shed 
any light on its intended scope. 
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It ill becomes this court to criticize the language employed by the Congress 
in drafting a revenue act. It is quite easy to observe after the event has oc- 
curred that in lieu of “substantial” the Congress might have employed a per- 
centage to express its true meaning. However, this court has been impressed 
time and again more often with the excellence of legislative draftsmanship than 
with its deficiencies, 

It is to be expected that the word “substantial” as used in the phrase “sub- 
stantial part of the net income” will continue to be a cause of interpretive 
difficulty. * * * 

It would appear that the problem is one for the Congress to resolve by amend- 
ment to provide a clear and adequate definition of its concept of “substantial.” 
The disagreeable alternative is to leave the matter for definition by the courts 
and local tax officials on an ad hoc basis in each case. 

Many corporate executives refused to take the chance that the 
Internal Revenue Service will agree that the corporation has realized 
a “substantial part” of the income to be derived. This freezes capital] 
and deprives the Government of the tax which would result from 
liquidation. 

Similar difficulties have been experienced with the relief provisions 
of existing law. For example, section 341 (d) (3) of the Internal 
Revenue Code of 1954 provided that the penalty of the section should 
not apply to a gain realized after the expiration of 3 years following 
the completion of the manufacture, construction, production or pur- 
chase of property. However, it has been difficult to determine when 
this 3-year period is up. 

For example, in a recent Tax Court decision (Edward Weil, 28 T. C. 
809 a ), it was implied that a eras center was not completed 
until the last brick in the retaining wall around the parking lot was 
laid. 

Thus, the 3 years did not begin until such time. Further, a new 
3-year period can begin to run because of such insignificant events 
as the change in zone of a parcel of property and perhaps even the 
obtaining of a loan commitment (Rev. Rul. 56-137, C. B. 1956-1, 178). 
Thus, to obtain relief under section 341 (d) (3), itis apparently neces- 
sary to cease business activities entirely for a period of 3 years. 

hese examples are illustrative, but far from all-inclusive, of the 
difficulties which have come to my attention in the course of my efforts 
to advise my clients on whether under existing law the collapsible 


_ corporation provisions apply to a given situation. 


UNINTENDED HARDSHIPS UNDER EXISTING LAW 


Under existing law if any individual constructs property for 
lease such as a hotel, apartment house or market building, and after 
6 months he sells such property at a gain, he is entitled to capital gain 
treatment. However, if a corporation were used to construct such 
property and the shareholder then sold all or a portion of his stock 
in such corporation it would be treated under section 341 as ordinary 
income. 

In my opinion, this is an unintended hardship which the Congress 
did not intend because it causes capital gain to be converted to ordinary 
income. It is the exact opposite result from that for which the 
Congress intended section 341 to accomplish. 

The same result occurs for the individual oil producer. During the 
course of his business he acquires interests in properties which he 
explores, develops, and from which he produces crude oil and gas. 
Under existing law if he sells a producing property which he has 
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owned for over 6 months, the gain on such a sale is afforded capital- 
gain treatment. But if he chose to do business in corporate form, the 
gain on the sale of stock in the corporation which develops properties 
which produce oil and gas would be taxed at ordinary income rates. 
This is the official position of the Internal Revenue Service (Rev. Rul. 
57-346, July 29, 1957). 

I have also been informed by the Internal Revenue Service that 
an individual who at the request of his banker, incorporates tax-free a 
segment of his producing oil properties, will find himself the owner 
of stock in a “collapsible corporation.” This means that, if he sells 
an oil interest as an individual, the gain on such sale is taxed at capital 
gain rates. If he complies with the request of his banker and places 
his properties in a corporation, the gain on a sale of stock in such 
corporation would be taxed at ordinary income rates. 

Solution is contained in sections 12 and 16 of the subchapter C 
advisory group report: It is necessary that existing law on collapsible 
corporations be changed to eliminate these uncertainties and hardships. 
There are, no doubt, many ways in which these uncertainties and hard- 
ships can be removed and at the same time retain the effectiveness of 
the present law to halt the use of temporary corporations as tax avoid- 
ance schemes. The best method that I have seen advanced to accom- 
plish this is contained in section 12 and section 16 of the proposed 
amendments of the subchapter C advisory group. I wholeheartedly 
approve and urge adoption of these proposed amendments. 


CONCLUSION 


After more than 7 years, taxpayers and their respresentatives 
throughout the United States are still unable to determine with any 
reasonable degree of definiteness whether the present collapsible cor- 
poration statute applies or does not apply to a given business trans- 
action. Further, section 341 has operated in numerous cases to produce 
the exact opposite result from that stated as the intention of Congress 
in the reports of its committees in that it has caused capital gains 
to be taxed as ordinary income. 

I submit that this is a problem requiring the urgent and earnest at- 
tention of this committee and its staff. In my opinion, the proposals 
of the advisory group under section 12 of the amendment of section 
331 of the Internal Revenue Code and repeal of section 333, and the 
proposals under section 16 of the advisory group for the repeal of 
section 341 the insertion of a new section 343 will clear the air and 
effectively eliminate the uncertainties and the hardships of which I 
speak. 

If, for any reason, it is determined to postpone action on all of 
proposed amendments of the advisory group, I urge that the problem 
with respect to collapsible corporations be given immediate attention. 

I advise that a solution could be obtained by the adaptation of the 
advisory group’s proposed section 343 to the present law approach 
of corporation liquidations or by the direct amendment of existing 
section 341, 

Many people think that there is no virtue in taxation. But if it does 
have any virtues, the one most prized is certainty. In situations where 
certainty is lacking, as in the case of the collapsible corporations, the 
result is a decrease in tax revenue. 
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In closing, I cannot resist stating that I hope this committee in the 
future will try its best to eliminate from the taxing statutes all of these 
qualifying words like “substantially all,” or all of these different 
adjectives like “primarily,” and words of that character where your 
tax liability depends upon your state of mind. 

have spent my life litigating these cases and in my opinion nearly 
half of the cases I have handled have been due to ite state-of-mind 
provisions of the code. 

Of course, the taxpayer, with good counsel, can usually prevail in 
the cases but he should not be put to the worry and expense of having 
to litigate these problems. 

Mr. Foranp. Does that conclude your statement ? 

Mr. Asx. It does. 

Mr. Foranp. Are there any questions? 

If not, we thank you for the information given the committe. 

The next witness is Mr. Edwin L. Bruhl. 

Is Mr. Bruhl here? 

If Mr. Bruhl is not here, the next witnesses will be Mr. Abrams and 
Mr. Kestenbaum. 

For the purposes of the record, will you identify yourselves, please. 


STATEMENTS OF NORMAN J. ABRAMS AND MARTIN E. KESTEN- 
BAUM, ATTORNEYS IN PLAINFIELD, N. J. 


Mr. Aprams. My name is Norman J. Abrams, of Plainfield, N. J. 
We are making a statement on our own personal behalf and in the 
interest of the small-tax payer of this country. I would like to intro- 
duce my associate and my partner, Mr. Martin E. Kestenbaum, who 
would appreciate the opportunity of speaking for a limited time. 

Mr. Kestennaum. gir this will take less than 15 minutes at the 
most. You have heard a good deal of what we have to say already. 
Our remarks are See particularly and narrowly to section 341, 
the “collapsible corporation” statute that Mr. Ash was talking about. 

I think we would like to say to the committee, sir, that we appre- 
ciate the opportunity to be heard. This was an open invitation and 
we came here from Plainfield, N. J., because we think we had some- 
thing to say. We hope it will be of value and we appreciate the 
opportunity of being heard. 

{r. Foranp. You may rest assured that the committee is happy to 
hear you. 

Mr. Kestensnaum. While we do not represent any group, so our 
argument will not be regional or statewide or for any particular indus- 
trial group, we represent what we consider to be an average client. 
Therefore maybe the same thing would apply on a nationwide basis 
to taxpayers in general. 

The original “collapsible corporation” statute was designed to close 
a loophole to preclude the use of the corporate form of ownership as 
a device, as was said before, for converting what would otherwise have 
been ordinary income into capital gain. 

Now, I would like to give an example of what happens under the 
present code. Today, if any member of committee were fortunate 


enough to have a little reserve in cash and wanted to invest it in a 
iece of income-producing property at home, even a four-family 
ouse, being a Congressman and for various other reasons, he would 








GENERAL REVENUE REVISION 3123 


desire not to own it under his own individual name but rather through 
a corporation for the usual business reasons. 

There is limited liability or perhaps a nonentity of ownership. 
Within 2 years, or for any time wiak less than 3 years, but in this 
example, within 2 years, he may decide he would like to liquidate the 
corporation and sell the property. Again, if he is fortunate enough 
to have a gain, the Commissioner is indiscriminately asserting that this 
is a “collapsible corporation.” 

I ask the committee, how is it logically possible if a person who had 
bought under his own name would have had capital treatment, could 
he possibly have intended the use of a corporate device to convert what 
otherwise would have been ordinary income into capital gain because 
he would have had capital gain in the first place ? 

The reason the Commissioner apparently feels he can assert this 
type of a penalty, in my words, or weapon as some people have said, 
is that under the definition of the type of assets that qualify for col- 
lapsible treatment we now include in the current code a depreciable 
property used in the trade or business of the corporation. So, it is 
true that in the example I gave, where the Congressman owned this 
small business of income property, it would be property used in the 
trade or business and would qualify it. However, in the definition as 
Mr. Ash ahead of me mentioned, the taxpayer’s intent also is in- 
volved. He had to be using the corporation for some tax avoidance 
motive. 

I ask the committee, how is it logically possible for the proper intent 
to have occurred? I believe, of course, that that intent couldn’t have 
occurred. Therefore, if the Commissioner is going to blanketly assert 
collapsibility on every corporation that is dissolved within 5 years in 
such mmnane as I gave, it can only lead to lots of litigation because 
the taxpayer, if he is a client of mine, would be advised that he didn’t 
have the requisite intent because he in fact couldn’t have. 

Now, a petition in the Tax Court in our area takes 3 years to be 
heard. If there is an unfavorable determination as far as the tax- 
payer goes in the Tax Court and there is an a carried to the 
court of th it could be another 3 years. I can see where tax- 
payers will be encouraged to proceed with their legal remedies and not 
pay this tax because they feel so sure that they will succeed in court. 

Now, everything might be all right for purposes of raising revenue 
and having an orderly function in the Commissioner’s department, if 
it were not for the fact that he is violating the legislative intent. 
I, personally, as an individual, do not see where that prerogative 
occurs. 

Why, if the legislature passes a taxing statute designed to close a 
loophole—what justification is there for using that as a weapon just 
because you see some language that gives you the opportunity to do so? 

We have had the chance, fortunately, to read your advisory com- 
mittee’s recommendations on subchapter C. As that recommendation 
applies to collapsible corporations, they go along with the type of 
words that I have been using, only they have said it with more clarity 
and studied purpose because they are very eloquent and they are good 
tax men on the committee. 

We heartily recommend that if you have a chance to go over that, 
you will see how the legislature can correct an injustice and prevent 
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the use of Federal money as well as taxpayers’ money in defending or 
seeking favorable conclusions which, to my mind, can only go one way. 

It doesn’t serve much purpose to clutter up the courts and the 
Bureau fighting something w which you might decide in committee is 
apparently something that shouldn’t be there. We strongly ask and 
recommend that you pass new section 343, a proposed new section, and 
repeal existing section 341. 

Thank you very much for your attention. 

Mr. Foranp. Does that conclude your statement ? 

Mr. Kesrensaum. Yes, sir; it does. 

Mr. Esernuarter. You strongly endorse, in other words, the recom- 
mendations of the advisory group on subchapter C with respect to 
collapsible corporations ¢ 

Mr. Kesrensaum. Yes, Mr. Eberharter, we heartily endorse it. 

Mr. Foranp. The next witness is Mr. C. R. Holden. 

Will you identify yourself for the record, please. 


STATEMENT OF GRENVILLE R. HOLDEN, PRESIDENT OF F. C. 
HUYCK & SONS, RENSSELAER, N. Y. 


Mr. Horpen. Mr. Chairman and gentlemen, my name is Grenville 
Holden, and I am president of F. C. Huyck & Sons, of Rensselaer, 
N. Y. I am speaking only for my own company, and not for any 
other organization. 

Mr. Foranp. Do you have a prepared statement, Mr. Holden ? 

Mr. Hoipen. Yes, Mr. Chairman, I have filed a statement with the 
committee explaining my case, I hope, in an orderly and detailed 
way. 

Mr. Foranp. Do you want the statement in full to appear in the 
record ? 

Mr. Houpen. Yes, sir, I should like that. 

Mr. Foranp. Without objection, it is so ordered. 

(The statement is as follows :) 


STATEMENT OF GRENVILLE R. HoLpEN, PRESIDENT oF F. C. HuycKk & Sons 


Mr. Chairman and members of the committee, my name is Grenville Holden. 
Iam president of F. C. Huyck & Sons, of Rensselaer, N. Y. 

I should like to tell you about a problem that confronts our company and, I 
believe, most companies of our modest size. I ask that this statement be incorpo- 
rated in the record of your hearings. 

At its main plant at Rensselaer, N. Y., and also at a branch plant recently 
constructed at Aliceville, Ala., our company manufactures woven papermakers’ 
“felts” (viz., tough conveyor filter-belts used as moving parts of paper machines). 
At a small plant at Peterborough, N. H., we ae other industrial fabrics. We 
have recently acquired at Huntington Station, y. ¥., a small plant which makes 
precision instruments and control devices. We a have a Canadian subsidiary, 
which manufactures papermakers’ felts, bed blankets, and cloth at Arnprior, 
Ontario. 

Our business started as a partnership in 1870, and was incorporated in 1907. 
Now our consolidated assets are about $22 million and annual sales about the 
same. We have about 2,000 employees. 

I am filing this statement not because anyone else asked me to, or even 
suggested it. I am addressing you because our company has a problem ; because 
that problem is almost a standard problem with small corporations ranging in 
size from $1 million in assets to some much bigger than ours; because I believe 
you gentlemen will want to do something about this common problem; because 
what you can do will not only afford relief, but will also strengthen our small- 
business economy; and because in the long run such relief will not only not 
impair the Government’s tax revenue, but will probably increase it. I shall 
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describe later my recommendation for this relief, viz., the encouragement of 
stock dividends under a two-class common stock structure as a method of en- 
abling smaller corporations to finance their capital needs. 

Our company’s problem is that we need capital, not amounts that are large in 
proportion to our size, but a steady flow of new money from year to year, to buy 
new machinery, to finance expanding inventories, and to diversify our products. 
This need for more capital is not just momentary; we have felt this increasing 
pressure for some years, and if we are to remain healthy we see no escape from 
this increasing pressure in years to come. 

When I came with the company as its president about 7 years ago, it was 
burdened with some $4,500,000 current bank loans. In 1952 we took steps to 
make a public offering of stock through a registration statement and underwrit- 
ing. But it became evident that making such an offering was impossible even 
though the convertible preferred stock which we wished to sell was the most 
readily marketable kind of equity security at that time. Instead, we refunded 
the balance of the bank loans and obtained some new money by borrowing a 
total of $3,800,000 from insurance companies on 20-year unsecured sinking-fund 
debentures. Early in 1956 we negotiated a $5-million revolving bank credit 
available for 3 years—a strictly temporary expedient which in turn must be 
refinanced. 

Thus our capital needs in recent years have been met by debt financing, but 
throughout this period we have known that debt financing could not give us a 
complete or satisfactory long-term solution, and now we are at the point where 
even further debt financing will be limited or unavailable. 

As regards our ability to raise capital by selling equity securities, we have 
some good factors but they seem to be outweighed by adverse factors. Our com- 
pany has paid dividends every year during the 50 years of its corporate exist- 
ence; and during the 15 months to December 1956 the market value of our com- 
mon stock increased over 70 percent. On the other hand, our stock is not listed 
on any stock exchange, but is traded over the counter in a rather thin and infre- 
quent market, mainly in Albany, N. Y. Aside from our preferred stock, most 
of which was issued years ago, we have outstanding some 222,000 shares of com- 
mon stock (market value about 25) owned by some 550 stockholders. 

We are not in a position to raise capital by a public offering of conventional 
equity securities—whether common stock, preferred, or convertible preferred— 
because we are not yet widely enough known and our market is too “thin.” So, 
to supply our capital needs we want to develop a common-stock structure and 
stock-dividend policy which will enable our company to retain a larger amount 
of its earnings and, as the stock increases in value, at the same time attract a 
broader variety of potential investors. 

Of our earnings available for the common stock in recent years, we have been 
paying out only around 40 percent in dividends, but retention of the remainder 
does not satisfy our needs for new growth caiptal each year. When we con- 
sider our stockholders’ preferences, we knew that many of them would want 
to continue receiving cash dividends. We also believe, however, that many 
others would prefer not to receive cash dividends, provided that their dollar in- 
terest in the company’s net worth is not reduced by the payment of cash divi- 
dends to other stockholders while they receive none. 

In other words, some investors are interested in current return and others 
are interested in long-term appreciation. The desires of both can be satisfied in 
a single company by providing two classes of common stock. On one class the 
dividends would be payable in cash (either pursuant to charter requirement 
or decision of the directors) and, in like manner, on the other class the divi- 
dends would be payable in stock; that is, stock of that same class. This would 
give each kind of investor just what he wanted—one class of common stock for 
those who wanted current return and one for those who wanted long-term appre- 
ciation. It would enable the company to retain additional earnings to help 
supply its capital needs, and to broaden the market for future stock offerings 
by having types of stock available which are attractive to both kinds of investors 
instead of only to one. 

Up to this point we do not encounter any tax problem—or, at least, we should 
not. However, in July 1956, the Treasury Department proposed a new regula- 
tion—section 1.805-2—which would tax such stock dividends because of the 
mere existence of two classes of common stock. In other words, the stockholder 
is to be taxed on his stock dividend merely because he could have sold his stock- 
dividend class shares (incurring a taxable gain or loss) and then bought an 
equivalent amount of cash-dividend class shares. I am advised by counsel that, 
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in their opinion, this provision of the proposed regulation would be invalid, 
because it would violate the declared will of Congress in section 305 of the 
Internal Revenue Code. I doubt that the Treasury will proceed to promulgate 
this provision, and I am confident that you gentlemen and the Congress will not 
countenance it. 

To fulfill all the needs of the 2 types of investor, and of their company, how- 
ever, we must add 1 element to the 2-class common-stock arrangement. We 
must provide some degree of convertibility between the two classes; namely, 
there must at least be in the stock-dividend class the right to convert these shares 
into shares of the cash-dividend class. Without such a conversion privilege, 
holders'‘of the stock-dividend class would not have available for their shares the 
full extent of the market for their company’s stock at such time as they might 
want to sell, because their market would be restricted by buyers interested only in 
long-term appreciation. 

Do we encounter any tax problem at this point? Apparently, yes. Even if 
the Treasury eliminates the extreme provision of its proposed regulation, the 
Treasury’s attack on stock dividends is so broad that it would tax stock dividends 
even where a stockholder could obtain them only by surrendering the entire 
interest represented by his shares and exchanging it for a new entire interest 
represented by shares of a different class. There is grave doubt, as I am advised, 
of the validity of this aspect of the proposed regulation. Under the general rule 
laid down in code section 305 (a), any distribution by a corporation to its share- 
holders in its own stock is nontaxable. Under section 305 (b) (2), briefly 
speaking, there is an exception where, at the election of any of the shareholders, 
the distribution is payable either in the corporation’s stock or in money—and 
where this election exists a stock dividend is taxed just like cash. 

Until the Treasury’s recent proposal, it was, I believe, generally recognized 
that the kind of election which brought this exception into operation was limited 
to an election between receiving the dividend itself in one form or the other. Now, 
however, the proposed regulation plainly implies that the so-called election which 
will result in taxing stock dividends is far broader than any such free election. 
This broader taxable election would also include situations where (to be entitled 
to the election between stock and cash) the stockholder must incur a change of 
position, or legal detriment, that goes far beyond and is unrelated to the form 
of the dividend itself—as, for example, where he is required to give up his old 
stock and take a new stock. That is no election at all. And this proposed en- 
largement of the exception to the general tax-free rule seems just as unwar- 
ranted as it is unnecessary. I trust that you gentlemen will be prompt to take 
effective measures to preclude any such frustration of the will of the Congress. 

Thus, I earnestly urge you to take whatever steps are appropriate to make 
clear, first, that there is no objection to the use of 2-class common stock, with 
the right in the stock-dividend class to convert those shares into shares of the 
cash-dividend class, and, second, that stock dividends paid under such a cor- 
porate structure are nontaxable. 

I understand that, in a report transmitted to your committee under date of 
December 23, 1957, made by the advisory group on subchapter C, there was a 
recommendation for an amendment of section 305 (b) of the code under which 
the mere existence of several classes of stock would take stock dividends on 
one class out of their generally exempt status and, instead, make them taxable. 
In other words, the report tacitly recognized the questionableness of the extreme 
position taken by the Treasury in its proposed regulations, but resolved the prob- 
lem by proposing that this extreme position be written into the law. While the 
advisory group presumably desired to help the Treasury, I cannot believe that 
the advisory group thought of national-policy questions as coming within the 
scope of its assignment, nor that its recommendation purported to express any 
opinion on the effects of the Treasury’s position on the national economy. 

By proposing the new regulation, the Treasury has threatened to tax all such 
stock dividends, and others, too. As long as that threat stands—even though 
the regulation were not promulgated, and even though probably invalid if it 
were—the threat itself is practically as effective as law in making corporations, 
underwriters, and their lawyers refrain from using this sound method to enable 
smaller corporations to finance their capital needs. I think you will agree that, 
when an administrative threat can assume the force of law, Congress should make 
its own will unmistakably clear for all time. 

Finally, I would like to state briefly the considerations of sound public policy 
which stamp this recommendation as an urgent benefit for our economy: 
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(a) It will encourage small- and moderate-sized business, will broaden the 
ownership of private enterprise, and will encourage savings and investment. It 
is definitely anti-inflationary, in that it will not only promote the flow of corpo- 
rate funds into new productive capacity, but will also reduce the distribution of 
funds available for consumer spending. 

(b) It does not permit tax avoidance by stockholders. Any stockholder re- 
ceiving and selling a stock dividend takes a gain (if there is one) and pays his tax 
under existing tax law, which holds that he is not collecting a dividend, but that 
he is actually just selling a piece of the investment he already owned, now repre- 
sented by more pieces of paper than before. 

(c) It does not permit the corporation to enable its stockholders to avoid 
income tax by accumulating earnings beyond the reasonable needs of its business 
(code sec. 531-537). Stock dividends would continue to form no basis for ex- 
emption from the penalty tax under these sections, and any corporation which 
adopted the suggested structure te retain cash would have to comply with the 
requirements of reasonable needs of the business just as much as heretofore. 

(d) Actually, as this structure began to be used by corporations in need of 
additional capital funds every year, I think it is plain that the tax-free stock- 
dividend feature would tend to increase the Government’s tax revenues and not 
to decrease them. Corporations could obtain capital funds more easily and thus 
increase their earning power more easily, resulting in increased corporation-tax 
payments. Many corporations would be relieved of financing so much of their 
capital needs by debt; this would increase corporation-tax yields by reducing 
corporate deductions for interest without correspondingly reducing taxes on in- 
terest received by lenders, because increasingly such long-term debt is held by 
exempt institutions and by insurance companies paying low tax rates. 

(e) The position on stock dividends which the Treasury proposes would in- 
hibit growth in the very areas of small- and moderate-sized business, which 
suffer most from the growing scarcity of money, and where the country needs 
growth the most. 


Mr. Hoxpen. While I am here today, I want simply to state the 
case briefly and informally. 

Mr. Foranp. You may proceed. 

Mr. Hoven. We are a small company compared to 1,000 bigger 
ones in the United States. In 1957, we did a little over $20 millon 
in sales, with some 2,000 employees in small plants located in New 
York State, New Hampshire, Vermont, Alabama, Tennessee, Rhode 
Island, and Ontario, Canada. 

We do not make anything in the United States that you gentlemen 
would be interested in buying. We make highly engineered products 
for industry, including the paper, filtration, aircraft, and electronics 
industries. 

This business was founded in 1870 by a man of Dutch descent named 
Huyck. It was incorporated in 1907. 

Like everybody else, I suppose, I am here because I want something. 
What I want is good for my company. My company is typical of 
small business in the United States. For this reason I believe that 
what I want is good for small business generally. 

I know that I am talking to men who are very interested and very 
sympathetic towards the cause of small business. So are the gentlemen 
in the Senate, as shown by the tax-adjustment program which has just 
been introduced in the Senate to help small business expand. 

On that subject I listened with great interest to Senator Sparkman 
this morning. It has been concluded by his committee—that is, the 
Senate Small Business Committee—that small business is being choked 
at times and is generally “behind the eight ball” in its struggle to ex- 
pand in the face of competition offered by big business. 

This is my thesis too: Small business is being starved in competition 
with big business for new money to finance expansion. 
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What is my proposed solution? What I want is no panacea to cure 
all of the ills of small business, but it will strengthen small business 
against big business in the money market. What I want is a law. 

You gentlemen are familiar with this statement no doubt, that 
“there ought to bea law.” I want a law to provide that stock dividends 
on common stock shall not be taxable at current income-tax rates but 
only at capital gains rates when sold: (1) even where two classes of 
common stock exist and one is a cash dividend paying class; and (2) 
even where the stock dividend paying common is convertible share for 
share into cash dividend paying common. 

Stock dividends on a single class of common stock are not taxable 
under current law. Where two classes of common stock exist, how- 
ever, the Treasury has proposed a new regulation to tax stock divi- 
dends. Even if this proposed regulation proves contrary to law and 
does not issue, a proposed Treasury ruling could still tax stock divi- 
dends where the right exists to convert a stock dividend class into a 
cash dividend class. 

I want now to show that such a regulation, or such a ruling, is con- 

trary to public interest and contrary to the objectives of congressional 
policy. 
Why do I propose tax treatment of stock dividends opposed to the 
Treasury position? Why do I want this law, in other words, to pro- 
vide that stock dividends on common stock shall not be taxable at 
current tax rates but only at capital gains tax rates even where two 
classes of common stock exist, stock dividend and cash dividend 
classes, and even where stock dividend shares are convertible into 
cash dividend shares? : 

I propose such a law because without it the small company is at a 
great disadvantage in raising money for expansion and sound growth 
as compared with the big company. 

Unless we do get a law like the one I propose, the Treasury’s pro- 
oh rulings are just going to join a lot of other factors helping the 

ig companies get bigger, and the small companies get relatively 
smaller. 

In this sense, I am sure you are already wondering, “What is a big 
company, and what is small business?” For this purpose—financing— 
my company received the answer to that question in 1952, when we 
tried to sell $4.5 million worth of convertible preferred stock to the 
general public. We could not do it. Instead, we finally had to bor- 
row $3.8 million from several insurance companies, who, incidentally 
pay only a 10 percent tax on current income, or less, and we borrowed 
that money on 20-year sinking fund debentures. 

In 1956, we still could not sell stock on satisfactory terms, and so 
we borrowed $5 million more. This time it was from 4 big banks, for 
3 years. We have to pay back that money next year. We are now 
thinking of borrowing long-term money at a high rate from a pension 
fund to retire the bank loans, and, incidentally, the pension fund will 
not be taxed on interest income received. Such income is tax-exempt. 

Our own earnings after taxes will not finance our growth plans. 
Therefore, unless we can borrow or sell stock we cannot grow. You 
may wonder why we cannot sell stock. 

e are a good company. In over 50 years we have lost money in 
only 1 year, and that was in 1932. We have paid dividends every 
year for over 50 years. We are a stable earner, with a new and big 
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growth potential in precision instruments, electronics, and the auto- 
mation field. 

There are two reasons why we cannot sell stock. First, our market 
is too thin. We are unknown except in a few small communities whose 
citizens do not have the kind of money we need. We have today only 
about 500 stockholders. 

Secondly, our stock is too hard to sell to make it worthwhile for in- 
vestment bankers and brokers to underwrite what they consider “small 
potatoes.” “Small potatoes” seem to be se up to $5 million, 
and it takes $10 million or more to justify national distribution. 

Even with a $10 million stock issue, what chance does the small 
little-known company have if any big outfit is in the market for money 
at the same time? There are several hundred industrial companies 
in the United States with sales exceeding $100 million per year. To 
be specific there is a Fortune magazine study showing that some 350 
industrial companies in the United States have sales over $100 million 
a year, and that more than 500 companies have sales more than $60 
milliona year. These are industrial companies only. Hundreds of big 
banks, utilities, transportation companies, chainstores, insurance com- 
panies, and Government authorities compete too for investment money. 

There are probably more than 2,000 companies in the United States 
with sales greater than ours. 

These big companies and agencies dominate the money market and 
they leave poor pickings for us small fellows. If this situation is 
difficult for a company doing $20 million in sales, you will realize that 
it is increasingly difficult for a company doing $10 million, or $5 
million, or $1 million. 

If my company’s sales were $100 million or even $75 million a year, 
I would not be here today. But they are not. 

If the situation is as bad as I have described it, how could my pro- 
posed law on stock dividend common help us to raise money? Such a 
law would help us for some very good reasons. 

First, here is the nub of this whole case. If it can get money for 
growth, the up and coming well-led, technically competent company 
can be a very much better capital gains prospect than the big com- 
pany, because obviously it has its big growth ahead of it. This single 
fact can be turned into a big and real competitive advantage in the 
money market. It is iaupdepithe to overestimate or overemphasize this 
point, this point of difference between the small company and the big 
company. 

Secondly, a 2-class common stock structure can help raise the money 
small companies need because it gives each investor exactly what he 
wants. The capital gains seeker can buy the stock dividend class 
knowing that the company’s earnings on his class will be reinvested 
and not paid out in cash. Also, he knows that in buying such stock, 
if the right of convertibility is established, this right to convert to 
cash dividend class stock offers the prospect of current cash income 
when or if converted. 

In the last analysis it is the right to current cash income which 
makes the market for any security. 

In contrast to the capital gains seeker, the current income seeker 
can buy cash dividend stock, enjoy cash income and still share to some 
degree in the growth of the company. 
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Because I believe that such a law would give the small company a 
competitive advantage over the big company in the money market, I 
am not proposing that the 2-class common stock idea be restricted to 
companies under $100 million in sales. The 2-class common stock 
plan would help raise money for the smaller companies down to $1 
million or less in annual sales. 

The smaller the company—and incidentally here is another ex- 
tremely important point—the more the 2-class plan would help. The 
money raising ability of the $100 million company would not be im- 
proved much, if any, by the 2-class common plan. 

The Treasury Department and your staff will of course be vitally 
interested in the effects of such a 2-class common stock on Federal 
revenue. So what would such effect be? 

It is my considered opinion that stock dividends will not cost the 
Government tax money for several reasons. 

The first reason is this: If the small companies use such a plan to 
finance growth, the national income is bound to grow and tax revenue 
generally is bound to increase without any increase in tax rates. 

Second, such financing is noninflationary as compared with cash 
dividends which go to people who spend the money on consumer 
goods, and as compared with borrowings from banks which inflate 
the currency medium. Such financing therefore protects the value 
of money. 

I am sure that you Congressmen are all familiar with the inflation- 
ary spiral which requires us to pay each year more and more money 
for the same materials for schools and roads as well as for armaments. 

Third, the alternative to a 2-class stock plan, that is, borrowing to 
finance growth, may actually decrease Federal tax revenue for two 
reasons. 

First, there is the fact that interest is a tax-deductible business ex- 
pense for the taxpayer, as compared with earnings “plowed back” on 
stock dividend common, and earnings paid out in cash dividends on 
cash dividend common. 

Second, interest income to insurance companies from which we and 
many other small businesses borrow is taxed at low tax rates, 10 per- 
cent or less. 

Third, interest income to other institutional lenders like pension 
funds, trust funds and so on, is tax exempt, and it is from these in- 
stitutions that our company proposes to borrow money for further 
expansion if we are unable to sell stock to the public. 

In conclusion, I know that you gentlemen are vitally interested in 
small business as the foundation of this country’s economic and 
political health. To strengthen the competitive position of small 
business in the money market, anud thus to help finance growth, I 
urge you to enact a law to make it clear that stock dividends are still 
not taxable at current income tax rates but only at capital gains 
rates when sold, even where two classes of common stock exist and 
one pays cash dividends, and even where the stock dividend paying 
class is convertible share for share into the cash dividend class. 

Mr. Foranp. Does that conclude your statement, Mr. Holden? 

Mr. Howpen. Yes, it does, sir. 

Mr. Foranp. Mr. Eberharter will inquire. 
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Mr. Esernarrer. Mr. Holden, have you ever appeared before any 
of the Select Committees on Small Business of either the House or 
Senate with your proposition ? 

Mr. Hotpen. No, sir, Mr. Congressman, I have not. This is my 
first appearance before a congressional committee since the war. 

Mr. Exsernarrer. Thank you very much. 

Mr. Foranp. Thank you for your appearance and the information 
given the committee. Rest assured that our staff will go through 
all of these recommendations very seriously. 

Mr. Hotpen. Thank you. 

Mr. Foranp. The next witness is Mr. Richard Rosenthal. 

Mr. Rosenthal, will you identify yourself for the record. 


STATEMENT OF RICHARD L. ROSENTHAL, PRESIDENT OF CITIZENS 
UTILITIES CO., STAMFORD, CONN. 


Mr. Rosentua. I am Richard L. Rosenthal, president of Citizens 
Utilities Co., whose administrative oflices are at Stamford, Conn. 
I am appearing here on behalf of Citizens, and the purpose of my 
appearance is to testify in opposition to section 6 of the advisory 
committee subchapter C report, that is the subchapter C advisory 
committee’s report. 

Mr. Janin. I am Harry Janin, assisting Mr. Rosenthal. 

Mr. Foranp. Do you want your full statement to appear in the 
record ¢ 

Mr. Rosentua. Yes, sir. 

Mr. Foranp. Without objection, that will be done. 

(The statement is as follows:) 


STATEMENT OF RicHARD L, ROSENTHAL,’ PRESIDENT OF CITIZENS UtTrILiTies Co., 
STamMForpD, CONN., IN RESPECT OF SECTION 6 OF THE SuBCHAPTER C ADVISORY 
Group PROPOSED AMENDMENTS 


Citizens Utilities Co. has been properly denominated as a grass-roots utility. 
It serves well over 200 smaller communities in 8 States—Arizona, California, 
Colorado, Idaho, Illinois, Maine, Pennsylvania, and Vermont—with basic util- 
ities. For a number of reasons I shall cover, Citizens is vitally concerned with 
the recommendation of the subchapter C advisory group which proposes to treat 
stock dividends distributed under two-class common capitalizations as taxable 
distributions. This recommendation is embodied in section 6 of the subchap- 
ter C advisory group proposed amendments, which proposes an amendment of 
section 305 of the code. 

We are mindful of the admonition contained in the advisory group’s letter of 
submittal to the chairman of the Subcommittee on Internal Revenue Taxation 
that the conclusions expressed in its report were not presented “as final and 
definitive.” It is encouraging to observe that these recommendations have been 
projected for public discussion for, as the chairman of the subcommittee has em- 
phasized, the report and the proposed amendments have not been considered 
or approved by the Subcommittee on Internal Revenue Taxation or any member 
thereof, nor by the full Committee on Ways and Means or any member thereof. 
The course here adopted accords with the highest traditions of the democratic 
process and merits everyone’s commendation. 

In evaluating the desirability of section 6, it would be helpful to sketch, in 
quick strokes, the evolution of the two-series common capitalization. This we 
are uniquely in a position to do, because it was Citizens which originated this 
new concept—a creature of the heavy capital requirements the Nation’s galvanic 
growth imposed on smaller utilities. 





1 See appendix No. 2 for personal biography and background. 
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I, BACKGROUND 


During the decade prior to 1955, Citizens’ management had introduced and 
followed a halfstock-halfcash annual dividend policy. Underlying this policy was 
a conviction that Citizens’ progress would best be facilitated if the equity seg- 
ment of its capital requirements was provided, as much as possible, through the 
use of retained earnings. The policy sought two goals: building up and main- 
taining the equity portion of Citizens’ total capitalization at satisfactory levels; 
and, simultaneously, avoiding the dilution of the individual shareholder’s equity 
that would otherwise have resulted from the public sale of additional shares of 
stock—for reasons I shall cover in detail later. 

By 1955, however, it became apparent that the halfstock-halfcash dividend 
policy was no longer adequate to meet the stepped-up level of capital require- 
ments the Nation’s population growth and decentralization were imposing on 
utilities, particularly those serving non-urban areas. Citizens’ management, 
therefore, was compelled to explore the feasibility of an all stock-no cash 
dividend policy in order to maximize the use of retained earnings. Although 
Citizens’ shareholder family admittedly was uniquely educated to the nondilution 
benefits of a stock dividend policy, Citizens’ management concluded that only 
a poll of its shareholders would objectively establish general reaction to an all- 
stock dividend policy. 

The poll disclosed that 55 percent of the shares replying favored an all-stock 
dividend policy, 38 percent favored the continuance of the half stock-half cash 
dividend policy and 7 percent favored an all-cash dividend policy. 

Because this result demonstrated that an all-stock dividend policy was not 
acceptable to a large minority of even Citizens’ educated shareholder family— 
but encouraged by this indication that an all-stock dividend policy was accept- 
able to the holders of a substantial amount of Citizens’ common stock—the two- 
series common capitalization was thereafter evolved by Citizens’ management 
as the most feasible and effective means of meeting both Citizens’ mounting 
capital requirements and the desires of its owners. 

Our company thereafter applied to the Service for a ruling as to the tax 
status of the stock dividends contemplated under the two-series common capi- 
talization. In two official rulings, issued in August 1955 and December 1955— 
rulings absolutely unequivocal, without any reservation—the Service firmly 
committed that such stock dividends would be non-taxable as distributions within 
the terms of section 305 (a). 

Following the issuance of these rulings, in January 1956 Citizens Utilities’ 
shareholders approved by an overwhelming vote appropriate charter amend- 
ments implementing a recapitalization plan. Under this plan, Citizens’ share- 
holders had the right during a 75-day ensuing period to exchange what then 
became series B for series A common shares on a share-for-share basis. 

It is important to note that no provision restricts the dividend declarations 
on series A common to stock dividends; and likewise no provision restricts the 
dividend declaration on series B common to cash. Citizens’ management had 
indicated, however, its then intention to declare only cash dividends on series 
B common and to declare only stock dividends on series A common and that 
policy has been followed since 1956. 

It is equally important to note that the rulings issued by the Treasury to 
Citizens in August and December 1955—rulings absolutely unequivocal, without 
any reservation—were bottomed on the premise that the Citizens’ shareholder 
had no election as to the medium of payment and hence was not within the 
orbit of section 305 (b). And indeed that premise is in accord with actuality. 
As the dividend declarations of Citizens during the past 2 years demonstrate, 
the series B shareholder is entitled only to cash. He never has the right to take 
stock in its stead, because only cash dividends have been declared on the series B. 
Likewise, the series A shareholder has been entitled only to the stock dividends 
declared on that series. He has no right to take cash. Indeed, there is a 
specific provision in Citizens’ charter that once a dividend on either series has 
been declared, the series A common cannot be converted to series B common 
during the period from the date of declaration to the date of record—a charter 
provision incorporated, incidentally, at the suggest of the Treasury to preclude 
the potential application of section 305 (b). And the series B is not convertible 
into series A—ever. It is, therefore, utterly unreal to maintain that the Citi- 
zens’ shareholder has an election as to medium of payment received. With the 
assistance of the Treasury, we made sure he would never have such election 
available to him. 
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Nonetheless, as the report of the advisory committee points out (on p. 13), 
the Treasury’s proposed regulations subsequently promulgated, in August 1956, 
proposed to construe the election language in section 305 (b) to cover the sit- 
uation of the two-series common capitalization, “the position being that the 
mere existence of such several classes of stock confers a choice on the share- 
holder.” [Emphasis supplied.] 

The Treasury’s position ¢annot be squared with either financial or legal real- 
ities. An election presupposes a legal right in the shareholder to obtain payment 
of a specific, particular dividend in one medium or another. No shareholder of 
Citizens Utilities has such right. The series A shareholder has the right only 
to the dividends declared on that series; so with the series B. It contravenes 
financial and legal sense to contend that the mere existence of two series of com- 
mon stock, in a situation such as Citizens Utilities, confers a choice or the 
opportunity for choice on the shareholder. 

For just these same reasons, the proposal of the advisory group embodied in 
section 6 is not in accord with the realities. 

With your indulgence, I should like to discuss this matter first in terms of the 
national interest; and, thereafter, in terms of the interests of the more than 
5,700 shareholders of Citizens Utilities Co., to whom the favorable Treasury 
rulings ran, and the more than 275,000 people served by Citizens’ electric, gas, 
water and telephone properties in Arizona, California, Colorado, Idaho, Illinois, 
Maine, Pennsylvania, and Vermont, whose utility rates have been favorably 
affected by the relatively lower cost of capital which the two-series capitalization 
affords Citizens Utilities Co. 


II. SECTION 6 WOULD INHIBIT THE HEALTHY GROWTH OF OUR ECONOMY 


Our present economic unsettlement emphasizes anew that the business cycle 
eannot be eliminated by fiat, “new era” declarations or even the best intentions 
of the best of men. Current legislative and executive concern demonstrate once 
again how important has become a contemporary requirement of relative stabil- 
ity—to the maximum extent obtainable—in an expanding economy. 

Similarly, there has been no “repeal” of a pragmatic economic law: The 
economy is most vigorous, most healthy and most productive only when it is 
characterized by a high level of capital goods creation. 

In turn, additions to plant and facilities must be financed; and they should 
not be financed by debt alone. For the economy to continue healthy, there must 
be a sound relationship between equity and debt capital. If financing should be 
primarily or unduly from debt capital sources, corporate positions would be 
precariously poised; and the first real economic ill-wind would create societal 
chaos. 

This is no empty, dire theory. The thirties are still too much with us (with 
recollections of bankruptcy and reorganization among the companies with too 
high a debt ratio, particularly in the utility and railroad fields) to allow us to 
ignore the realities; and the events of the past six months constitute a timely 
reminder. The 1957 Economic Report of the President prophetically reminded 
us that in a high-level economy like ours the threat of recession can never be 
outlawed. It contended that governmental policies “aided by private, stabilizing 
influences, can prevent a minor contraction from turning into a spiraling de- 
pression.” The “private, stabilizing influences” are expenditures for additions 
to, and replacement of, plant and equipment. 

The conclusion is inescapable that for the economy to continue to grow at a 
rate fully responsive to population increase and in a healthy, productive, 
relatively stable fashion, there must be reasonably constant increments to 
productive facilities. The stability of such growth will obviously be threatened 
if the increments are not financed in adequate measure by equity capital, but 
rest immoderately on a shaky debt foundation. In turn, the economy gener- 
ally—all elements of it—derives from such growth a high level of employment, 
high corporation and individual income, high tax revenue and, as a consequence, 
a vitally necessary level of thorough economic well-being. 

Even apart from the individual best interest of all of our population in such 
an economy, we have had demonstrated to us recently that there is an over- 
riding consideration. International events of the most recent past have brushed 
away the cobwebs. Superimposed on the challenge to our economy of its 
domestic requirements—the maintenance of the economic well-being of our 
population—is the necessity of creating, building and marshalling industrial 
resources of the most advanced and highest order to respond to a muscled, 
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external challenge to our existence. Hamstrung in its ability to raise capital 
efficiently and economically, the eeonomy—and our society—would be shackled 
by the ineptitude of internal events. Pushed into the circumstance that it must 
raise such capital inordinately through debt means, the economy will become 
inordinately—and dangerously—vulnerable; and rampant inflation could also 
well ensue. 

The times and their challenge, the national interest, require encouragement 
to innovation and imagination no less in the fiscal field—the raising of equity 
capital in the most efficient and economic fashion palatable and acceptable to 
investors, and not dilutive of their interests—than in the fields of science and 
armament. 

No scientific advancement, no achievement in weapons’ design, no break- 
through in any material area is valid or meaningful absent provision of the 
facilities to bring it from prototype to quantity production. Such facilities do 
not materialize stillborn. Capital—including equity capital in adequate pro- 
portions—must be raised to provide them. 

The implications of the gauntlet which has been tossed into space carry capi- 
tal requirements for industry which dwarf precedent. Unless private investors 
are encouraged adequately to respond to this challenge, a major part of the 
fundamental conflict will have been lost—because the alternative, provision of 
capital by the Government, will necessarily ultimately suggest that the Govern- 
ment should itself own the means of such production. 

The impact of the two-series common capitalization upon Citizens’ develop- 
ment serves to accentuate by example the salutary role this form of capitaliza- 
tion may play in reaching toward these objectives. There is attached hereto 
a calculation in table form (exhibit A) that demonstrates the aggregate addi- 
tion to facilities which the series A-series B capitalization will permit Citizens 
to add over the decade 1956-66. The table shows that the preference of 
75 percent of the shares to own the series paying stock dividends permitted 
Citizens to retain $650,000 of its annual earnings in the first year under the 
reclassification. This increment in retained equity funds has been projected 
forward for 10 years, assuming, conservatively, a rate of growth in per share 
earnings and dividends which is less than recent company experience. For the 
decade these annual retained earnings should aggregate not less than $7,800,000. 
As a result of this retention, the company will be able to sell $18,200,000 of 
bonds in the period—supported by these retained $7,800,000 earnings as equity— 
without a topheavy, debt capitalization. 

As the table (exhibit A) demonstrates, the 2-series common capitalization will 
permit Citizens to finace an aggregate of $26 million of plant improvement over 
this 10-year interval without external equity financing via the public sale of 
common shares. Citizens’ net plant account at December 31, 1956, was some 
$19,200,000. In the last 10 years, Citizens spent $19.500,000 on additions to plant 
and equipment. These expenditures of the past decade aggregate 322 percent 
of our entire depreciated plant account at the beginning of the period. Our 
net plant account increased 220 percent in the period 1946-56. 

Thus, the 2-series capitalization will permit Citizens to increase its size by 
160 percent over the next 10 years without the necessity, cost, and dilution of 
public equity financing. Citizens’ capital expenditures for new facilities were 
$2,200,000 in 1955 and $3,800,000 in 1956. It can be seen, therefore, that Citizens’ 
2-series capitalization will permit it to finance—without public sale of equity— 
a construction program over the next 10 years averaging $2,600,000 annually, or 
about the median between 1955 and 1956 plant additions. 

By reason of its two-series capitalization, Citizens can look forward to and 
plan the provision of the material additions to plant and equipment facilities 
necessary to increase availability of the electric, gas, telephone, and water serv- 
ices so essential to the growth of America’s economic frontier. 

But Citizens is only an example, because it was first. Analogous—and equally 
important—consequences would comparably benefit other growth companies simi- 
larly situated. 


III. SECTION 6 WOULD MAKE MANDATORY DILUTION OF EXISTING SHAREHOLDERS’ 
INTERESTS 


Axiomatic to both corporate operation and the fiduciary responsibility of 
management is the premise that the corporation’s affairs should be conducted in 
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a manner which will avoid any dilution of the interests of the existing share- 
holders. Any other course is essentially a deprivation of property rights.’ 

In fact, it is self-evident—when a priori conclusions and precedent are dis- 
carded and the problem is thought through from scratch, as it deserves to be— 
that the procedure of paying out a high level of cash dividends at a time when 
the company paying such dividends requires additional equity capital, results in 
the most direct dilution of shareholders’ interest—entirely without consideration 
of, and apart from, the impact of taxation on such dividends. Take the example 
of the company paying out $1 million in cash dividends, at the same time that its 
growth requires additional equity investment of $1 million to support its expan- 
sion. In order to recoup the $1 million, the company must sell not less than 
$1,150,000 worth of common stock. The differential ($150,000) is absorbed by 
registration expenses, legal, accounting and other fees, the expenses of obtaining 
the approvals of federal and state regulatory agencies, and underwriting fees 
and/or “underpricing” which would be involved in public sale of the shares to 
raise this aggregate fund. 

Thus, the conventional procedure of high cash dividend payout and public sale 
of common stock to recoup the equity funds shortly theretofore paid out in divi- 
dends dilutes the interests of the shareholders in such equity financing by no 
less than 15 percent. No matter the shareholders’ desires, they cannot buy 
$1,150,000 worth of common stock (which would provide the corporation with 
$1 million, net after the expenses and costs listed above) with $1 million. And, 
of course, collectively they would not have $1 million by reason of the tax impact 
on such cash dividend distribution. 

Essentially, for growth companies which have equity capital requirements, 
the conventional procedure requires shareholders to pay an income tax and 
suffer dilution (via financing expense) to put back into the business as equity 
the very same amount of money declared out as a dividend immeditely there- 
tofore. 

In an enterprise economy, sound public policy should call for a tax structure 
which encourages growth companies to pursue that course of financing which 
provides adequate amounts of equity (as distinguished from debt) capital at 
lowest cost, and simultaneously permits them to avoid the dilution of share- 
holders’ interests. When a plan which meets these objectives also harmonizes 
with the investment objectives of the shareholders of the corporation, it must 
contribute to the body economic—it cannot detract from it. 

In terms of pure economic considerations, moreover, the lower the cost of 
equity capital, and the easier it is to obtain on an equitable basis—i. e., without 
dilution of existing shareholders’ interests—the more productive is likely to be 
its use. Equity capital growth produces capital gains; equity capital dilution 
cannot give rise to them. 

Moreover, to the extent that equity capital is made more costly to obtain, or 
its procurement necessitates the dilution of existing shareholders’ interests, 
companies must increasingly resort to borrowed capital for expansion purposes. 
In the event that such debt financing is the alternative which the corporation is, 
in effect, coerced into electing—by the combination of the higher cost of equity 
capital and unavoidable dilution of shareholders’ interests—the corporation re- 
ceives a deduction for interest paid ; and that deduction adversely affects Govern- 
ment tax revenues to the extent of 52 cents for each dollar deducted. 

If the recipients of such interest payments were all either corporations subject 
to a 52-percent level of taxation or individuals or other taxpaying entities in 


2 This viewpoint was well stated—indeed, the words are almost those used by the Presi- 
dent of Citizens in eee supporting rate increase applications, stemming from 
increased capital investment—in an article which appeared in the National Tax Journal in 
September 1951: 

“In my opinion, an issuance of new stock at a price which involves dilution of the 
interests of existing stockholders comes very close to being a fraud against those stock- 
holders unless it is vitally necessary to secure funds to prevent a real deterioration in a 
company’s competitive position. Some managements may be willing to expand under con- 
ditions that involve dilution of the interests of existing stockholders, and some stockholders 
may be willing, perhaps through ignorance, to have their interests thus diluted. But it is 
poor public policy to establish a structure of taxation under which growth through stock 
financing can occur only when stockholders are naive and managements ignore their 
interests” (Dan <Dronp Smith, Role of Invested Capital Base in Excess Profits Taxation, 
National Tax Journal, September 1951). 


This conclusion is so fundamental—and so fundamentally correct—that it survives and 
transcends the side of the curtain from which it is enunciated: dais or audience. Surely 
the verity of the contention in nowise diminishes because the role of its author has been 
transposed from that of critic to that of formulator of tax policy. 
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52 percent or higher tax brackets, obviously there would be no net deprivation 
to the revenue. 

But this is not the case. 

Debt securities today are almost exclusively sold to pension funds and other 
tax-exempt organizations, or to life-insurance companies. Therefore, the al- 
ternative of increasing use of debt financing—to avoid high equity financing 
costs and dilution of shareholders’ interests—has the consequence of substantial 
loss of tax revenue, because the interest deduction is in a 52-percent bracket; 
and the interest receipt is primarily by organizations wholly exempt from tax, 
or which pay effective tax rates approximating 6 percent. 


IV. FUNDAMENTAL DIFFERENCES BETWEEN UTILITY AND INDUSTRIAL CORPORATIONS 


Essential to any thoroughgoing evaluation of the economic consequences of 
growth and the capital requirements that flow from, or are necessary to support, 
such growth is a thoroughgoing cognizance of the difference between utility and 
industrial enterprises. 

For example, the manufacturer of polyethylene, faced with a prospective 
market demand substantially in excess of capacity, has three alternatives: 
expansion of productive capacity to a level calculated to meet the demand; 
limited expansion to a level not calculated to meet demand; and no expansion 
whatsoever. Thus, the manufacturer of any industrial commodity, goods, or 
service may deliberately elect to “stand pat.” By so doing, he may, in corporate 
action, evidence a conclusion that he is satisfied with a low-cost, primary posi- 
tion and does not desire to attempt to cope with the problems—capital and 
other—attendant expansion. 

The utility company, however, is in a diametrically opposite position. Faced 
with a prospective demand for products or services in excess of its then ability 
to supply, it is a settled matter of regulatory law that the utility must, by its 
eonstruction of capacity, anticipate likely future demand and be in a position to 
satisfy it when the prospective demand materializes. The utility cannot elect 
to “stand pat” in the circumstances of prospective demand in excess of capacity. 
Its franchise requires it to serve all those who desire service, when they desire 
it, and in the quantities they elect to use. Thus, in an expanding economy— 
expanding both in terms of population and living standards—the utility must 
expand ; under law, it literally has no alternative. 

It also follows from the above facts that in an expanding economy, the utility 
will have constant, recurring capital requirements for expansion—requirements 
it cannot elect to ignore or reject. The industrial, on the other hand, may at 
any time decided to limit its capital investment by deliberately electing not to 
expand, regardless of the likely market requirements. 

This is not the only distinction. The industrial which decides to expand may 
elect to finance its expansion 100 percent by debt. There are no inhibitions 
on its use of debt versus equity capital, except its own financial policies and 
the availability of debt capital at reasonable cost in the market place. Thus, if 
the industrial elects to expand, it may, if it desires, effect such expansion en- 
tirely from debt capital sources—particularly in the circumstances of the availa- 
bility of accelerated amortization certificates and/or accelerated depreciation 
for tax purposes. 

The utility company, however, is in a diametrically opposite position with 
respect to the use of debt versus equity capital for expansion. All utilities must 
obtain the approval of regulatory agencies (Federal and/or State) with respect 
to their financing patterns and media. In turn, the regulatory agencies have 
consistently required the maintenance of what they regard as safe or proper 
equity ratios; and, generally, these agencies require equity-debt ratios of better 
than 30/70 percent.* The utility has no choice in these circumstances. It must 
conform to the financing patters established or its financing will not be approved 
by the regulatory agency. No matter its management’s viewpoint, the utility 
then cannot finance expansion from debt sources alone. And it has only two 
alternatives for equity capital: retained earnings; or the sale of additional 
shares of common stock. The former does not dilute the shareholders’ interests; 
the latter does. And even shareholders who are amenable to the 100 percent 
use of earnings by the corporation as the equity segment of expansion capital 
requirements, in practice desire some concrete manifestation of this reinvestment 
of their capital. Although, theoretically, they should not, a corporation seeking 


In the electric field. In telephone, the equity ratio required is considerably higher. 
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status in the investment marketplace must conform to what is, rather than what 
should be. Stock dividends meet the shareholders’ requirements for tangible 
evidence of reinvested earnings. 


V. SECTION 6 THREATENS TO INCREASE CONSUMER’S RATES 


A fundamental in utility ratemaking is that rates should be no lower than 
those necessary to produce revenues equal to cost of service. Cost of service, in 
turn, has been universally defined by the regulatory agencies—Federal and 
State—as encompassing operating expenses (including depreciation and taxes) 
plus the cost of capital. In turn, the cost of capital comprehends the earnings 
necessary to support and attract equity investment in the marketplace. 

Clearly anything which reduces the cost of raising equity capital reduces a 
company’s overall cost of capital and permits it to render service at rate levels 
comparatively lower than would otherwise ensue with a higher cost of capital.‘ 
Thus, this plan which permits a utility company to raise equity capital at mini- 
mum cost is directly in the benefit of the consumers which it serves. 

We have previously pointed out the extensive expansion of plant and equip- 
ment—and, therefore, service to consumers—which the two-series common cap- 
italization will facilitate for Citizens. Of equal importance is the fact that 
the more than 200 communities and 68,000 consumers served by Citizens—a 
population exceeding 275,000—can look forward to continued increases in quan- 
tities of these utility services at lower rates than would otherwise obtain— 
because the two-series capitalization enables Citizens to obtain its equity cap- 
ital at minimum cost. The lower the cost of raising a utility’s capital, the 
lower the utility rates. 

Section 6, unless modified, threatens to increase the cost of raising the 
equity segment of capital by choking off stock dividend distributions and com- 
pelling public offering of common stock. The increased cost of equity capital 
must result in higher rates. 


vi. UNINTENDED BENEFIT? 


It is to be noted that the discussion of section 6, as set forth on page 13 of 
the advisory group’s report, does not elaborate the grounds for the recommended 
amendment of section 305, apart from a reference to the Treasury’s position 
reflected in its proposed regulations (the dubious character of which is ac- 
cented by the fact that more than a year and half has elapsed since the pro- 
mulgation of the proposed regulations and no final regulations have yet been 
promulgated). The advisory group, in its letter of submittal of the report, ob- 
served that in determining upon its recommendations it sought to balance as far 
as practicable four “desirable objectives.” The only one which has seeming 
pertinency is the stated objective of “(i) removing unintended benefits and 
hardships under subchapter C.” To dispel any notion that the nontaxability 
of stock dividend under two-series common capitalizations constitutes an ‘‘un- 
intended benefit,” a memorandum (appendix No. 1) has been prepared by 
our tax advisers tracing the legislative history of section 115 (f) (2) of the 
1936 Revenue Act, the precursor of section 305 (b). The analysis therein pre- 
sented clearly refutes any notion that the nontaxability of stock dividends 
under a two-series common capitalization constitutes an “unintended benefit.” 


VII, THE HIDDEN PERSUADER—REVENUE “LOSS” 


Candor requires that we meet four-square the “hidden persuader” which con- 
ceivably lurks in the background as the motivating drive for the legislation 
under review and which undoubtedly colors the Treasury’s attitude. This 
is the not quite openly expressed contention that revenues may be lost if 
amendatory legislation is not enacted. If this question is to be rationally re- 
solved, the issue must needs be examined objectively and without prejudgment. 

No one challenges the obvious proposition that subjecting stock dividends— 
all stock dividends—to taxation at the time of distribution as if they were 
cash dividends would yield more immediate revenue than their treatment as 


*The special importance to the utility field of Citizens’ reclassification was highlighted 
by A. W. Whittlesey, senior vice president, the First Pennsylvania Banking & Trust Co., 
Philadelphia, in an address given before the Pennsylvania Gas Association on May 23, 1956, 
in which he heralded Citizens’ plan as a development which is “extremely fomeetens to 
the utility industry, and most particularly to the smaller companies in the gas industry.” 
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nontaxable distributions. But this simple statement does not comprehend the 
actual alternatives. 

The corporation with a compelling need to retain and reinvest earnings 
to meet its capital requirements, if faced with legislation such as section 6, 
would perforce alter its dividend policy. It would have to, because clearly 
it invites disaster if it continued cash dividends on its series B stock and stock 
dividends on its series A shares. 

Part-stock—part-cash dividend policy —tIn the face of such legislation, man- 
agement would be compelled to consider a policy of part cash and part stock 
dividend on both series of common, Thus, for Citizens Utilities, one alternative 
would be to shift to a 25 percent cash—75 percent stock dividend policy in respect 
of all its shares. Thereby, Citizens would retain the same aggregate amount of 
its earnings as would result from a 100 percent stock dividend on its present 
series A and a 100 percent cash dividend on its present series B shares. The 
general outline of the tax-revenue impact of such an alternative upon Citizens’ 
shareholders as compared with the tax-revenue impact under the existing rule of 
not taxing the stock dividends is projected in exhibit B. 

The tabulations shown in exhibit B underscore the basic point that there is no 
substantial tax-revenue differential between (a) a 100 percent cash dividend 
on the class B stock under a two-series capitalization and (bv) an equivalent 
cash dividend payout plus supplemental stock dividend (25 percent cash—75 
percent stock dividend in Citizens’ case) on all shares. Under the former, the 
revenue approximates $114,000 while under the latter, revenues increase to 
$128,000, an increase of one-eighth. True, it may be that the tax-revenue differ- 
ential would assume importance dimensions if a 2-series capitalization were 
juxtaposed against a 100 percent cash—no stock dividend policy. But it is wholly 
unrealistic to assume that a corporation planning a two-series capitalization 
would close its eyes to the alternative dividend policy of part-cash and part-stock 
dividend on both series. 

In 1955, it should be noted, some 289 companies of consequence in which there 
was general investor participation declared stock dividends. The number in- 
creased markedly in 1956 and 1957.2. Many of these companies paid a large 
percentage of their dividends in stock: others paid all of their dividends in 
stock; and others made their stock dividends supplemental or relatively minor. 

It is not to be assumed that Citizens’ factual posture would be duplicated in 
other companies contemplating a two-series common capitalization. It cannot 
be overemphasized that the alternative to a two-series common capitalization is 
not a 100 percent cash dividend policy. Rather it is a dividend policy partially 
in cash and partially in stock dividends—and under such an alternative, the stock 
dividend portion would continue nontaxable and the tax revenue differential 
would not be material. 

All-stock dividend policy—A second alternative would he the adoption of an 
all-stock dividend policy on both the series A and series B shares and then for 
an agent for the series B shareholders to sell the aggregate number of shares to 
which the series B shareholders as a class would be entitled. In such circum- 
stances, the series A holders would receive their stock dividend; the series B 
holders would receive funds representing the sale of stock dividends, which 
would be taxable at capital gains rate only to the extent of gain over adjusted 
basis (whereas, under the present plan, cash dividends declared and paid on 
the series B shares would be fully taxed as ordinary income). Under this 
second alternative, the company would maximize the use of its retained earnings 
and the direct, immediate, adverse consequence to the revenue would be 
material. 

Both these alternatives discussed above—a 1-class capitalization with all 
shareholders receiving 75 percent of dividends in stock and 25 percent in cash or 
the 2-series capitalization with all dividend distributions to be made in stock 
and an agent to sell the stock dividends and remit cash to the holders of one 
class—present a curious anomaly: Under circumstances of no increase—and 
perhaps a material decrease—in tax revenues, there would no question raised 


® See extract from January 6, 1958, issue The Outlook, published by Standard & Poor's 
Corp.,. exhibit C attached. 

6 Manifestly, where only 30-40 percent of shareholdings convert to stock dividend shares 
under a two-series common reclassification, the cash dividend payout is commensurately 
larger and the revenue impact consequently even more modest than under a 75 percent 
conversion. Moreover, the compelling corporate purpose underlying Citizens’ reclassifica- 
tion will obviously not be present for all other corporations, and whether recapitalizations 
en a, — circumstances would qualify as bona fide “reorganizations” may not be 

ree from doubt. 
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either as to policy or propriety. But in the circumstances.that a corporation 
seeks to satisfy the expressed investment objectives of its shareholders and 
thereby lower its own cost of attracting capital—affording the Government 
no less and perhaps a greater level of tax revenues than the two alternatives 
discussed—questions, and now proposed legislation, have been raised. ln an 
enterprise economy, it is impossible to follow this logie, 

A few of the many corporate alternatives here discussed underscore the basic 
point that the two-series common reclassification is but a facet—a variation 
dictated by corporate requirements—of the general stock dividend aspect of 
corporate finance; and that no valid or intrinsic reasons—in the fundamental 
sense—exist for discriminatory modes of taxation. The indefensibility of dis- 
criminatory modes of taxation is accentuated by the salutary impact of two- 
series equity capitalizations upon the stability of our expanding economy, which 
has previously been discussed at length. 

Of course, in this discussion of growth corporations with equity capital 
requirements which propose to pay stock dividends, it cannot be assumed that 
they would either be able to or would pay equivalent cash dividends instead, if 
the two-series capitalization were not available. Most such corporations, if 
they do not pay stock dividends, will not pay cash equivalents. If they did, it 
would materially and adversely affect their positions in the securities market, 
curtail their ability to raise capital and, therefore, restrict their growth. More- 
over, if they depleted their funds by paying cash dividends, they would injure 
their financial positions, dilute their shareholders’ interests and again curtail 
their opportunity for growth. If, instead of retaining funds, they proceed with 
outside equity or debt money, they will run into the adverse consequences 
previously analyzed in detail. 

Under no circumstances, then, should it be assumed that a firm that does not 
pay stock dividends has any ready-made alternative which will serve to put it 
in a comparable position. Most assuredly, it cannot be assumed that if a firm 
does not pay stock dividends, it can and will pay an equal amount in cash, 
subject to tax as ordinary income. 

Thus, in terms of practical alternatives, as distinguished from hypothetical 
assumptions, the fear that under existing rules colossal revenue losses will 
ensue is seen, on sober reflection, to be vastly exaggerated—if not totally 
illusory. 

Nor should we lose sight of the fact that the Treasury, as a matter of sound 
administrative policy, without any change in law, could halt two-series common 
recapitalizations whose primary purpose is tax avoidance. This can be done 
readily by limiting nontaxable recapitalizations to those two-series common 
recapitalizations which have an affirmative, valid and demonstrable “business 
purpose” for the retention and reinvestment of earnings. The smaller utility 
is just such a case. 

Thus, the potential revenue differential may be even further compressed by 
a sound administrative policy by the Treasury; or, if need be, specific legisla- 
tion to implement such a policy could be adopted. The code now contains a 
host of provisions denying favorable tax treatment where tax avoidance is a 
principal purpose; viz., transfers to foreign corporations; in the application of 
the rules for constructive ownership of stock in respect to corporation distribu- 
tions ; the improper accumulated earnings tax, etc. 

Such an approach would separate the wheat from the chaff—a maxim for 
the tax field no less sound than on the fields of Kansas. Contrarily, the adop- 
tion of section 6 would unfairly group the properly and improperly motivated. 
In so doing, it would materially inhibit the growth of the economy, the develop- 
ment of maximal tax revenue consistent with growth—and a vigorous and 
availing assault on the real causes of inflation. 

If two-series common capitalizations are confined to corporations with bona 
fide growth capital requirements, there is an immediate compression of any 
potential short-term revenue loss. 

Moreover, it would be myopic to confine one’s sights even to this and, thus, 
to overlook the long-range implications for revenues.. Even if one were to 
assume that there would be such immediate revenue loss—disregarding the 
corporate alternatives previously discussed—the implications for the inter- 
mediate- and long-range revenues seem to be overriding considerations. 

Reinvestment of retained earnings bulwarks a high level of capital expendi- 
tures, the life blood of a high-level economy, indispensable to full employment 
and a high-level national income and a consequent high level of revenue. 
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In contrast, a reduction of capital expenditures initiates the downward 
spiral, shrinks the total national product with inherent shrinkage in employ- 
ment, compressing mass purchasing power and inevitably reducing revenues. 
The revenue losses that may thus eventuate may be truly cataclysmic, compared 
to which the potential revenue losses, if any, flowing from two-series common 
recapitalizations would indeed be picayune. 

Nor should we overlook the additional revenue realized from the added cor- 
porate profits obtained from the reinvestment of the additional retained earn- 
ings. To this increment must be added the increment in capital gains taxes 
and estate taxes resulting from increases in the value of the common stocks. 

The revenue considerations really involved can be stated in 4 pairs of funda- 
mental propositions: 

Business expansion equals increase in taxable corporate earnings. 

Nonexpansion of business equals no increase in taxable corporate earnings. 

Business expansion financed by retained earnings equals increase in taxable 
corporate income unreduced by any tax-deductible interest charges. 

Business expansion financed by debt equals increase in taxable corporate 
earnings, diminished by tax-deductible interest charges. The interest is paid 
largely to institutional lenders who are totally tax exempt (pension funds, etc.) 
or subject to tax rates of 10 percent or less (insurance companies). 

Availability of low-cost equity capital devoid of dilution of shareholder interest 
equals facilitation of the growth of business enterprise. 

Nonavailability of low-cost equity capital, devoid of dilution of shareholder 
interest, equals restriction on growth of business enterprise. 

Growth of business enterprise equals increases in taxable corporate income, 
plus personal capital gains taxes, plus estate taxes, plus salaries and wages 
subject to tax. 

Nongrowth in business enterprise equals no increase in corporate taxable in- 
come, no increase in taxable salaries and wages, and no increase in taxable 
capital gains nor in estate taxes. 

Wisdom dictates that we set our sights on taxation and revenue policies which 
accord with the economic and international requirements of today and, partic- 
ularly, tomorrow. No gain, in a real economic sense, as distinguished from 
immediate revenue, accrues from conforming tax policies to the shibboleths of 
yesterday on a minimum “ox-goring” basis. There is a goose which lays golden 
eggs: our enterprise, incentive, reward for endeavor, for achievement, and for 
savings system. We must use every care to make sure it is not hamstrung, 
perhaps even emasculated, by capitulation to the expediencies or narrow-gage 
rejection of miscomprehended or noncomprehended innovation. 


VItIl. NONRETROACTIVITY 


It is fundamental to any realistic concept of political science that if the Gov- 
ernment is to be able to depend on its citizenry, the citizen must be able to 
rely on the Government. 

Moreover, it seems fundamental to a weil-conceived society that government 
should try to improve, rather than depreciate, the standards generally observed 
in business and commerce. If in practice, government does not at least measure 
up to these, then, in fact, it tends to degrade the society. In industry, once agree- 
ments are reached and acted upon, it is universally comprehended that they are 
not subject to recall, except for misrepresentation, improper presentation (or 
concealment) of the facts or, infrequently, insufficient time for consideration. 

In the instance of Citizens’ two-series common stock recapitalization, counsel 
for Citizens first presented its plan to Internal Revenue in April 1955, a first 
ruling issued in August 1955. Thereafter, for administrative reasons, certain 
adjustments became patently obvious. Citizens’ counsel thereafter proposed 
me of the plan; and a second favorable ruling issued in December 

In all, then, this matter was before the Internal Revenue Service and the 
subject of innumerable discussions with officials in that agency for a period of 
9 months, suitably gestative. It cannot be said that the Service and the 
Treasury, of which it is a branch, were asked to decide the question hurriedly 
or on the basis of incomplete facts or inadequate presentation of them. 

In the circumstances of the long period of consideration and the two rulings 
after the company has acted in reliance on them, after its shareholders have acted 
in reliance on them, after new investors have acted in reliance on them, and 
after the company has secured a certain increment in status in the investment 
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markets in reliance on and as a result of them, simple justice requires that there 
be no repudiation by legislative revisions of unconditional agreements concluded 
between the Government and the taxpayers. This is also in accord with the 
general principles enunciated by the subchapter C advisory group in its report. 

Thus, elemental principles of fair play require that under no circumstances 
should any amendment to section 305 be made applicable to a two-series com- 
mon capitalization consummated, pursuant to an official ruling, prior to the en- 
actment of such an amendment or, alternatively, to the issuance of the report 
of the subchapter C advisory group. This standard is generally adhered to in 
legislation, for practical as well as ethical reasons, Unless it were, businessmen 
could not proceed with the orderly, long-range planning of their affairs, confident 
that they ean rely on the Government—sure that the rules on which vital business 
decisions were based will not unilaterally be changed midway in the implementa- 
tion of such decisions, after irreversible actions have been taken in reliance on 
such rulings. 

If any such legislation were to be applicable to Citizens Utilities, whose two- 
series common capitalization (pursuant to unqualified official rulings) was con- 
summated more than 2 years ago, great inequity and great hardship would be 
inevitable. 


Ix. THE INTERESTS OF CITIZENS UTILITIES COMPANY, ITS SHAREHOLDERS, AND ITS 
CONSUMERS 


You will allow me the obvious point that Citizens Utilities does not live in a 
vacuum. Though we are in many ways a unique company, the subchapter C 
advisory group’s recommendation must be evaluated with the realization that our 
survival and our health are related to the dynamic economy around us, 

In every sense of the word, Citizens Utilities is a grassroots company. I know 
that this term is sometimes used loosely. But you will understand what I mean 
if I tell you that we serve over 200 smaller communities in the United States 
with basic utilities. For example, we provide electricity and telephone service 
to Chloride, Ariz., and gas to Sugar City, Colo. We provide electricity and 
water to Gem, Idaho, and gas to Old Town, Maine. The largest community we 
serve is Bangor, Maine. In these 200-plus smaller communities, in 8 States, we 
serve over 68,000 customers, a total population of more than 275,000. 

Citizens Utilities Co. is inextricably involved in the life and welfare of these 
communities; and the growth of these communities and their economic health 
depend to no inconsiderable extent on our ability to serve them well, to increase 
service as they demand it, and to provide this service at reasonable rates. In 
that sense, whatever happens to Citizens Utilities happens to all of the people 
in these 200-odd communities. 

I make this point because, in what we consider a wise and sound application 
of its rulemaking power under the law, the original Service rulings make it pos- 
sible for us to fulfill our commitments in the communities we serve. It makes 
it possible to do it in the way that is most efficient and least costly to these 
communities. A vital need, indeed a legal necessity, for this company is an 
increasing supply of capital, which we can achieve only by making our com- 
pany a sound company, attractive to investors. We have, in addition, to keep 
our capital costs as low as is feasible. Obviously, if our capital costs increase, 
then the rates at which we serve will have to increase. 

Need I point out that any increase in utility costs would gravely affect the 
cost of every other commodity produced or sold in the towns we serve, would 
thus raise the cost of living in those towns, and so contribute to the very infla- 
tionary pressures which our Government is currently engaged in trying to curb. 

It was in this conext that, in good faith and full disclosure, we applied for 
the original rulings. After many months, we received favorable rulings which 
contained absolutely no reservations. Acting on them, it has been possible to 
plan in an orderly way better service to 275,000 people in more than 200 towns 
across the Nation; and because these communities are, in almost every case, in 
pioneer areas that are rapidly growing, it is important that we be able efficiently 
and economically to program sound expansion well in advance. This program- 
ing has already been put into effect and substantial commitments made. 

It is in these terms that I want to talk of the severe hardships that would be 
imposed if any new legislation were to be applied to recapitalizations, consum- 
mated (pursuant to Service rulings) before legislative changes were even under 
study. 
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All of this involves the nature of Citizens Utilities Co., whose characteristics 
I would like to enumerate, and then to discuss briefly. 

Citizens Utilities is, in its field, a smaller company. 

We are a rapidly growing company, with real capacity and requirements 
for further growth. 

We have a valid need and requirement for equity capital. 

We are a utility; and because of the special nature of utility operation 
and because we are a regulated company which must grow by law, we must 
have access to an inordinate and ever-increasing supply of equity capital. 


Citizens Utilities is, in its field, a smaller company 


Citizens Utilities is one of the smaller firms in the utility field, in the sense 
that 85 percent of the Nation’s utility companies have larger revenues, 

Large firms generally have the easiest access to investment funds. Smaller 
business has historically tended to rely more on plowing back retained earnings. 
The need of smaller business to retain earnings was recognized by the present 
administration when President Eisenhower announced that he favored a tax 
reduction on the first $25,000 of corporate income. This concept points up an 
important consideration in our tax structure, the need for flexibility as against 
rigidity. The more rigidity we introduce into the administration of our tax 
laws, the more we favor those who can withstand rigidity because of their sheer 
size and resources. Flexibility permits the smaller units in the economy to ad- 
just to the impact of events as circumstances dictate. Indeed, it has always been 
one of the factors accounting for the survival and growth of smaller business 
that it is more flexible. If, in the administration of our tax laws, we rob smaller 
business of this survival factor, it will result in the most effective discrimination. 
This committee has long supported this principle. 


The growth of Citizens Utilities is faster than that of most growth companies 

A company that is static, whether it is large or small, has one set of problems. 
A growing company, especially a small growing company, has other problems. 
It must have alternative ways available to meet these problems. 

During the last 10 years, Citizens Utilities has grown rapidly and in every 
eategory. Our service has increased to meet the needs of expansion in the 
communities we supply; so have our revenues, our earnings, and most import- 
antly, our earnings per share. To provide the plant for this growth, during the 
last 10 years some $19,500,000 was invested. The accelerated pace of this capital 
investment is indicated by the fact that, it increased from $260,000 in 1945 to 
$3,800,000 in 1956. The implications of this rate of increase—the product of 
growth multiplied by inherent characteristics of the utility business—are fully 
discussed later. 

The rapid growth of Citizens Utilities has demanded that we constantly have 
access to larger and larger sums of additional capital, the use of which has been 
warranted by the fact that added increments of capital have always earned for 
the investor a reasonable rate of return. Hence our emphasis on the growth 
of our per-share earnings. 

This is important because it is related to the whole question of stock dividends. 
It is clear that stock dividends are a valid financial method, essential to a com- 
pany that is growing in a way that places constant demands on its management 
to raise additional capital, and yet is able always to compensate its investors, 
who receive stock dividends, with increasing per-share earnings. Under these 
circumstances, a recapitalization such as that consummated under the original 
ruling is indicated. Indeed, the power to determine whether such a recapitali- 
zation is taxable or nontaxable is one of the most valuable flexible features of the 
administration of our tax law. 


Citizens Utilities has a demonstrable need for increasingly sizable aggregates of 
equity capital 

We come now, in the consideration of Citizens Utilities, nearer to the nub of 
the matter. In its growth, our company had to raise either debt money or equity 
money. The relation between the two is vitally affected by the original ruling. 
Citizens Utilities does not exist ina vacuum. There are circumstances beyond 
our company’s control which intensify the impact on it of any change in its posi- 
tion in the financial community. 

Citizens Utilities might have inordinately increased its debt. To do so, how- 
ever, would have hampered our credit and so stunted our growth. If our com- 
pany had constantly increased its debt ratio during the last decade of spectacu- 
lar business growth, and were continuing to do so currently, we would have 
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materially and adversely affected our issue credit and made our company signifi- 
cantly less attractive to both debt and equity investors. 

Older heads than ours have long warned that the best way to minimize cyclical 
fluctuations in a company or an economy is so to structure our corporate lives 
that small fluctuations do not become big ones. An unduly heavy debt load on a 
company or an economy is one way of guaranteeing a perpetual state of jitters 
in the business community. Such an unduly heavy debt load was characteristic 
of periods preceding our previous historic business crises. On the other hand, 
relatively strong equity positions enable business to roll with small declines and 
to take those steps which can reverse any temporary setback. As individual 
firms recover, so does the sum total of these, whichis our economy. It is on this 
premise that Citizens Utilities’ fiscal management has been based for the last 12 
years, always with a view to keeping our debt ratio within the limits that afford 
the lowest overall cost of capital. 

While I am on this subject, it should perhaps be pointed out that it is the view- 
point of the Federal Reserve Board and perhaps of the administration that the 
way to curb inflationary forces is to curb the expansion of debt, both individual 
debt and corporate debt. This is the purpose of the tight-money policy. There 
are those who would argue its wisdom as an effective control of inflation; I am 
one, but there are none who argue the fact that the policy when applied makes 
debt money, especially for the small firm, relatively unavailable and increasingly 
costly. Any legislation that would stimulate or require Citizens Utilities to turn 
increasingly to debt as a source of further financing would thus also contravene 
the purpose of such practice by the Federal Reserve System and the Treasury. 

The alternative to debt is, of course, equity financing. 

Equity financing, to the extent that it involves the floation of new issues, is 
easier for a large, big-name company than it is for a smaller, rapidly growing 
company. Because of the large element of fixed costs involved in the flotation of 
a new issue, large or small, flotation costs to a smaller company are proportion- 
ately much greater than to a larger company. This is in part the result of our 
securities laws which, wise though they may be, do have this higher-cost impact 
on the smaller company as against the big company and the big issue. 

For any company, the issuing of new shares—with a cost approximating 15 
percent for putting these shares in the hands of investors—means a dilution of 
the equity of the shareholders by that amount. Thus, if a new equity issue of a 
million dollars is floated, the prior shareholders of Citizens Utilities would have 
their holdings diluted by about $150,000. For that reason we have always 
sought to finance our growth as far as possible from retained earnings, rather 
than sell additional common shares through underwriting or otherwise. 

For the last few years, during the most spectacular growth of Citizens Utili- 
ties, there has been another factor operating in the market place. This country 
has for some years been chronically and progressively short of capital. This, 
as you know, has been the subject of long-range studies by the National Bureau 
of Economic Research. Those who have followed its work closely are mindful 
of its conclusion that this long-run shortage of capital is a real limiting factor 
in our economic growth. This is neither the time nor the place to go into the 
details of the reasons which have to do with the changing rate of savings and 
investment in this country. But the facts are plain for those who will take 
the time to seek them out. 

Concern for this shortage has been repeatedly expressed by Treasury officials, 
economic advisers to the President, William McChesney Martin, Chairman of 
the Board of Governors of the Federal Reserve System, and many others. As 
former Secretary of the Treasury Humphrey has pointed out concerning the 
availability of capital, ‘Without it the future’s new jobs will never be born nor 
will we get tomorrow’s increase in productivity as a result of new and better 
tools of production bought by new investment.” 

Similar concern has been expressed in the Economic Reports of the President. 
President Hisenhower called attention to it in a press conference in late 1956, 
in which he discussed the two aspects of infiation, the monetary and the cost- 
price imbalance, and discussed fully and frankly the need for additional in- 
vestment funds to alleviate these factors in our present inflationary drift. 

Now, onto this secular decline in the availability of capital has been grafted 
the very rapid business growth of the last few years, which has further strained 
the absorptive capacities of our markets. Every day from mid-1956 to the 
change in Federal Reserve policy in late 1957, we read in the newspapers of 
large issues withdrawn from the market because there was not a supply of funds 
available to absorb them except under the most unfavorable conditions. 
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Under these circumstances, what was Citizens Utilities to do? In order to 
grow, and to grow without loading our company with a topheavy debt structure, 
it was necessary to raise equity capital. To raise that equity capital most economi- 
eally and to avoid dilution of shareholders’ interests, we turned to a policy of pay- 
ing our shareholders partly in cash and partly in stock dividends, a procedure 
which has long been held valid under the law and, by the most alert financial ob- 
servers, sound for growth companies with a constantly increasing earnings record. 
We have been and are such a company—so that policy was a sound one. 

However, existing issues can maintain their competitive position in the capital 
markets only if they appeal to the buyers of securities. A take-it-or-leave-it 
policy can no more effectively be used by a corporation in relation to its se- 
curities than it can in relation to its products. Ford or General Motors or 
Chrysler do not produce a wide range of cars because of any whimsical notion 
of their managements. This is a calculated corporate policy, designed to attract 
a wider range of customers. The same is true in maintaining the financial 
integrity of the corporation. Its financial policies, and specifically its dividend 
policy, must suit the conditions of the market and the desires of investors, if 
it is to continue to raise at reasonable cost the capital necessary for its life and 
for its growth. 

With this in mind, Citizens Utilities took what seemed an obvious step, but one 
which, as far as we know, is still unique. 

As I have stated, what we did was to poll our shareholders and find out 
what kind of dividend policy we should pursue to maintain our position in the 
equity market and their interest in our securities. We found that, although 
many of our shareholders were agreeable to stock dividends, others preferred 
dividends entirely in cash. 

It seemed apparent to us, therefore, that, as far as we were concerned, the 
most reasonable way to maintain our corporate growth during this period of 
large equity capital requirement was to reorganize in such a way that we would 
have two series of common stock: the A series for investors who would buy and 
hold securities that would pay only stock dividends; and the B series for investors 
whose primary interest was in securities that paid cash dividends. 

It was in the light of this decision that we applied for and obtained the rulings 
under which the equity capital structure of our company was reorganized. 

Results of reclassifiation. Exhibit D, annexed hereto, sets forth the final re- 
sults of the exchange. This shows, significantly, that in the 25-49 shareholding 
bracket, 41.6 percent of such shareholdings were converted to series A (stock 
dividend) shares. The maximum investment of an individual shareholder in 
this bracket did not exceed $400-$800 at that time. It is not likely that a share- 
holder with this amount of investment would be in the high-income tax brackets. 
In the 50-99 shareholding bracket, 52.4 percent of such shareholdings were con- 
verted to series A shares. It is equally unlikely that shareholders in this bracket 
of restricted capital investment (maximum of $800-$1,600) would be high- 
bracket taxpayers. 

At the other end of the seale, 15 percent of the shareholdings in the $1,000— 
4,999 shareholding bracket retained their series B (cash dividend) shares, al- 
though ownership of stock in this bracket represented capital aggregating 
$16,000-$80,000. In the 5,000 shareholding bracket and above, 14 percent of the 
share ownership, aggregating some 34,000 shares, did not convert to series A 
(stock dividend) shares. Clearly, shareholders in the latter shareholding 
bracket must be presumed to be high-bracket taxpayers. The foregoing data 
thus demonstrate that, contrary to a priori notions, there were and are very 
different viewpoints on cash versus stock dividends even among the highest 
bracket of ownership, which is presumed to be in an equally high-tax position. 
Citizens Utilities is a utility 

It is a pivotal point in the issues involved here that Citizens Utilities is a 
utility, because utilities, by nature and by law, have characteristics which 
accent the significance to our company of the original ruling. 

As we have noted, a utility, by law, must add facilities as the demand for 
its services grows. Other companies, faced by the shortage or high cost of 
eapital, can, at the discretion of management, elect not to add facilities, or even 
decide to contract their production of goods or services. They then have no 
capital requirements. There is indeed a noticeable movement in industry today 
for major companies to divest themselves of at least part of their operations; 
and the shortage of available capital may be a motivating factor in this trend. 
Certainly, the expansion plans of industry are being drastically affected at this 
time by the difficulty in raising, at reasonable cost, funds with which to finance 
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proposed expansion. But with a utility, as population grows and new family 
units are formed in the area it is franchised to serve, it must, by the terms of its 
franchise, expand to meet this demand. It has no choice. Therefore, it has 
constant requirements for additional capital; hence the inordinate need to make 
itself as attractive as possible to investors, so as to raise the money it requires 
at the lowest cost. 

There is a second point of contrast between utilities and other business 
enterprises. The investment requirement in utilities has been estimated at 
around four times its annual revenue, while for many industrial and commer- 
cial businesses, the ratio is reversed, and annual revenue may amount to as 
much as 2 or 3 times the investment, so that utilities may need, for each dollar 
of revenue, 12 times as great an investment as other types of industry.’ This 
relationship of increasing product to increasing capital needs explains why 
utilities are heavy capital-using industries. It has been pointed out that utili- 
ties, which contribute approximately 10 percent of the national product, need 
20 percent of the Nation’s annual capital formation. 

The third point of difference is the fact that while industry generally has been 
aided by changes in depreciation provisions which have helped the internal 
financing of growth, this has not helped utilities as much as other industries. 
In other industries it has been possible for the company to retain the funds 
resulting for rapid amortization. But in the utility fields, many commissions 
have insisted on passing any such benefits directly to the consumer by treating 
them either as reduction in the cost of operation or as a reduction in the rate 
base. Thus, the Treasury stratagem which has indeed helped industry generally 
to finance technological improvement and expansion, has not helped as much as 
might have been contemplated the very sector of industry with the greatest 
eapital needs: the public utilities. 

Finally, there is the fact that utility rates are regulated “prices.” There is, 
therefore, always a lag between increased costs and increased rates. It inevi- 
tably follows that in an inflationary period, utilities are peculiarly vulnerable 
to the rising cost of everything that a utility buys, and especially to rising wages. 
The utility is thus at a particular disadvantage in its attempt to earn enough 
profit to attract the investment needed to finance its forced expansion. Any in- 
crease in the cost of financing and/or dilution of shareholders’ interest via such 
financing would be added to these other cost increments. In a utility, the squeeze 
is then the more relentless. 


Further hardships on Citizens Utilities 


We have tried to show that the Service rulings permitted a recapitalization 
ruled nontaxable grounded on the sound corporate purpose of the demonstrated 
need for constantly increasing equity funds on the part of Citizens Utilities, a 
smaller, growing utility. Any legislation altering Citizens Utilities’ situation 
would bring a hardship on our company—a hardship which would be severe 
even for a large industrial company, but is uniquely severe because this is a 
smaller utility. 

Certainly, the taxpayer who has acted in good faith is entitled to believe—and 
act unequivocally on the belief—that legislation will not nullify an official rul- 
ing whose implementation contemplated irreversible action—and periodic ac- 
tion—as was indeed the case in the unequivocal rulings issued to Citizens Utili- 
ties, inducing the two-series recapitalization, premised on declaration of stock 
dividends for future years. 


7 Plant investment per employee and per dollar of annual revenue: 
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The impact of the proposed Treasury regulation and Section 6 


We cannot stress too strongly the actual damaging effects that the lack of 
clarity as to the intent of the proposed Treasury regulation—and, now section 
6—has had, and can reasonably be expected to continue to have, on the attitude 
of the investor public toward our company. 

I want to introduce this aspect of my remarks by some comment on the im- 
portance that I, as its president, attach to the financial reputation of Citizens 
Utilities. For all of the reasons I have outlined above, a utility company must 
enjoy the highest possible esteem among investors. If it has such esteem, it 
is able to meet its considerable and constant capital needs, and meet them at a 
relatively low cost to the company, the consumers it serves, and its owners, the 
shareholders. But let that esteem be dissipated—to the extent, for example, 
that it has under the impact of the widespread misunderstanding of the actual- 
ities of the present situation—and the stringencies of the capital market begin 
to impinge, as they affect the cost and availability of funds. 

In this sense, the mere announcement of the proposed Treasury regulation 
served as a severe blow, however unintentional, to the reputation we have worked 
for 12 years to build for our company. The proposed section 6 compounds the 
damage. I confess to a certain zealousness with respect to that reputation, be- 
cause those of us who are experienced in this field know that nothing is so 
fragile, or so easily adversely affected, as issue credit. I am confident, there- 
fore, that you realize the great disservice that the current course of events has 
thrust upon—and unless corrected, will continue to thrust upon—Citizens Util- 
ities. I am certain, too, that you realize that under the circumstances our hands 
are tied; there is nothing we can do or say even to begin to offset these effects. 

In this context, I again invite your attention to the meticulousness with 
which we proceeded in exploring with the Service the original request for a 
ruling. Acting with complete disclosure, in good faith, and in the best spirit 
of mutual cooperation, the matter was discussed in great detail with the Service 
over a period approximating 9 months, before the Service fully and completely 
acted. These discussions of our original plan resulted in amendments and 
changes that were incorporated in our plan and into the ruling in its‘ final form. 
During these many months, everything possible was done to explore exhaustively 
with the Service the long-range implications of the proposed recapitalization as 
it would facilitate the compulsory growth of Citizens Utilities in the future, 
our ability to plan for needed expansion in an orderly way, and our capacity 
to continue to serve adequately, at reasonable rates, the many small commun- 
ities that in turn depend on us for their economic growth. 

All of this was done with measured deliberation, so that when the favorable 
rulings were finally issued, we could proceed with full confidence that all the 
possibilities had been give due consideration by the Service. Despite this, 
the notice of the proposed Treasury regulation—and, now, Section 6—has cast 
doubt on our position—even on its integrity—with a resulting effect on our 
status in the investment community. This is the inevitable result of the im- 
pact of these events, both prospective and actual, on our original shareholders, 
on our new shareholders, on possible shareholders, and therefore on our com- 
pany itself. 

Consider the position in which the announcement of the proposed Treasury 
regulation—and, now, section 6—and the lack of clarity as to their possible ap- 
plication put our company and its management in relation to those who were its 
shareholder-owners at the time the original ruling was sought. Acting in good 
faith, we outlined to our shareholders the proposed plan. Relying on our 
representations—we, of course, relied on our rulings from the Service—they 
voted either for or against recapitalization. Thus, a major decision was made, 
affecting in an irreversible manner the future of our company. During the period 
of the recapitalization, pursuant to the ruling, our shareholders had to make 
another decision between two series of stock with different investment implica- 
tions and, indeed, with different net worth characteristics. It is impossible now 
to undo the multiplicity of decisions that these investors made, decisions which 
flowed from the original circumstances in reliance on the rulings. No one of these 
original investors can be put in the same position he would now occupy if the 
rulings had never been issued, nor the recapitalization put into effect by the 
shareholder vote, relying on the good-faith representations of management and 
the rulings themselves. 
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Consider further the impact of the current course of events on investors, new 
to Citizens’ rolls, who bought our series A shares following the ruling and 
recapitalization. 

This damage to our reputation and to our position in the security markets is 
certainly not justifiable by any facts on—or off—the record. If all investors, both 
old and new, understood all the facts, it might be that they would not assign to 
Citizens Utilities the responsibility for these adverse effects. But the reality 
of the situation is that they cannot know all the facts and they do assign the 
responsibility to our management. Thus, the heard-earned reputation of our 
company in investor circles has been impaired and it can be further impaired 
unless, in all equity, action to restore it is promptly forthcoming. 

Consider, finally, the direct effect on our company itself. Our company’s 
reputation, of course, has been damaged. This kind of damage could affect ad- 
versely a company’s ability to raise capital at favorable costs. A great deal of 
effort and expense that went into building that reputation has been partly washed 
out. So has much of the time and effort spent over 2% years in carefully explor- 
ing the recapitalization plan prior to the ruling. Every factor leading to investor 
esteem has been affected by the confusion and misunderstanding generated by 
the announcement of the proposed Treasury regulation—and, now, section 6. 
But the hardships that we have outlined, which would follow from a failure to 
make clear that nonretroactivity will characterize any new legislation, would, 
of course, be inexorable. 

Relying on the ruling, much has been accomplished which it is impossible to 
unaccomplish. The rapidly expanding capital needs of our company were made 
clear at the time of application for the original ruling. It was pointed out that 
recapitalization would, over a 10-year period, result in equity funds being re- 
tained in the business to the amount of $7,800,000. It was pointed out, further, 
that this would make possible the issuing of additional bonds over the 10-year 
period to the extent of $18,200,000. Thus, there would be available to our com- 
pany $26 million for expansion over a 10-year period without any external equity 
financing. Planning on the basis of these calculations, during 1956 alone, $3,- 
700,000 was expended, including, as part of a long-range program planned pur- 
suant to the ruling, $1,055,000 spent on acquisitions. Most of these have been 
made in areas adjacent to existing operations, which were deemed vital to the 
growth of our company as well as to the communities into which our service was 
extended. In each case, these are small, growing communities with a vital need 
for the services we render. Our commitment and ability to provide these services 
were premised on our retained earnings (represented by stock dividends) as the 
equity base for our expansion. 

None of this can be unscrambled. It is impossible for our company to return 
to the precise position it had prior to the recapitalization and esteem it enjoyed 
before the ruling. In all fairness, it would seem only reasonable to expect that 
no further damage be done to the valuable reputation of our company or to its 
promising future. 

I have spoken as the president of Citizens Utilities and as the individual ulti- 
mately responsible for its corporate decisions. Perhaps I have spoken with a 
certain zeal, because I feel so strongly about the issues I have discussed. How- 
ever, I should point out that both the original ruling and any attempt to seek 
to apply the proposed legislation to our company reach directly the more than 
5,700 shareholders who are the actual owners of Citizens Utilities. The issues 
we have been discussing affect their investment and their tax status, and, of 
course, reach into the pockets of the 275,000 consumers we serve. I can assure you 
that, if these shareholders or consumers were to appear before you, they would 
speak in language much stronger and much more vehement than that which I 
have used. 

There is also submitted for your consideration a letter (appendix No. 3) writ- 
ten by Dr. Benjamin Graham, regents professor in finance at the University of 
California, and well-known economist and investment consultant, to the Com- 
missioner of Internal Revenue setting forth Dr. Graham’s views in response to 
the Treasury’s proposed regulations in respect of stock dividends distributed un- 
der two-series common capitalizations. The basic views therein expressed apply 
with equal vigor to the recommendation proposed in section 6 of the subchapter 
C advisory group proposed amendments. 
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Exuisit A.—Citizens Utilities Co. calculation of additional funds retained in 
the business as a result of exchange of 75 percent of outstanding shares to stock- 


dividend shares 


Shares outstanding, December 31, 1955..--.__-..-_...-..-._...--~-- 962, 444 
75 percent of above shares were exchanged for series A (stock- 

IE: alle oe tien bls tea niin mania mennit 723, 566 
Cash-dividend rate per series B share_.__-.-_-_-------__------_-- $0. 90 
Annual cash dividend equivalent of shares issued as stock dividend 

(funds which would be paid out annually as cash dividends if stock 

reclassification had not taken place) —-----..---------_----------- $650, 000 
Equity funds retained in business as a result of 75 percent exchange 

for series A (stock-dividend) shares— 

I hs ice nen ce emilee lennon $650, 000 
NONE RUNNIN a ne on rcclemnmctth aah laees $7, 800, 000 
Additional bonds issuable over 10-year period as a result of equity 

funds resulting from retained earnings (stock dividends on series 

a i hee cE Sct chien tl ak ie fda do enacts aaah da cS al st gs ib wba nn gee bare 18, 200, 000 
Total additional plant expansion possible over 10-year period without 

external equity financing, as a result of 75 percent series A (stock- 

dividend) shares being issued and no subsequent conversion into 

ne mere a eee i a oie i. 26, 000, 000 


1 Assuming average per-share earnings and dividend growth less than recent company 


experience. 


Exursit B.—Citizens Utilities Co. 


A. Tax revenues (approximate) under 2-class common capitalization (cash 


dividend rate assumed, 90 cents) : 





Class B 
(ecash-divi- Cash divi- 
Category—Number of shares dend) num- | dend payable! Assumed tax! Amount of 
ber of shares (90 cents) bracket tax 
(col. 4, 
exhibit A) 
Percent 
37, 021 $33, 319 30 $9, 996 
129, 335 116, 401 50 58, 200 
72, 522 65, 270 70 45, 689 
238, 878 BIG 000 F. Setici . 113, 885 





B. Tax revenues (approximate) with dividend payable 75 percent in stock and 


25 percent in cash on all shares (i. e., 22% cents on all shares) : 


Total shares | Cash divi- | Assumed tax 


Category—Number of shares oe g dend payable bracket 
exhibit A) (22% cents) 
Percent 
ROM lt. i sisis sissies ~dsiniweniewie 
a lee Bad ies dle ana ideas < eqn 59, 991 $13, 498 
Eta A alias tial chad ko sirts«htenkedn sce dane 
ER ae teeters arte aera i} 401, 382 90, 311 50 
elektro t pisets. shicesdh 
a eS, es cee dh tenes andsCenineh | " o 
nee ee ee } sot, 071 112, 741 70 
I ee cae rack st $n rate Pee 1) BR OOO Tonwccencccosen 





Amount of 
tax 


$4, 049 


45, 155 
78, 919 


128, 123 
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Echibit C.—Oitizens Utilities Co. 
{From The Outlook, Standard & Poor’s Corp.] 


Stock DIVIDENDS aT NEW HiGH IN 1957—PoPULARITY UNAFFECTED BY MARKET 
DECLINE—NEED TO CONSERVE CORPORATE CASH A MAJor REASON FoR USE oF THIS 
TYPE OF DISTRIBUTION 


A record number of companies paid stock dividends in 1957. As revealed by 
the following table, compiled by Standard & Poor’s, last year marked the third 
successive new high for payments of this type: 


ea tones nck sae oa eae BE BD cvcsendnnyes deter laconic x: cocapisindiib cup aa nadian 267 
YR. gio cccadaccdncoaine maaan BE fete poleticky ans iss da manana 260 
Dan pinew sictntahahnaccicnacaichchaicdan delgunieipianegs BE 0 rant ecttenrtgeeyteas ts toes heinnenisteeaadoainas 314 
WEE fio cc nckaensuscacandye inate | __ Raed atte acacia hae 412 
Wo dcc coche ackaadgaainG stiles BED i etlvntgr pratt amantmihcsnehiadiatass 432 


Of the 432 corporations paying stock dividends last year, 33 made distributions 
tantamount to stock splits. These consisted of large payments of 25 percent 
or more made primarily for the purpose of bringing down the price of the shares 
to a range more popular with investors. They differed from stock splits only in 
accounting treatment, and are to be regarded, more or less, as one-shot prop- 
ositions. 

The overwhelming majority comprised the smaller payments usually associated 
with the term “stock dividend.” These supplemented, and in some cases were 
in lieu of, cash payments. An increasing number of companies are now follow- 
ing the practice of making regular distributions in stock. 

Unlike the situation applying to stock splits, as reviewed in last week’s issue 
of The Outlook, the slump in the stock market has had no noticeable effect as 
yet on the popularity of stock dividends. The reason is that share prices are 
given but scant consideration by corporations when voting such distributions. 
Instead, their concern has been to conserve cash for expansion and other cor- 
porate purposes, and yet treat stockholders as liberally as possible. Stock 
dividends have proved to be an excellent solution to their problem. 

In view of the less robust business and market outlook, it may well be that 
last year’s total of stock dividends will mark a temporary high, but we look for 
no major reduction in 1958. 


SPECIAL TAX TREATMENT 


Many investors prefer stock dividends to cash dividends because of their tax 
treatment. Technically, stock dividends are not income and are not subject to 
tax in the year received. Instead, the average cost of the investment is written 
down by the amount of the stock dividend. Whatever profit is derived later 
from sale of the stock becomes subject to the capital gains tax. If the original 
stock is held more than 6 months, the profit is a long-term gain, which is taxed 
at a lower rate than cash dividends and in no case at more than 25 percent. How- 
ever, this treatment does not apply to dividends in the stock of other companies. 
Such payments are taxable as income to the extent of available earnings. 

Another reason why investors like stock dividends is that companies usually 
maintain the same rate of cash dividends per share on the increased capitali- 
zation (except in extraordinarily large stock distributions). This results in a 
larger aggregate return to the shareholder. Of course, where no cash dividend 
is paid, a stock dividend is preferable to none at all. 

It must be recognized, however, that unless growth proceeds at a rate in 
excess of the rise in share capitalization, the benefit of stock dividends will be 
nullified in time by dilution of the equity. 

The companies listed in the box on page 995 have paid dividends with sufficient 
regularity to suggest an established practice. The probability of continuing 
disbursements of this type helps to compensate for the otherwise low cash 
yields on such well-regarded stocks as Addressograph, Dow, Food Fair Stores, 
Grand Union, Gulf Oil, International Business Machines, Rohm & Haas, Standard 
Oil (Indiana), and Sun Oil. 
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Companies paying stock dividends with some regularity * 


Figures in parentheses indicate number of years in past five in which 


dividends were paid. 


Addressograph-Multi_______----- (5) 
Aetna-Standard Engineering_--- (4) 
Amer. Maracaibo ?___....------- * (5) 
American Metal_.__-----..----. (4) 
Amer. Molasses__......--_-_.-- (3) 
American. Stores........i..... (4) 
FS anes era * (4) 
Babcock & Wilcox... ..-_...- (5) 
Daeek a wrecker. (5) 
nn enanuioarer (4) 
Brunswick-Balke-Collender_____~_ (4) 
Ba eee (5) 
Yalifornia Packing........-.... (3) 
Oerro’*de Pasco. 1... (5) 
Chic. Great Western___._.-_--. (3) 
Cite *Setvi0eesicts uu ee (3) 
Citieprie “Weilities ts) 2s tt (5) 
Columbia Broadcast... --_ (4) 
Columbia Pictures_._._.......__-- (5) 
Consolidated Cigar............. (4) 
Diamond Alkali...-......-.. (8) 
Dow Qhemieal..= i ssceniawtiie (4) 
Fansteel Metallurgical__.._.___ (5) 
Whinithite -Oowokt Ge eo (3) 
Food Fair Stores__.._._..-__-_. (5) 
General Amer. Oil_......_--...~ (5) 
General Refractories_._..ccc.. (3) 
Georgia-Pacific Corp_____-____-__ (3) 
Getty Ollie Gi i it ce * (5) 
Gottipeat > Tine i. dealin kak (3) 


1 Stocks listed on the New York Stock Exchange unless otherwise noted. 


2 American Stock Exchange. 


* Payments solely in stock ; no cash dividends. 


# Over-the-counter. 
5 Pacific Coast Stock Exchange. 
* Included in master list. 


7 Stock dividends in shares of another company. 
8 Payments solely in stock for the past 3 years. 


Stock dividends paid in 1957 


ACF-Wrigley Stores_.._.---- 2%, 2% 
AMP Inc......- diet blatinttimabamemtatntnn 4% 
Aberdeen Petroleum____----~-- 214% 
Adam Cons. Industries___ 2%, 2%, 2% 


Addressograph-Multigraph______ 3% 
I I a oncmemnnaiateasiin 5% 
Aetna-Standard Engineering... 16% 
Air Control Products____-_---~- 5% 
PEE GRP EE once nee 10% 
Allen Jndustries__.____....-____ 10% 


Allied Laboratories___..____---~ 10% 
aetna emt 21%4% 
a ee 2% 


1%, 


BS CN ochre onset 


American Barge Line__-- 244%, 2%% 
Beeeiean TOOK on se ene 10% 
American Box Board__------- 1%,1% 
Amer. Chain & Cable_.____-_--- 4% 


American Cyanamid__--------- 100% 
Amer. Encaustic Tiling__._.___-~- 4% 
Amer. Maize-Products______---- 5% 
American Maracaibo___________ 5% 
American Molasses___________-- 5% 


stock 
RE Fes I iil cates tina atten (5) 
eee ee (5) 
mn URMNO OE ne cal (5) 
Household Finance__._.._.------ (4) 
I-T-E Circuit Breaker___..__ ~~ (3) 
Internatl. Bus. Mach__--------- (4) 
International Paper___.-------- (5) 
PUNO, -MAONN cacao mae (3) 
ne (2) 
I ee (5) 
ne oe Ca A ee a * (5) 
Monsanto Chemical____..______ (3) 
Nabee: Goteic nie et (4) 
National Gypsum__— .___-_--.- (5) 
Pitney-Bowees 1 a. J... nutes (3) 
Pittsburgh Steel__.._....__---__. (5) 
icant 6 C0 fois ae ed ais (3) 
EEE RR ees seul (5) 
Publicker Industries__._._._______ * (5) 
eee ‘GOOG, Shs ct cls (5) 
Bheraten OorPiciiseeciien oie ind (5) 
Signal: Oll-4& Gat tine ceccne (5) 
Staley (A. B.) Mfg.*_-----.-_-__ (4) 
Standard Oil (Ind.) *...-_______ (5) 
Stewart-Warner.—_............. (3) 
etn CR aid se ahr, chine leith. (4) 
UCU ON Abs. stir ais as * (4) 
Pie MBbNOT Bsn ie aacusnn< (3) 
Minis Chemieels «Sse. oak dns (3) 
Wagner Plectric............... (4) 
American Petrofina___..______-_ 3% 
Amer. Pipe & Construction______ 10% 
Amer. Potash & Chemical____-__ 3% 


Amer. Research & Development. * 624% 


American Seal-Kap_-__-_----- 3%, 3% 
American Stores__.............. 5% 
Amer. Vitrified Products______-_ 4% 
I *1h% 
Arkansas Western Gas_________ 25% 
TE OE a ee 10% 
Arrow-Hart & Hegeman Elec... 20% 
I i a 3% 
Associated Spring.........._.._ 50% 
Atlas Consol. Mining & Dev_____ 5% 
Atlas Sewing Centers______---__ 10% 
A 5% 
Austin, Nichols & Co__--___-___ 4% 
Automatic Canteen of Amer_._..§ 5% 
Avon Products, Inc__.....-__-.. 4% 
Ayrshire Collieries__.__...._.___ 5% 
78 ee 144%, 1%%, 14%, 1%% 
Sy Ns 8 oP ecicaveiaceiccniionaas 1% 
Babcock & Wilcox__..-.________ 4% 
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Stock dividends paid in 1957—Continued 


Barium  @tedl...2. siideiis. ace 2% 
Beam (James B.) Dist_--.--~~ 2%, 

144%, 14%, 144% 
Beckman Instruments__.-----~- 3% 
Beech Aircraft. cvuccui sé less 10% 
Belock Instrument___.....--_~- 3% 
perestrom Pant? 5 so ea 5% 
Beryllium Corp___-_- 14%, 14%4%, 8% 
Bessemer Lime. & Cement_-_---- 10% 
Bestwall Gypsum__------__--~- 3% 
Binks Mile an csict A ceees 5% 
Blick & Decker... 206i ue 5% 
Diaw-Bnow OO. 26cs clit utwads 4% 
Blue Diamond Corp___.-------- 4% 
Boeing Airplane___...__---___- 4% 
Brazilian Tract. Lt. & Power_._._. 5% 
Briston Brass... oocs.2 sn eeuc 100% 
British-Amer. Tobacco_____-__- 3314 %o 
Brown-Forman Distillers... —_ 3% 
Brunswick-Balke-Collender_____- 5% 
BPORKWiIG DTNB iicccrcrtteie a 50% 
3uffalo-Eclipse _.....-----..- 1%, 1% 
DOU 6). 100. Sis cnmentidndag 8% 
Burroughs (J. P.) & Son_------ 2% 


peek Terminal. c. oiaceuuss.. 2%, 2% 


©O€ C Television........sesnltiias * 50% 
Calaveras Cement ___-_.--- 5% 
Calif. East. Aviation... -- 5% 
Oa@fornia : Ink. ovseuick cscuize 2% 
California Packing......=___-_ 5% 
Gampbeli (A: Sink 2%, 2%, 2% 
Oeste. CAM) Wwe wehbe 5% 
EOE OG Dari nendied 2% 
Century Industries___.-...__-_- 10% 
Oerro de: Pascdscniooes cs! 5% 
Gopamd: Alretatt.. csi. 5% 
Champlin Oil & Refining__._.__._._ 24%2% 
Chic. Great Western Ry_-__---. 24% 
Omeraws:.. Ine... sau 5% 
Olttes: Betviee. onc 1sd2.1iG7s 2% 
Citizens Utilities_.._.._.. 8%, BUN 
Clark Oil & Ref_.-. 2%,< 2%, : 2%, 2% 
Clary: Corp.nslacsessicd.eemalee 2% 
Cleveland ‘Trist....cniisiJkss 14% 
Clinton Machine_........___--- 10% 
Yoea-Cola Bottling, N. Y------- 2% 
Colonial Fund...ccssecsecacd 100% 
Colonial Sand & Stone__-------- 5% 
Columbia Broadcasting._.-_--_ 8% 
Columbia Pictures___ ~~ 2% %, 24%4% 
Commercial Shear. & Stamp_..__ 5% 
Oona (6: Gi) Wwe. tinnsiis 10% 
Consolidated Cigar_..----_--_- 33144% 
Continental Air Lines__..._.__- 5% 
Continental Casualty______-_.__ 11% 
Gontinemtal. Oils. saieaiinnmenss 100% 
Continental Steel__._.....----_- 8% 
Controls Co. of America__.__--_ 2% 


Cooper Tire & Rubber__------~- 5% 


COORG, 20M. diet eStitennlqumemmeabive 2% 
COR HOVETA PS. cee dd anih an 5% 
OES 5: BOC ow own macnn dn 3% 
Graig. Systems, INCunnioceuwssa 2% 
GiNASCORE. COPD n eisieeretererclé~teece 5% 


Grestmont . Olli 4565 iasedouds 5% 
Cummins. Engine._........--.. 10% 
Danly Machine Specialties_____ 2% 
Mamond AIG... 6iccissnikKiads 3% 
Diese: TRO... 3 coterie 10% 
Diners’ Club__---~-~-- ~anentballan 6% 
Dobbs Bonet. ..-.6kusacnvi-nak 5% 
Doeskin Products... cesnsi.esh 10% 
Donnelly (R. R.) & Sons ----- 4% 
Dow! Chemical... bad~siesen« 2% 
DRAG ine < cen evtueumul<cat 3% 
Dero-Test Corp. pasti scoilaci.cncsi 3% 
Hastern Air Lines... .ssc-s 2% 
Eastern Gas & Fuel___-_----- 2%, 2% 
Eastern Industries___.____.--~~~- 5% 
Eastman Kodak_--_----.------ 5% 
Beonomics: Labs. 5.-5.~.a6snade 5% 
Elastic Stop Nut__.--~...----.. 5% 
Plectronic Associates_.....- 100%, 5% 
Peete = 0. 6 tet Bisitt ddtanwe 

Emery Air Freight... .- 2% 
DNGrt Gilt... ocecestiucticteus 5% 
Empire Millwork_-..-----.-~--~- %, 


1% 
14%, 144%, aa 
Eeapire Trust. (N..¥;) si s0k3 am 


Erie Forge & Steel___.------~-- oie 
Erie Resistor_.__.._____-. 1%,1%,1% 
Fansteel Metallurgical__.__---~ 38% 

Federal Pacific Electric__.------ 5% 
Federal Sign & Signal... .--_ 5% 
Perr. Wet Riicd<s cai anetinng 2%, 2% 
Fibreboard Paper Products__ ~~ 4% 
Firestone Tire & Rubber_----~~ 2% 
Fischer & Porter___-_---___ 100%, 2% 
BURGE: Ob danieiandinanacsin bu 5% 
Wines: Corts. chaptceontidene-i-b. 20% 
Flying Tiger Line__.____._____-- 5% 
Pood Fair Stores...._...-.... 38% 
Foote Mineral Co_-.-......___- 2% 
Foremost Dairies........-_--__ 10% 
Foundation Co. (N. ¥.)-.---- 5%,5% 
Franco Wyoming Oil____-----_- 100% 
RRO BI ai bs tin sabieaeeck 24%4%, 2%4% 
Fruehauf Trailer_........._. 2%, 2% 
CTR ae eet re 10% 
AREA MOON 5... <ubnbamiid onben 10% 
General Amer, Oil__.._-_-____ 3%, 3% 
General Contract__.....-___ 2%, 2% 
General Realty & Utilities__.___ 5% 
General Refractories____.___.___ 5% 
General Tire & Rubber_________ 4% 
General Waterworks_____ ---~ Yo, 3% 
Georgia-Pacific Corp. 2%, 2%, 3%, 2% 
REY Will, acastistndsctennnimmenl boteel 5% 
PEE JOO. ees oe ae, 5% 
I ces Tall cialis 5% 
Glens Falls (N. Y.) Ins__------. 100% 
Glitsch (Fritz W.) & Sons____ 38% 
Golden Cycle Corp_____...--___ 214% 
Goodyear Tire & Rubber________ 2% 
Government Employees Ins____- 414% 
Grand Waeti sk oii s—tednainnts 5% 
Great Western Financial_______ 5% 
oe i ae 5% 


1 Stocks listed on the New York Stock Exchange unless otherwise noted. 
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Stock dividends paid in 1957—Continued 


Guaranty Trust (N. Y.)-------- 20% 
rE MO cscepmnntpnee tb cdidwinie 5% 
Seewe -Mweee2 side scciisek 10% 
SeRONt Chk, octinendidesl 4% 
Hanson-Van Winkle___--- 214%, 2%4% 
arace ere. ..2.........20.. 3%, 3% 
Hawaiian Pineapple_-.--------- 2% 
Hazeltine Corp___------------- 21%4% 
Helena Rubinstein__._.______-_~_ 10% 
Helene Curtis Ind__----- 214%, 2%4% 
Hercules Cement__-..-.---_ 5%, 2%4% 
Hercules Galion Prod__------~~ 4% 
SEOUrG Meee ecco eS es UL Sk 100% 
Pious. weerds. 2 ooo 221 2b 5% 
Holt (Henry) & Co____----~- 5%, 5% 
Hormel (Geo. A.) & Co____---__- 10% 
Hot Shoppes.....2..- Ls 1%,1%,1% 
Houdaille Industries____._______ 5% 
Household Finance_____________ 5% 
Houston Oil Field Mat__________ 100% 
Hussmann Refrigerator______-- 2% 
Hydrometals, Inc_........_____ 2% 
Hygrade Food Prod_______----_- 3% 
I-T-E Circuit Breaker__________ 2% 
Indiana Gas & Water____-_-_____ 2% 
Industrial Enterprises_______- 3%, 3% 
Pemermee t, Maco 2 ooo tose 5% 
International Paper____________ 3% 
International Products_________ 10% 
International Utilities.__..______ 100% 
rreeses -O0=. 2 5% 
Interstate Engineering_________ 4% 
gumimen, Ine - £20 0st te 324% 
Coane week ee Te 6% 
Jones & Lamson Mach _____-_____ 100% 
Jones & Laughlin Steel_________ 8% 


Kalamazoo Vegetable Parchment_ 10% 


maliman (D.}-& 60.22 5% 
Kayser (Julius) _- 2%, 2%, 2%. 2% 
Peneone “Oe. a I Le 5% 
Ringsport - Press. 5% 
meeerwood~ Ol) pio? 8 4% 
ey > WOCONS oe 2% 
Knudsen Creamery______-_--_-_ 5% 
mroger-Oo- =~. --- 2. <== - 5 4% 
Kuhlman Electric______________ 5% 
La Consolidada, S. A____---__~- 71% 
Zanoimn -Plus,-Inc-.--_) 2 - 1% 
Lanston Industries___.________~ 5% 
feu  Biower—. ie ~.. 2%, 2% 
Leeds & Northrop__-____-____- 2% 
Lefcourt Realty____________ 100% 
Liquidometer Corp___------___- 6% 
Lithium Corp. of Amer______-- 3% 
Lockheed Aircraft....._._.-__~_ 3% 
mone Star -Steel--- = 10% 
Magnavox Corp______._._-_____ 5% 
means fF. me 2% 
peameel- Stores. 100% 
Manufact. & Traders Tr________ 2% 
Marchant Calculators________- 5% 
Market Basket (Calif.)_.-_____ 3% 
Marmon-Herrington__._________ 5% 
Geen pai Gp 4 ee io 5% 


Maryland Shipbldg. & Drydock 


5%, 5% 


mabenite: Goris.) .....-...... 2% 
Meee COOPp so. ecdsteslcasu 3% 
MeDonnell Aircraft_____--_--~~ 3% 
meLean Trucking..vcscusc2ci. = 25% 
SOG ie ti 244% 
Merritt-Chapman & Scott_. 142%, 4% 
Mexican Lt. & Power___------- 5% 
Michigan Chemical__._------~- 4% 
Michigan Gas & Elec__--------_ 8% 
2 ee eee: 1114,% 


Minerals & Chemicals Corp__-__ 2% 
1 


mession. Corp... aresi becom sid 10% 
Missouri Portland Cement __--- 2% 
Missouri Public Service___. %%, 4% 
Monsanto Chemical____-.----~- 2% 
Mohawk Rubber.--.....----_ 2% 
errant). be pulled. srsccutls 17% 
Morrell (John) & Co____------ 2% 
BTR AIR a cnninssrnensvuresarunh th dk hasesipel 5% 
oo (fe a pigtiog! cvigg® 
NR ria ne ties 2%, 2% 
National Distillers_...._....--- 2% 
National Gypsum-_-_-__.-~---_-~_ 2% 
Netional .Homes......ckuselil- 20% 
National Linen Service_____.... 2% 
Natl. Malleable & Steel___.__-_ 5% 
Natl. Starch Products______-___ 10% 
esOmel, . a0s.... Ulta tsi 2% 
NatL-U. S. Radiator... -- 38% 
Nationwide Corp____..--.-~-.- 4% 
SE, Nias erecertemnrcveccinendh wate 5% 
Nestle-Le Mur______________ 5%, 50% 
New Jersey Nat. Gas__.__----_- 2% 
N. Y. Auction- uncles 266; 2% 
N. Y. Central R. il. 14%,11%% 
Noma Lights... -- lee ft. ae 5% 
Norfolk * Southern__._--___-.-- 5% 
Mertex Oil &.Gas.....2uz3u2.. 4% 
North *Ainer. Gas..Joi J. ss A% 
North Amer. Cement _______ ~~~ 10% 
North Amer. Refractories______ 5% 
Northeast Capital_________-_._ 5%, 5% 
Northern Trust (Chic.) ~~. -_- 11% 


Nuclear-Chicagwo 022.0 UL 5% 
Ohio Water Service 


WRONG - Conc cade ch dics 5% 
Dafora- BMiectridiu ei ke 10% 
Pacific Intermountain Express.. 5% 
Pan American Sulphur___-.--~- 4% 
Parker-Hannifin Corp___- _.. 20% 
Parkersburg-Aetna_______ 2% %, “—e 
Pendleton Tool Industries______ 20% 
pW |, SR eS ETE a ere 2%, 2% 
Penn-Texas Corp__-------- 2% %, 2% 
OG Meee see. 5% 
Pfaudier Co_______._________. 3314% 
Phila. Suburban Water Pee usa 5% 
Pauce Core-. i-th cn 4% 
Phillips-Van Heusen_._...----- 24%% 
Paeer mererere os ee 5% 
Pitney-Bowes, Inc__........-.__ 2% 
Pittsburgh Forgings_.__..-----~ 2% 


1 Stocks listed on the New York Stock Exchange unless otherwise noted. 
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Stock dividends paid in 195?7—Continued 


Pitts. Metallurgical..........- 

Pittsburgh Steel____- 1%, 1%, 1%, 1% 
Piston. 00... ccnmescen aati <tont 5% 
PIE SO lin escratitkbiigies duitierbenc 2% 
Plymouth Rubber..........ii 2%, 2% 
Potash Co... of Amer._....««--.< 2% 
Prentice-Hall, Inc. ==... 50% 
fp. eeroncrenel ranged late 4% 


Publicker Industries_....... - 5% 
SE ee 4% 
TS a _ sete tegen tad Menta 10% 
I ne ae 3% 
Rapid Electrotype_......._. 5% 
DN a ee 10% 
Raymond Concrete Pile....-.-- 10% 
SO gain ders ccccncianetd 4% 
Reeves Soundcraft._.._..._.----- 5% 
Reichhold Chem _ _- ~~ 1%, 1%,1%, 2% 
Reserve Of] & Gas... ackdun 2% 
Resistoflex Corp_..........-- 3%, 3% 
Riverside Cement..........._.. 200% 


Hobdertson (HH. Hi)ccicmenndd due 
Robinson Aviation.__..--.._--_. 


Rockwell Spring & Axle___-- 2%, 2% 
Boddis. PIV W00G...nnnsqcacsi-scce 3% 
enw & Baas... asitacresh-ne 3% 


en? AiCTOLe ....ono0sounlieiduks 4% 
Bame Use. .<cacnctiet)..ueudes 5% 
Beeson Oorn.......«siteciecdé-.058hi 4% 
Roosevelt Raceway_------------- 6% 
Roper (Geo. D.)waic-awaniiiwecr 3% 
Bully Mis...nannnitenlc eel 5% 
Ryan Aeronautical___......--_- 20% 
Ryan Consol. Petroleum____--~~ 5% 
Ryerson & Haynes__...._-_---- 2%% 
Safety Industries_..........___ 12% 
St. Paul Fire & Mar. Ins_.----- 15% 
nck Da. acta eiee ei echt ligaist 3% 
Schenley Industries.__..._....--- 2% % 
Seaboard & Western Airlines._._.to0 4% 
Sealed Power Corp_...- ~~. 10% 
Security Ins. Co. of New Haven. 3% 
Seiberling Rubber ~.......--.-~ 3% 
Seismograph Service_......_--_ 4% 
Ce a tick tatinachnetnecien 5% 
Sueraten OOP... cennonn tds 20%, 2% 
ORRIN OE We Io onecsceanitnn 5% 
Signode Steel Strapping. ~~~ 38% 


SOUR Sl, MT Bie aks sani chnc scnietinciations 
Se ae 
lida thencantiiirnenns 100% 


Snyder Tool & Engin_....._---_ 5% 
South Bend Lathe Works_----- 2% 
South Porto Rico Sugar__.---- 10% 
Southdown Sugars_-.....------ 10% 
Southeastern Pub. Serv__------ 1% 
Southern Materials._....._.--_- 4% 
Southwest Gas Producing__--_- 4% 
I UB. Nii) ctinicenmm ace 3%, 3% 
ROE COD ia scemecrensierectcniticdernnons 5% 
PRIS BF. Nice tectis tite ip aiahimecinn 2% 
CR 0. TD Mee cierciwacence 2% 
Standard Forgings__......... 5% 


Standard Gas & Elec...-.._.. * 25% 
Standard Oil, Indiana________-_ 114% 
Standard Pressed Steel_.cu.- Lu. 5% 
Stauffer Chemical__._.._..______ 2% 
eee Pee, Cotis.....i. nn dciaw dnd 5% 
Merting Dee... .ceusmeebuns 100% 
Sewart-Warner:... 2... 5% 
Stckely-Van Camp_ al 5 Sheets 5% 
Stone Container. -----_ +L. 3% 
GLa je 4% 
Gseerer Cor. 4% 
Strawbridge & Clothier_________ 5% 
PEE S10 ook saints esnsaadhieiaamasiiinedainedie 6% 
SERRA OTL Oe tel ei we elas 5% 
Sundstrand Machine Tool__--_- 2% 
Sunrise Supermarkets__.._--..- 3% 
Superior Tool & Die__--...-__ 214% 
Susquehanna Corp_ .--..-..-... 5% 
Tecumseh Products___....----~ 100% 
IONNOG OOP Dinc cause wns 3% 
EE Rs os esentinaasenelst awe Bea: 2% 
Texas Gas Transmission... _-_~ 2% 
Texas Gulf Producing__.-..... 4% 
ES TAAL. SAE ds nnn annatiinato 4% 
Thiokol Chemical_.....--.--~-- 5% 
Thorofare Markets..u-__....... 5% 
werittimart, Inc.......J..inei..& 4% 
Meewater. O8L...i.d.<Kdaned=a 5% 
Trans Caribbean Airways. _--_- 5% 
Transcontinental Gas Pipe Line. 10% 
Tung-Sol Electric_....... i. . 38% 
Union Chem. & Mat_---.--- 4%, *6% 
Union Wire Rope... 2-2 seuta 10% 
United Air Lines.......__.-__ 4%, 3% 
United Aircraft Corp ---.---- 20% 
United Drill & Tool_...ui_- i 100% 
United Industrial Corp___-_---- 2% 
United Printers & Publishers___ 2% 
De SOO ncnncicting~cctaites 1% 
Te ES. SME. San sciceis chinchilla ete 5% 
There. BERR Lica caonecaentta—aiakte 2% 
U. S. Smelt. Ref. & Mfg_------ 3% 
Ted Crom tee | LOGE ais tices ees 5% 
Universal-Cyclops Steel_...---- 100% 
Universal Match........-....-. 5% 
Universal Products__........ 1%, 4% 
Verte! .AipertQcn neces ewe 10% 
Virginia Dare Stores______--- 38%, 3% 
Wagner Blectrie_..-. 2. .... 3% 
Wallace & Tiernan__...-..----- 5% 
Walt Disney Productions___-~~-~ 3% 
Ward Industries._.......... 5%, 2% 
West: (be cicctitindaaibemane 2% 
Warner-Lambert__.......-_-- 2%, 2% 
Washington Natural Gas__----- 4% 
West Va. Water Service__.__ 1%, 1%, 

1%, 1% 
Western Air Lines_............ 4% 
Westmoreland Coal__---------- 5% 
TE EE EE coctechecartrcinciin ive 5% 
WN CI on ccennnshcpacsbitess 5% 
I OS tas acocainannGh tones ene 2%4% 
Williams-McWilliams_.__-_----~ 5% 


1 Stocks listed on the New York Stock Exchange unless otherwise noted. 
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Stock dividends paid in 1957—Continued 


Woodley Petroleum____-----~-- 8% | World Publishing._.----------- 6% 
Woolworth (F. W.) Ltd_------ 50% | Worthington Corp_------------ 2% 
Wooster Rubber_____-._---.---- Bee | WCMeNO? O0scncncusecenetol« - 8% 
PAYABLE IN JANUARY 
Aberdeen Petroleum__--------~- ae | Seen SOR L..c cc oa nateen 2% 
pa d,s wae | moore rre@s_ ee 5% 
EE ese een ieennte 214% | Manufact. & Traders Tr__------ 2% 
P| ye, Sa ee 1% | Market Basket_.__..._.______-_ 3% 
PS Kk 2%% | McDonnell Aircraft.__-__------ 4% 
Amer. Pipe & Construction____- 106 | Maton” Corp. 12.5% 
Amer. Vitrified Products____-~- Pe © MN CO cuca 5% 
Babcock & Wilcox... —--......... 4% | Natl. Food Products____-----~~ 2% 
Bausch & Lomb Optical___-__--- 20% | National Gypsum__.-__-_------ 2% 
Beam (James B.) Distilling__._._ 114% | Natl. Mall. & Steel___-__------_ 10% 
eh ee ON nn eins 244%, | Natl. Propanes2o 22.2... 1... 5% 
Belock Instrument____--------- 134% | Oxford Electric. = ........... 10% 
Bessemer Lime. & Cement__-_-- 10% | Pitts. Coke & Chemical___----~ 2% 
anata See ee Re A tm 5% 
Been tos Soa ee Gon | Pamper’ orp-cacs5cs5....- 3% 
Boston Herald-Traveler_______~ ey RE es ge ER ee 4% 
Cerne Fe eS eck 5% | Raymond Concrete Pile______-_- 10% 
Coreen Sereenes ee 2% | Robertson (H. H.) Co_-------- 10% 
Colonial Stores__........._-- £ ee | qeepmwen memo S23 4% 
Columbia Pictures____.....---- _ 2% % Roosevelt Raceway__---------- 6% 
Cooper-Jarrett, Inc_____------~ 5% | Southland Royalty_______------ 2% 
DIE 48 eestitinns ecb. 5% | Stone Container______-______- 4% 
Empire Trust (N. Y.)...------- 4% | Susquehanna Corp_-__---------- 5% 
Fibreboard Paper Products_____ 2% | Thorofare Markets___.-------- 5% 
ute ie. Se Se ie 10% | Tishman Realty_.___._._------ 5% 
Globe Wernithe. oes. 6% | Trans Caribbean Airways___--- 5% 
Hagan Chemicals___......_..__ 2% | U. S. Hoffman Mach_---..~._ . *10% 
Se ict iil sin. 5% | Universal-Cyclops Steel__...--- 3% 
Hines (Edward) Lumber____-~_ 710% | Westmoreland Coal___._----_-- 38% 
peeve. Oe 2o atiissieec 100% | Weyenberg Shoe Mfg_______-___ 1.4% 
nS. Be Se i 2% | Worthington Corp___---------- 2% 
peed. See, (aes esses 214% 
PAYABLE IN FEBRUARY 

Aes Totutrtia_ = 5% | Hunt Foods & Industries______-_ 5% 
oe 2% | Mellon Natl. Bank & Trust_____ 2% 
Foundation Co. (N. Y.)...---- 5% | Schenley Industries___._._._.____ 5% 
ee ere ae Se ae 4% 
Hanover Bank___-_- trees ives © weuace & s1ernan..- 4% 


PAYABLE AFTER FEBRUARY 


Adam Consolidated Ind__-_--_- 2% | Pacific Intermountain Express_. 5% 
lowa-Illinois Gas & Elec_______- 5% | Tenn. Gas Transmission________ 20% 
RY bo a (a 2% 


1 Paid in stock of another company. 
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Exuisit D.—Citizens Utilities Co., final results of common stock reclassification 


ny et 


Col, 1 Col. 2 Col. 3 | Col. 4 
Reclassification 
Prior to 
reclassifi- Class A (stock Class B (cash 
Category—Number of shares cation, dividend) dividend) 
number of 
shares 
Number of | Percent | Number of} Percent 
shares ares 
LOGE. ok. «. cedalusedh -accstmescid <i shee eaes 18, 428 2, 579 14.0 15, 849 86.0 
SE BR isdncdddciantdie~ add’ ambatuaeiin 12, 869 5, 357 41.6 7, 512 58.4 
GR. a pakes otans subdbentn <6 cote talknde 28, 694 15, 034 52.4 13, 660 47.6 
Wee tee taal. ect. 22 296, 668 195, 305 65. 8 101, 363 34. 2 
SIAN Geax iid cnsiciod< secs 104, 714 76, 742 75.3 , 972 24.7 
1,00 £0 4,000. 2.6 nace -cnes 257, 151 219, 099 85.2 38, 052 14.8 
5,000 and over 243, 920 209, 450 85.9 34, 470 14.1 
962, 444 723, 566 75.2 238, 878 24.8 
RECAPITULATION 
Number of Percent 
shares 
Cites Sees 2. ics 6. ei Sees hs eae ed eee ee eee 723, 566 75. 2 
CE Bay BI chines nih seein dentine wanted byineien thine eiubeley ahbclank ibhtiaad 238, 878 24.8 


APPENDIX No. 2 
BIOGRAPHY OF RICHARD L. ROSENTHAL 


President of Citizens Utilities Co. and subsidiaries since May 1946, and is also 
a director. Citizens furnishes electric service in Arizona, Idaho, and Vermont; 
natural gas service in Arizona and Colorado; manufactured gas service in Maine; 
telephone service in Arizona, California, and Pennsylvania; water service in 
Arizona, California, and Illinois; and ice and cold storage at Ketchikan, Alaska, 
and Nogales, Ariz. 

Concurrently, president, director, and member of the executive committee of 
New York Water Service Corp. (since April 1948). New York Water Service 
furnishes water service in the suburban areas around Rochester; in the Wood- 
haven section of Queens, New York City; and to a number of communities on 
Long Island, including Glen Cove and Merrick. He is also president and di- 
rector of Utilities & Industries Management Corp. and the South Bay Corp., 
subsidiaries of New York Water Service. These subsidiaries carry on substan- 
tial investment activities. 

Concurrently, chairman of the board, director, and member of the executive 
committee of Michigan Gas & Electric Co. (since September 1950), which pro- 
vides natural gas and electric service to the areas around Three Rivers, Do- 
wagiac, and Niles; natural gas service to Holland; and manufactured gas to a 
number of communities in the Upper Peninsula section of Michigan. 

Concurrently, president, treasurer, and trustee of Aldred Investment Trust 
(since 1948), a sizable investment fund. 

Concurrently, chairman of the board and a director, Imperial Broadcasting 
System, which owns and operates radio stations in Riverside, Indio, Blyth, and 
Brawley, all in southern California. 

Mr. Rosenthal, 41, and married, was born in Winnipeg, Manitoba, Canada. 
He prepared for college at, and was graduated with honors from, Brooklyn 
Technical High School. In 1936, he was graduated summa cum laude with a 
bachelor of science degree (major in economics, finance, and management) from 
New York University, School of Commerce, Finance, and Accounts. There- 
after, he attended the Graduate School of Business Administration, New York 
University. 
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From July 1936 to April 1937, Mr. Rosenthal served as assistant to Dwight 
©. Rose, of Brundage, Story & Rose, investment counselors, New York City. In 
April 1937, he became associated with Wertheim & Co., investment bankers, New 
York City, and subsequently wrote on economics and headed field research on 
investments for that firm. Early in the war, Mr. Rosenthal helped set up and 
was associated with the Price Adjustment Board of the War Department. He 
served on a per diem basis, on leave from Wertheim & Co., and returned to 
Wertheim in 1942. In 1943, Richard L. Rosenthal set up the firm of Industrial 
Counsel, consultants on management, economics, and finance, of which he was 
first proprietor and subsequently president. Industrial Counsel became inactive 
in June 1948. 

Mr. Rosenthal’s published work includes a number of articles on economics 
and finance privately published by Wertheim & Co. He is also the author of 
Rx for Smaller Business, published in the Harvard Business Review; A Prag- 
matic Approach to Reasonable Rate of Return, published in Electrical World, 
Gas Age and Telephony; Consumer’s Interest in Utilities’ Success, published in 
the Commercial and Financial Chronicle; A Utility Tax Is a Consumer Tax, 
Is Retroactive Taxation Valid? both of which appeared in the Public Utilities 
Fortnightly. 


APPENDIx No. 3 


LETTER OF JULY 28, 1956, FROM BENJAMIN GRAHAM TO COMMISSIONER OF INTERNAL 
REVENUE, AND ADDITIONAL COMMENTS, RE PROPOSED REGULATIONS REVISING 
SECTION 305-2 OF THE INTERNAL REVENUE CODE OF 1954. 


I am interested in the proposed revised regulations, as published in the Federal 
Register on July 10, in my various capacities as director of several corporations, 
as regents professor in finance at the University of California, Los Angeles, and 
as the author of several books on finance, including notably Security Analysis 
(with D. L. Dodd). May I submit the following summarized comments: 

(1) I believe the proposed regulations go far beyond the intent of Congress in 
adopting and readopting the simple election provision in the Revenue Acts, and 
also beyond the normal interpretation of the text of the law. The theory of this 
provision was that, where the stockholder is given the option of taking a dividend 
in cash or in an equivalent amount of stock, those electing to take stock are in 
fact receiving the cash dividend and using it to buy stock. Such constructive 
receipt of a cash dividend is properly taxable under our tax laws. 

Under the Citizens Utilities arrangement, the recipient of the stock dividend 
is in no sense constructively receiving cash, which he then elects to apply to 
the purchase of stock. What he has done is to elect to put his funds into a stock- 
dividend-paying security, rather than into one paying cash dividends. The 
important distinction here is between a choice or election to take one kind 
of security rather than another, and an election to take one or more specific 
optional dividends in stock rather than in cash. The election envisaged in 
section 305b 2 of the Revenue Act is of the latter kind, and not of the former. 
This distinction applies to both the original election by Citizens Utilities stock- 
holders to take the stock-dividend issue and to a later possible one-time decision 
to change their security into a cash-paying issue through exercising the con- 
version privilege. These decisions are not too different from the choice of 
company X shares paying stock dividends rather than company Y shares paying 
cash dividends. 

On the other hand, were the two classes of Citizens Utilities common made 
continuously and mutually interconvertible, then the effect though not the 
wording—would be to give the holders repeated elections to take dividends either 
in stock or cash. They would not really be choosing a form of security, since 
the form would be changeable whenever they wished one dividend rather than 
another. It is my view that an artificial arrangement of that sort would properly 
bring the dividends within the purview of 305b 2. But the actual terms of the 
Citizens Utilities issues are basically different. 

(2) The recent liberalization by Congress of the provisions permitting pay- 
ment of nontaxable dividends in stock (in the 1954 act) indicates a congressional 
intent to lighten rather than to increase the burden of double taxation on cor- 
porate profits, where the enterprise can use additional equity capital. The 
nature of the changes in section 102 indicate further intent in the same direction. 
It is hard to escape the conclusion that the proposed amended regulations are 
equivalent to new and burdensome legislation—which not only goes beyond the 
proper scope of Treasury regulations, but even moves in a direction opposed to 
recent congressional intent. 
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(8) The purpose of the proposed regulations is undoubtedly to protect the 
Treasury against the loss of revenue which might follow from the future substi- 
tution of nontaxable stock dividends for taxable cash dividends. This desire is 
a natural one; but it can be satisfied only within the limits, first, of the laws of 
Congress, and, second, of the laws of economics. In past years the Treasury 
has been obtaining a windfall advantage from the traditional corporate practice 
of paying taxable dividends in cash, and then taking back an equivalent amount 
from the stockholders (or their assignees) through the sale of additional shares, 
The result of this practice has been to subject corporate earnings to the double 
tax, even though in fact they have been retained and reinvested in the business— 
though by a roundabout method. 

It is my view that corporations which need additional equity capital—to finance 
our expanding economy—are certain to find one or more means of applying their 
earnings directly for this purpose, and of avoiding the wasteful practice of 
paying cash dividends and then taking back the same money through the sale 
of stock. Our Government cannot afford to discourage this trend, by insisting on 
double taxation of reinvested profits. Our present high-level economy is sup- 
ported to an unusual degree by the enormous annual investment in new plant 
and equivalent. If the tax rules are to be changed, they must be changed in the 
direction of encouraging such corporate investment, and not of placing obstacles 
in its path. 

The natin common stock device is at bottom a method of permitting a cor- 
poration to reinvest the greater part of its earnings in expansion in a way which 
is made most palatable to all its stockholders, The same thing can be done in 
other, and less palatable ways. I submit it is not sound procedure for the 
Treasury to force the interpretation of the Revenue Act in order to discourage a 
highly satisfactory method of assuring needed equity capital, and to compel resort 
to methods which, while less satisfactory from the stockholders’ standpoint, 
nonetheless will protect the reinvested earnings from double taxation. 

(4) Although the proposed regulations appear quite narrow in its application, 
it is intimately related to the broader conflict between the Treasury’s needs and 
the underlying trend towards relief or escape from double taxation of profits 
needed for reinvestment. For this reason it would appear wise to refer these 
regulations and related questions to the new Congressional Subcommittee on 
Internal Revenue Taxation to be considered in their forthcoming study of our 
tax structure. 

(5) Developments since last July have pointed up more sharply the need for 
encouraging the reinvestment of earnings by our corporations. That a shortage 
of capital has appeared is evident from the steadily rising interest rates on all 
types of borrowings, including those by companies and municipalities of the 
highest credit. For many years past, undistributed earnings have been the ma- 
jor source of new equity capital; it has now become more important than ever 
that corporations in growing industries be encouraged to use the greater part 
of their earnings after income taxes to meet their own expansion needs, which 
are also those of the economy as a whole. 

(6) The Treasury Department obviously receives more revenue in the first in- 
stance if profits are paid out in taxable dividends than if they are retained and 
used for expansion. It is by no means so obvious that the long-run result is 
beneficial to the Treasury: (a) in the narrow sense, the reinvested earnings 
produce added tax income because they produce added net profits for the corpora- 
tions; (0) in the wider sense, they may be far more important, for without them, 
the economy may falter for lack of continued high-level capital expenditures, 
thus producing a general decline in national income and in tax revenues. The 
potential loss from this condition may far exceed the Treasury’s gain through 
compelling the payment of cash dividends by corporations which could ad- 
vantageously retain the funds involved. (Another offset to the tax “loss” from 
undistributed earnings is the higher common-stock value that results, with con- 
sequent higher capital-gain taxes or estate taxes, or both.) 

(7) It may be useful to view the two class common stock arrangement against 
the background of the present overall philosophy of taxation of corporate profits. 
This philosophy has three basic parts, viz: 

(a) Profits needed for expansion and retained in the business are taxed 
only once. 

(b) Profits not needed for expansion but retained in the business (pre- 
sumably to escape payment of personal income tax) are subject to a second, 
penalty tax under section 102. 
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(c) Profits—presumably not needed for expansion—paid out in cash div- 
idends are subject to both corporate and personal income tax, relieved re- 
cently by small exemptions. : 

Thus it is not part of our tax philosophy that corporations needing capital for 
expansion should nonetheless be compelled to pay out their profits in cash divi- 
dends merely because the payment of no dividends or of dividends in stock is 
unpopular with the average rather unsophisticated stockholder. On the con- 
trary, since corporations have an inherent right—and perhaps a new duty—to 
retain profits for needed expansion, they should have a corresponding right to 
enter upon any arrangement with their stockholders which will make such 
retention palatable to them. 

Hence the adoption of a two-stock plan is not a device to escape the payment of 
a second tax properly imposable under our fiscal theories. The opposite is true. 
It is a means of implementing the right necessarily extended to corporations to 
retain and reinvest profits without subjecting them either to a penalty tax ora 
second (personal) income tax. 

It is undisputed that corporations have a right to reinvest profits and to pay 
stock dividends representing them, nontaxable to the stockholders. It would be 
paradoxical if the Treasury, through regulations such as those now proposed, com- 
pelled corporations needing additional capital to pay dividends only in stock, 
rather than to one group in cash and to another in stock. For, by so doing, 
the Treasury would not only lose its revenue from the cash-dividend group, but at 
the same time, would probably prevent the shares from selling at their full 
potential market price—with further loss to the Treasury, as well as to everyone 
else. 

Mr. Rosentuat. I hope the statement will be read by you gentlemen 
and your staffs. I would like in the time allotted to me briefly to add 
some points with respect to additional considerations, and to give you 
our thinking as we have brought this matter to this point. 

It would not, I think, be out of order for me, and it is not any in- 
dication of disrespect, to say I have been here for 2 days and perhaps 
it might be pointful for me to introduce my comments with a story. 

The story that occurs to me is that of Prime Minister Churchill, 
who was at a dinner party, and he was seated next to an elderly wom- 
an who continued to talk throughout the dinner. He got a chance to 
say not a word. Finally, when the demitasse was served, the woman 
turned to him and said, “Mr. Prime Minister, have I told you about 
my grandchildren?” And he looked at her, and he said, “No, Madam, 
you have not, and I appreciate it very much.” 

I do not intend to tell you about my grandchildren—in fact, I have 
none. But at an approriate point, I will be talking about a grand- 
father clause, with respect to section 6. 

I was interested in the comments of the previous speaker, whom I 
had never met before, and I must say whom I had not heard of nor 
his company. His appearance here is still an additional proof of the 
great coincidence that surrounds so much of American business. 

The two-series common stock capitalization with respect to which 
he talked is something that was originated by Citizens Utility Co., of 
which I am president. 

In point of fact, the section which I oppose is a section in the 
advisory group’s report which would have the effect of subjecting to 
tax as cash stock dividends paid on a series of stock in the circum- 
stances where two series exist, and in the circumstances that the divi- 
dend on the other series is in cash. 

So that this prior witness was urging on you a law which would 
permit that which section 6 of the advisory group subchapter C would 
prohibit. I say that is a striking coincidence, that he would appear 
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here and that I would appear following him, and that we have never 
met before. 

In order to give you the requisite background for this, may I briefly 
review what the Citizens Utilities two-series common stock capitali- 
zation is, the background for it, and how it works, and its limitations, 
and what it achieves for us. 

Back some 10 years ago, when I became president of Citizens 
Utilities Co., it became apparent to me rapidly that our company 
could not finance the equity capital requirements of growth and con- 
tinue with the conventional procedure in the utility industry, of 
paying a very substantial part of earnings out in the form of cash 
dividends. 

With a one-series capitalization, the conventional capitalization, 
Citizens Utilities, starting in 1947, adopted a policy of paying its 

dividends approximatel ‘half in cash, and half in stock, each year, 

on its one series of stock. But as time went on, it became apparent 

ee this method had elements of dissatisfaction to all of our share- 
olders. 

Some of our shareholders indicated they would like to see a larger 
element of cash dividends. Others indicated they were not particu- 
larly interested in cash dividends. We did something that I suppose 
was so simple that it was logical and it worked. What we did was, 
we polled our shareholders to find out how they would react to all 
stock dividends, what their reaction was to cash dividends, and what 
their preferences were. The reasoning for this was quite simple. 

Securities, like everything else, are sold to consumers. The consum- 
ers in this instance we call investors, but they represent the market 
for securities. Unless securities are tailored to their desires and tastes, 
the company seeking to have investors interested in its securities will 
not succeed. The company that does not in fact fashion its investment 
media to the desires and tastes of the market will not be able to 
attract investors’ funds. 

We decided to find out what the tastes of our shareholders were. 
We found surprisingly, that some 60 percent of our shareholders 
were agreeable to receiving nothing but dividends in stock form, and 
that some 20 percent of our shareholders were agreeable only to re- 
ceiving their dividends in cash form, and that the remaining 20 
percent were agreeable to some combination of cash and stock. 

We therefore took the next logical step, and that was to create a so- 
called two-series common stock capitalization. Each of the series, by 
policy declaration, was to have a different form of dividend. In our 
instance, our series A stock pays stock dividends. Our series B pays 
cash dividends. In the course of devising this plan, we consulted most 
thoroughly with the Treasury Department, and in August and De- 
cember of 1955 we received two rulings—unequivocal, unconditional, 
and unqualified—which in effect stated that our reorganization, or re- 
capitalization to effect this two-series common stock capitalization, 
would be free of tax; and that with respect to the stock dividends on 
our series A shares in the future, those stock dividends would be free 
of tax. 

Relying on those rulings—because they represented the decision b 
the highest tax authority in the United States—we proceeded, with 
our shareholders’ approval, to put the plan into effect. ‘The plan has 
been operating since. 

20675—58—pt. 3——47 
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Approximately three-quarters of our outstanding shares are of the 
series A or stock dividend variety. Approximately one-quarter of our 
outstanding stock consists of series B stock, on which we pay cash 
dividends. 

I must tell you in this connection that there is no contract with 
stockholders to the effect that we will pay stock dividends on the series 
A, nor is there any contract with stockholders that we will pay cash 
dividends on the series B. In point of fact, our charter amendments 
clearly provide, and they were the charter amendments which the 
Treasury saw before it issued its rulings—they clearly provided that 
the board of directors of our company may declare cash dividends on 
both series, or stock dividends on both series, or in fact may declare 
cash dividends on the series A, and stock dividends on the series B. 

All that we said was that it was the present policy of our board, 
so long as we had demonstrable requirements for equity capital, to 
declare stock dividends on the series A, and cash dividends on the se- 
ries B. We advised our shareholders of that fact before our recapi- 
talization was concluded and before they decided which of the series 
they would stay with. 

Now, all of that has very real consequence with respect not only to 
section 6, but an evaluation of it. 

I am sure you gentlemen would concur quickly with me in the con- 
clusion that any proposed legislation must be weighed in terms of 
whether it is good law, and also whether there is a basis for it in logic 
or reality. With that, I would like to turn to section 6. 

Now, section 6 of subchapter C advisory group in effect provides 
that where there are two series of common stocks outstanding, and 
with respect to one of the series distributions are made in cash or 
property, and with respect to the other of the series distribution is 
made in stock, the stock dividend shall be taxed just as if it were cash. 

Now, I have had the opportunity briefly to hear the statements made 
by the gentleman on the subchapter advisory group who testified on 
this last Friday before you. I understand that they said quite clearly, 
and their report also indicates quite clearly, that they are not contend- 
ing that there should be a change in the provisions of section 305 of 
the code with respect to election under the law, and they are not con- 
tending in effect that in our circumstances there is any election. In 
point of fact, they could not so contend. 

As you gentlemen know, the only thing that a shareholder of a 
company is entitled to is that which the directors vote in the form 
of dividend. The only thing that a shareholder can obtain is that 
which the directors vote. Therefore, if the directors vote with re- 
spect to a specific series of stock, a stock dividend, that is all that the 
shareholder may get. If they do not confer to the shareholder the 
choice between stock and cash, he has no choice, and he can make none. 
_ our own situation there are even more compelling reasons back of 
that. 

Our charter provides that unless our series A and series B dividends 
are voted simultaneously, the series A subsequent dividend may not 
be in cash, and that the directors may not declare a cash dividend on 
the series A except if they declare it simultaneously with the decla- 
ration of the series B. 

If they declare the dividend on the series A subsequent to the series 
B, that subsequent declaration must be in stock and it may not be 
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in cash. That is the policy our company has followed since it pio- 
neered this capitalization. That is, our directors have declared our 
series B dividends, which are in cash, at quarterly intervals, and we 
have declared our series A dividends, which are in stock, at semi- 
annual intervals, and our series A declarations have consistently been 
after the payment dates on the series B. Therefore, it has been man- 
datory on the directors of Citizens Utilities Co. that they declare the 
series A dividends in stock form. 

So that not by the widest stretch of anybody’s most fertile imag- 
ination could it be contended that our declarations of stock dividends 
on our series A shares present our shareholders with the opportunity 
for any election. So that this section 6 which proposes to amend sec- 
tion 305 of the code could not possibly contend that there was an 
election on the part of the shareholders of our company. And there- 
fore, what this section does is, like Gertrude Stein, to say, “A stock 
dividend is a cash dividend because we say so.” In other words, and 
I mean this quite literally, this section in effect says that in the cir- 
cumstances of the existence of two series of stock, and cash-dividend 
declarations on one series, the stock-dividend declaration on the other 
series with no election possible shall be construed to be cash. Why 
isthat? Because this group saysso. 

Now, gentlemen, I submit to you that there is no logic to that. 
There is no reality to it. In point of fact, it is completely in contra- 
diction of the consistent policy followed by your committee and the 
consistent policy followed by oCngress with respect to the nontaxa- 
bility of stock dividends. 

As we evaluate this matter, this is not good law. It is not good 
logic. It does not deal with realities. In the circumstances, it ob- 
viously raises constitutional questions. 

With respect to the proposed section 6 alone, we urge that you 
gentlemen reject it because it is not good law, and because it does not 
conform with reality. 

Mr. Foranp. You are referring to section 6 of the advisory group 
report? 

Mr. Rosentruan. Of the subchapter C advisory group report, and 
I am adding these oral reasons in my testimony to all of the reasons 
in my prepared formal statement, which you have been kind enough 
to incorporate into the record. I am adding these oral reasons as 
cumulative and additional to the reasons outlined in my formal 
statement. 

I would add this other fact : that the present section 305 of the code 
clearly states that if a shareholder has an election as between stock or 
cash, the stock dividend shall be taxable as if cash, and that, therefore, 
if that circumstance did exist with respect to Citizens Utilities Co., or 
any other company, you would not need new legislation to make the 
stock dividend taxable. 

I come back again, therefore, to the fact that this proposed section 
says a stock dividend, even in the absence of an election, is a cash 
dividend “because we say so”. 

I would like also to talk for a moment about one other aspect of this 
matter which has not been covered by my prepared statement. 

There are only two companies in the country which have unqualified, 
favorable Treasury rulings on such capitalizations. We were the first 
and there is a small trucking company in Norwalk, Ohio, which has a 
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Similar capitalization. That small trucking company in Norwalk, 
Ohio, is a limited company in an investor’s sense. There is no national 
investor interest in it. By contrast, Citizens Utilities Co. has some 
5,700 plus investors, almost 6,000 of them, in every State of the Union. 

The rulings to which I refer, the two unqualified and unconditioned 
rulings of the Treasury Department, issued in August and December 
of 1955, did not run to me personally and they did not in fact run to the 
company. .They ran to our shareholders. They said to our share- 
holders, “The recapitalization will be taxfree, and the future stock 
dividends will be taxfree.” 

Now, our shareholders in 1956 and 1957 and 1958 have taken irrev- 
ocable acts based on those rulings. Our plan came into effect at a 
time when the advisory groups were not even a gleam in the chairman’s 
eye. SolIsay to you that fundamental equity, just the most elemental 
equity, requires that, despite what I believe are supervailing reasons 
why this section should not be adopted. If the section should be 
adopted, I think it is incumbent upon you gentnene in conformance 
of your obligation, to confer equity on all of the Citizens, that there be 
incorporated in the section a grandfather clause. That is my grand- 
father reference. 

That clause should indicate that the section shall not aply to any 
company which had a two-series capitalization of common stock in 
effect pursuant to favorable Treasury rulings at the time of the pro- 
mulgation of this committee report. 

In other words, I am suggesting that in fairness to our shareholders, 
who relied on the Treasury, that you do not by legislation in effect 
revoke or cancel out a Treasury ruling issued over 2 years ago, on 
which they relied in making their multiple decisions. 

We have had many hundreds, and in fact a thousand, new share- 
holders since; and our original shareholders took irrevocable acts based 
on these rulings. It would be the harshest kind of penalty, and the 
harshest ignoring of equity, if this committee should adopt the section 
6 without a grandfather clause clearly distinguishing between com- 
panies which did this pursuant to favorable Treasury rulings in 
advance of the report of the subchapter C committee and those com- 
panies who do something subsequently. 

Now, there are a few miscellaneous items I would also like to refer 
you to. They appear before you in the form of some schedules that 
have been prepared and brought down with me just today. 

One of them is a two-page schedule and it has reference at the top: 

Citizens Utilities Co. and subsidiaries, comparison of net income, capital ex- 


penditures, and outside capital required assuming no cash dividends paid 
whatsoever. 


Mr. Foranp. Is that in addition to your prepared statement? 
Mr. Rosentuat. Yes, sir. 

Mr. Foranp. That will also be incorporated in the record. 
(The material referred to is as follows:) 
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Citizens Utilities Co.—Analysis of new shareholders, 1957 * 





Series A Series B 
Number of | Amountof | Numberof | Amount of 
accounts shares accounts shares 
dts ch ds conde ckcSnbw usando se neat 45 582 37 427 
SF I iiactintinitibntincidiona duinwuenwidiskindateh aid 836 32 1, 058 
te Seren idle dinwinnw tints eeqpinpeaale=eneee 2, 483 69 4, 245 
ts nn ivdcehagntpacerseciastherkeuseeie 132 18, 895 181 26, 882 
BPO rs dic cdankt Cocpecabhaaoadccomieobewee 3, 600 1, 51 
ROG Bible mo we whan en ckn dodo tien dec cd doulednblabiee chen WS <ode tb bebabdasis elle linb een kelc bane 
NE, OE nates bonmnphoyesiny «enéthscemeregtecnaténieneth sealant aabeemetgenemnenrend aa 
MME sg din bss cdicwbdectiecusbdecegadaars 255 26, 396 322 34, 122 


1 Data covers period Jan. 1 to June 30, 1957. 


ELEecTRIC UTILITIES FacrE HUGE 20-YEAR EXPANSION 
By Ernest R. Abrams 


Over the next 20 years, the privately owned electric utilities of the United 
States will be confronted with an almost herculean task. In the face of high 
charges for capital hire and rising costs for construction and equipment, they 
must more than double their generating capacity, and expand electric output 
proportionately, to meet anticipated demands. 

A few figures make clear the scope of the challenge. Total United States 
generating capacity stood at 120.4 million kilowatts at the close of 1956, of which 
91.0 million kilowatts, or 75.6 percent, was in privately owned plants. Total 
power generation in 1956 was 600.6 billion kilowatt-hours, of which 458.9 billion 
was produced in private power company stations. By the mid-1970s, in con- 
trast, the United States will require an output of 1,400 trillion kilowatt-hours, 
or 2% times that of 1956. This will necessitate an installed generating ca- 
pacity of 310 million kilowatts, or 2.57 times the 1956 level. 

To attain such capacity will require an outlay of no less than $70 billion by 
private power companies. Of this total, $25 billion will be created internally 
through depreciation and other reserves and retained earnings. That obviously 
leaves $45 billion to be obtained from the public through the sale of securities. 
To induce the investing public to advance this huge sum, however, not only must 
capital structures remain sound (50 percent debt, 10 percent to 20 percent pre- 
ferred stock and 30 percent to 40 percent common stock), but earnings must 
keep improving. 

During the 11-year period from 1946 through 1956, to look back for a moment, 
the private power industry spent $24 billion on expansion of facilities. Of this, 
$9 billion, or 38 percent, came from internal sources, and $15 billion was raised 
through the public sale of securities. Of the total security sales, $9.8 billion, or 
65.3 percent, took the form of long-term debt, $2.1 billion, or 14.0 percent, came 
from preferred stock and $3.1 billion, or 20.7 percent, from common stock. 

Nonetheless, despite this sale of $15 billion of securities, the capital structure 
of the private power companies actually improved. Where long-term debt rep- 
resented 51.5 percent of total capitalization in 1956, it was only 50.5 percent in 
1946. While preferred stock accounted for 17 percent in 1946, it was down to 
12.2 percent in 1956. And although common stock and surplus represented only 
31.5 percent in 1946, it had increased to 37.3 percent by the end of 1956. 

Heavy use of public financing has continued since. During the first 9 months 
of 1957, privately owned electric utilities sold a total of $2,008 million of securi- 
ties to the public. Of this, $1,535.5 million, or 76.4 percent, was long-term debt, 
$60.7 million, or 3.0 percent, was preferred stock and $412.4 million, or 20.6 
percent, was common. More important, the long-term debt was sold to the 
public at a weighted average yield of 4.56 percent, the preferred stock at a yield 
of 5.27 percent and the common stock (on the basis of current dividends versus 
offering price) at 5.22 percent. 

This indicated cost of capital, however, represents a marked increase in the 
past decade. In 1946, the low year for wages of capital, $6,150 million of long- 
term debt was sold at a yield of 3.63 percent and $3,774.1 million of common 
stock was sold to yield 4.68 percent. 
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During 1956, privately owned electric utilities spent $1,029 million to expand 
their facilities. That outlay resulted in the addition of a net of 4,144,000 kilo- 
watts of generating facilities at the rate of $248 per added kilowatt. During 
1946, by contrast, when $212 million was spent on production facilities, a net of 
129,944 kilowatts of capacity was added, at an indicated cost of $163 per kilowatt 
of new capacity. Thus there was an increase of nearly 52.2 percent in the cost 
of an added kilowatt of capacity in the 1l-year period. The figure indicates the 
rise in capital requirements for electric utility expansion. 

There is, however, a brighter side to the picture. Before World War II, when 
electric utilities often were accused of overexpanding, they maintained plenty 
of excess capacity to meet future demands. For instance, the margin of safety, 
which means the excess of capability (the proved generating ability of installed 
capac ity), over noncoincidental peak load in 1935 was 64.0 percent. However, 
since little generating capacity was installed during the war because of restric- 
tions on vital materials, the margin had slipped to 26.5 percent by 1945, to 11.4 
percent by 1946 and to 6.1 percent by 1957. In the latter year, actual power 
shortages were experienced in some areas. But as a result of construction in 
the postwar years, the margin of safety had risen to 19.1 percent by the close 
of 1956, latest year for which figures are available. 

This would appear to be a satisfactory margin of generating capacity over 
present demand. Use of power, however, is growing so rapidly that any new 
capacity constructed will be put in immediate operation, and its output absorbed 
by consumers. Accordingly, the vast outlays required of privately owned elec- 
trie utilities in the next 20 years should be matched quickly by rising operating 
revenues and increased earnings for the common stock. 





Citizens Utilities Co. and subsidiaries—Comparison of net income, capital ea- 
penditures and outside capital required assuming no cash dividends paid 
ee emer 








a i Net Capital | Outside || Net Capital Outside 
| income expendi- capital | income expendi- capital 
Year | tures required Year tures required 

an o | @ jo (1) (2) (3) 
Pe lndaates sa $379, 338 $641, 720 $262, 382 | 1953_. $907,118 | $1, 443, 856 536, 738 
i esddaeiresn 410, 206 1, 017, 609 607, 403 |) 195 os 985, 887 2, 209, 947 1, 224, 060 
Waa 419,845 | 2,195, 860 1, 776, 015 || 1955___. 1, 025, 062 | 2,183, 279 1, 158, 217 
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Citizens Utilities Co. and subsidiaries—Comparison of net income (reduced by 
actual cash dividends paid), capital expenditures and outside capital required, 
1946-56 

















Net income Cash divi- Total, | Capital | Outside cap- 
Year dends paid cols.1,2 | expenditures | ital required 
| | 
1 2 3 4 5 
‘i ceil aii |- . m 
Peteieet 2h. d. bind ‘ $379, 338 $124, 134 | $255, 204 | $641, 720 $386, 516 
alah Baar 410, 206 124, 134 286, 072 | 1, 017, 609 731, 537 
1948___ 419. 845 113, 545 306, 300 2, 195, 860 1, 889, 560 
1949___ 522, 688 157, 999 | 364, 689 1, 935, 676 1, 570, 987 
1950___- ; : 533, 200 202, 343 330, 857 1, 491, 590 1, 160, 733 
1051... mt 639, 850 235, 723 404, 127 1, 356, 399 952, 272 
1952. _- ; 793, 489 282, 424 511, 065 1, 444, 498 933, 433 
1953 _ 907, 118 352, 720 554, 398 1, 443, 856 889, 458 
1954 985, 887 435, 454 550, 433 2, 209, 947 1, 659, 514 
1955. _ - 1, 025, 062 448, 518 576, 544 2, 183, 279 1, 606, 735 
1956 1, 126, 298 217, 219 909, 079 3, 689, 192 2, 780, 113 
Total 7, 742, 981 2, 694, 213 5, 048, 768 19, 609, 626 14, 560, 858 


Mr. Rosenrua. It has a second schedule which I believe has a 
self-explanatory heading and I would point up these things with 
respect to it. 
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The first schedule shows you that had we devoted all of our net 
income to the provision of facilities necessary to serve some 250,000 
people all over the United States with the utilities services we provide, 
that net income would have been shy of our capital requirements—this 
is the historical fact—by some $11,866,000 in the period covered by 
this schedule. That is assuming we devoted all of our net income to 
that purpose. 

In point of fact, I show you on the next schedule the cash dividends 
we actually paid out in the period, and you will see that in those cir- 
cumstances we required outside capital in this period of just a little 
over $14.5 million. 

Now, this is not an unusual circumstance—ours is not. It is sort 
of typical of the utility industry. The utility industry cannot possibly 
provide from net income sources the capital requirements of the 
growth which our population requires, and is required by our popula- 
tion trend to suburban and frontier areas. Even had we paid no divi- 
dends, we had a capital requirement that was of considera le enormity 
for our company. 

In turn, the capital requirements in the utility industry are not 
ones of free choice. In other words, what I am portraying to you is 
not something where we decided we would like to add some more 

facilities because it is so profitable to do it. In the utility industry, 

one expands because by franchise one is obliged to expand. These 
capital requirements, and therefore our equity capital requirements, 
stem from these facts. 

I have also had submitted to you reprint of an article from Barron’s 
magazine—and that is in limited numbers, unfortunately—which 
delineates for you the money requirements of just the electric utility 
industry alone in the next 20 years. 

You will note that the author of this article states that the electric 
utility industry in the next 20 years will have to provide some $70 
billion worth of new facilities. "That is a tremendous sum of money. 
This completely dwarfs anything the electric utility industry has ever 
been obliged to undertake before. 

The date of this article is January 27, 1958. 

Now, the circumstances that face the electric utilities also face the 
gas utilities and the water utilities to some degree, and to an even 
greater degree the telephone utilities. The utility industry itself 
warrants some special considerations in these circumstances to which 
I have addressed myself. 

Finally, I would direct your attention to the last schedule which 
I think may come as a surprise to a lot of people who have done some 
thinking on this subject. I have brought down here with me the most 
recent analysis that we have prepared of the new shareholders—that 
is, those who have come into our Citizens Utilities picture—and it 
covers the period January 1 to June 30, 1957. 

You will see to your surprise that in this period a majority of our 
new shareholders, and a majority of the shares that they bought, were 
the cash dividend paying shares. I make this point because I think 
that part of the concern that caused an interest by the Treasury in the 
section 6 was the notion that if these capiti alizations obtained, every- 
body would be buying the stock dividend paying series. That is not 
true. In fact, all data demonstrate it. 
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The further fact is—and this will be equally surprising—that in the 
classification 1 to 24 shares—and we have broken this down by size of 
share ownership; 24 shares of our stock represents an investment of 
$400, because our stock sells at about $16 a share—in the classification 
where most people have $400 invested in our company, the majority 
of those people bought our series A or stock diviieed paying series. 

Conversely, in the bracket 100 to 499 shares—that is, an investment 
of $1,600 to $8,000—a majority of those people bought the series B or 
cash dividend paying security. 

I think the facts and the reality are different from the theory in this 
field, as it is in many fields. 

Now, I close by thanking you, of course, for your indulgence and 
your time. I hope that our formal presentation will have your 
interested and thorough reading, and I hope that what I have added 
today will be helpful in your determination. I feel certain that we 
can rely on our Ways and Means Committee to make sure that equity 
is accorded the shareholders of Citizens Utilities Co. 

Thank you. 

Mr. Foranp. Does that include your statement ? 

Mr. Rosentuau. It does. 

Mr. Foranp. We thank you for your appearance and the informa- 
tion given the committee, and you can be reassured that it will be 
given serious study. 

Are there any questions? 

If there are no questions, we thank you, sir. 

Now, Mr. Edwin Bruhl was called previously. Is he here now? He 
is not. Therefore, he may extend his remarks in the record and the 
committee will stand adjourned until 10 o’clock in the morning. 

(Thereupon, at 3:25 p. m., the committee recessed, to reconvene at 
10 a. m., Wednesday, February 5, 1958.) 
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(Advisory Group’s Reports on Subchapter C (Corporate Dis- 
tributions and Adjustments); Advisory Group’s Reports on 
Subchapter J (Estates, Trusts, Beneficiaries, and Decedents) ; 
Advisory Group’s Reports on Subchapter K (Partners and 
Partnerships); General Discussions) 


WEDNESDAY, FEBRUARY 5, 1958 


House oF REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANS 
Washington, D. 0. 

The committee met at 10 a.m., pursuant to recess, in the committee 
room, new House Office Building, Hon. Wilbur D. Mills (chairman) 
presiding. 

The Cuairman. The committee will please come to order. 

Our first witness this morning is our colleague and friend from 
Michigan, Hon. John D. Dingell. 

Although we know you quite well, for the purposes of this record 
will you identify yourself by giving your name, address, and the 
capacity in which you appear. 

Mr. Drnge xt. I will, Mr. Chairman. 


STATEMENT OF HON. JOHN D. DINGELL, MEMBER OF CONGRESS 
FROM MICHIGAN 


Mr. Drneeit. Mr. Chairman and members of the committee, m 
name is John D. Dingell. I am a Member of Congress from the 15t 
district of Michigan. I would like to thank the Chair and the dis- 
tinguished members of the committee for their courtesy in permitting 
me to appear today and testify on the subject of tax revision. 

I might say it is a particular pleasure to appear before my father’s 
old committee and to have my first opportunity to appear before this 
committee since the time that my good friend, Mr. Mills, has become 
chairman. 

Mr. Reep. Mr. Chairman ? 

The Carman. Mr. Reed. 

Mr. Reep. I just want to say to you, Representative Dingell, that 
I know your father would have been one of the proudest men in the 
world if he could have seen you right now before this committee of 
the Congress; and you deserve such a distinction. 

The Cuarrman. And have, for many years. 

Mr. Drncet. I would certainly like to thank you, sir, for that com- 
ment. Iam sure he would have. 
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I was thinking, as I walked into the committee room this morning, 
how much he loved this committee and how much he loved each and 
every member, with how much respect and in what a very high regard 
he held each and every member of this committee. I know the dis- 
tinguished gentleman from New York and my father were very close 
friends. I can recall many conversations my father and I had about 
how much he enjoyed some of the things you and he were able to do 
together. 

Vith the permission of the Chair and the committee, Mr. Chairman, 
I will just summarize briefly my remarks, and then insert the prepared 


statement that I have here. 

The Cuarrman. Without objection, your entire statement will ap- 
pear in the record. 

Mr. Drncetxt. Thank you, Mr. Chariman. 

(The statement referred to is as follows :) 


Mr. Chairman and members of the committee, my name is John D. Dingell. 
I am a Member of Congress from the 15th District of Michigan. 

I would like to thank the chairman and the members of the committee for 
their gracious courtesy in permitting me to be here today to testify on the subject 
of tax revision. 

I am not here to urge a tax cut as such at this time, however, I do have a 
strong feeling that there are certain revisions necessary in the Internal 
Revenue Code. Specifically, Mr. Chairman, I refer to changes which would serve 
to make more fair the tax burden by shifting it from those least able to pay to 
those who have a greater ability to pay, but who have received unjustified 
favoritism. 

This is particularly urgent at this time not from the humanitarian aspect, 
which is of great importance, but rather the state of the economy. Our present 
rate of growth is about 2% percent a year from 1953 to 1957. From 1933 to 1953 
the rate of growth was better than 5 percent a year. In the period 1947 to 1953 
we advanced at a rate of about 4.7 percent a year, all these rates being based 
on the dollar of constant value. The best economists tell us that the United 
States must grow at the rate of 3 percent a year or be in serious trouble. Bach 
year we add a tremendous number of new mouths; our population growth being 
on the order of a million or better a year. 

I am sure the chairman and the committee are aware of the very grave 
economic crisis this year. Unemployment was announced by the Secretary of 
Labor as being 4 million people. This figure is the so-called official figure, based 
in large part on returns of unemployment compensation agencies throughout the 
United States. Real unemployment is often substantially higher than this 
figure. Anticipated unemployment by summer is 5 to 7 million. 

In my own city of Detroit unemployment is presently in excess of 130,000 
people, or over 8 percent of the work force. The State of Michigan is plagued 
by over 200,000 unemployed and almost 7 percent of workers are out of work. 
Forty-five other major cities are in a similar situation. 

This situation can be well characterized by an article which appeared in a 
recent U. S. News & World Report dated January 31, 1958, entitled “The Story 
of 267 American Millionaires.” 

We are constantly told that the American millionaires are taxed at a prohibi- 
tive rate. Cries go up that the American millionaire pays taxes on the order of 
from 90 percent on up. This is not so. The U. S. News & World Report says 
that the average millionaire had an income of $2,096,000 a year, 47.2 percent 
of which was left after taxes, the real tax rate being only a shade in excess of 
50 percent ; the reason, loopholes and tax favoritism. 

If we were to remove the preferences and special benefits which have made 
a sieve of the Internal Revenue Code, one expert, Mr. Joseph A. Pechman, esti- 
mates that a tax cut of up to 50 percent could be given. He estimates that better 
enforcement under a simplified tax system might bring tax cuts close to 50 
percent for the ordinary taxpayer. 

It is estimated that $26.5 billion did not even show up on 1956 returns. The 
recipients either forgot this money or failed to report it. Tax evasion is supposed 
to run at the rate of about 10 percent of all reported income. 
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I would like to stress the amount of income taxpayers simply fail to report: 


Percent 
Vion wares and. GRlaries........ncnncandscncennnscimen sna eetiae 5 
TE CRD III oe ce sens sew we ererseni oe server keahear a ening ep emeninrdpn ican eete eee 18-25 
MR IN oi coc sa an em up qr eco cer mcs 0s pers einen anna inenetat tintin dee ameamaeCaalen 55 
POE ITO oie ndincincc cbagennbesecebertinataddhensaeyeadnan 61 
De te I ogee eres ence wteey teen’ oc stn tame danernecipnaaaer eeiameaaaaae 61.5 


Changes in the withholding tax laws could certainly affect the collection of 
dividends from the stock of large corporations and the interest on bonds of large 
corporations. This particular instance shows great unfairness, because wages 
and salaries, at least of the small wage earners, are 100 percent subject to with- 
holding and you will note the evasions favor the large taxpayer. 

Mr. Chairman, what I am here today to urge is that Congress raise the indi- 
vidual exemptions from $600 to $700 as provided in my bill, H. R. 7065, or to 
raise the individual exemption to $800 as provided in my bill, H. R. 7066. 

The cost to the Federal Government of raising exemptions from $600 to $700 
would be $2.8 billion, and an estimated 4.2 million taxpayers would be absolved 
from tax liability. An increase in the exemption to $800 would reduce revenue 
by $5.2 billion and relieve an estimated 8.2 million taxpayers from all tax 
liability. A family of four with an income of $5,000 would receive a tax cut of 
$80 under the $700 exemption or a tax cut of about 19 percent. The same 
family would receive a tax cut of about $160 or 38 percent under the $800 
exemption. 

Certain very substantial savings would be received by the Federal Govern- 
ment in not having to receive and process a tremendous number of small returns, 
if such a form of tax relief were given. 

To compensate for this lost revenue the country would receive a substantial 
benefit in additional spending by the little people of this country who would 
have to spend money received by them in the form of tax cuts. This would 
stimulate the economy in time of real financial difficulty. Specific reforms that 
I urge upon this committee are many and could result in greater savings and 
even greater benefits to the average taxpayer than the two proposals I have 
just mentioned. The first is, of course, better enforcement of our tax laws. 
About $3 billion is lost through cheating and evasion. 

I urge more stringent provisions affecting capital gains. Show men form 
companies to produce shows with themselves as major stockholders. They 
may then sell the corporation to a network or other buyer at a substantial gain. 
The Tax Court has ruled that such an operation netting $2 million need only 
pay 25 percent capital gains tax, whereas at ordinary rates the tax could have 
run close to 90 percent. Similar relief was offered to a famous movie producer 
who got a big cash settlement from his studio when he retired. 

I would urge the committee to devote special attention to the expense account 
problem. A bar association recently took a vacation to London to attend a 
convention there. As such, this trip Came about as a business expense and 
was tax deductible; certainly not a legitimate business expense. A Pennsyl- 
vania dairy owner and his wife went on a safari to Africa. The cost was about 
$16,800. It was charged to the dairy as a business expense, because movies 
were taken which were shown to customers to help advertise milk. 

Former Revenue Commissioner T. Coleman Andrews cited scores of cases 
showing how taxpayers evade income taxes by “living off expense accounts.” 
He added, “I make the unqualified statement that if we should be unable to 
check that sort of thing then our revenue system will break down.” Examples 
of expense account padding for tax purposes included a trip by the president of 
two corporations to the Kentucky Derby, Florida vacations, and a honeymoon. 
A Minnesota auto dealer billed his company for $43,000 worth of personal ex- 
penses. Included therein was the cost of school tuition for his sons; $8,000 
was charged to his business for a daughter’s debut by an executive. A steel 
broker claimed business expenses of $47,946 for “call girls” and “female enter- 
tainers” supplied to his guests. An undertaker charged grocery bills to his 
mortuary. Many highly paid employees no longer care about wages, it is the 
expense account in which they are interested. 

Another collection of tax favoritisms appeared in the 1954 code, which sought 
to achieve fairness by spreading new “special benefits” in the direction of busi- 
ness and high-bracket taxpayers. The upper income groups got the benefit of 
the new dividend credit provisions, repeal of which would mean an additional 
$260 million to the Treasury. Taxes on annuities were reduced and the raising 
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of the ceiling on deductible contributions from 20 to 30 percent was particularly 
interesting. 

In this regard, clergymen complain that they receive about 50 percent of the 
charitable contributions claimed in income-tax returns. 

The accelerated depreciation allowance made available under the 1954 amend- 
ments is a form of tax favoritism. Shortly after passage of this provision all 
lawyers in the Detroit area received a circular from a dealer for Cadillac Motor 
Car Co. explaining how an attorney could own a Cadillac more cheaply than a 
Ford under this section. The provisions for increase in authorized percentage- 
depletion allowance and the provision that permitted writeoff of advertising and 
research expenses was also favoritism for the large corporation and the upper 
bracket individual taxpayer. 

I would like to cite the tax credit given Western Hemisphere trading corpo- 
rations, a war measure. A mining company which operated in South America 
threatened to cut off a strategic import because of corporation taxes. This com- 
pany received a special benefit in reduction of its taxes from 52 percent to 38 
percent. The amendment as drawn was so loose that all United States compa- 
nies doing export business with Latin America came in under the provision 
thereof, and the result has been a cost of hundreds of millions of dollars to the 
taxpayer over the years. 

Recently, the President’s Commission on Foreign Trade Policy recommended 
that the same preference be given to all United States firms doing business in 
the world. Again, American taxpayers are called upon to pay for stimulating 
private investment in underdeveloped countries. 

Other loopholes that this committee might look into are Canadian investment- 
fund provisions, the provision for multiple trusts and the so-called in-oil pay- 
ments. 

I urge repeal of the so-called Singer Sewing Machine provision, which permits 
United States companies doing business abroad to spread credits they received 
for taxes paid to foreign governments over an 8-year period resulted in savings 
to Singer and other companies of about $5 million in taxes for each year. 

I also respectfully urge the committee to pass a provision similar to the bill 
which I offered last January, which would amend the corporate income tax laws 
to reduce the normal rate of tax from 30 percent to 22 percent and to raise the 
surtax from 22 percent to 32 percent, and to raise the surtax exemption from 
$25,000 to $50,000. This would result in a substantial benefit to small corpora- 
tions. Tax relief will be received in varying amounts‘by almost all corporations 
earning under $525,000 a year. Reductions of about 26.7 percent will go to cor- 
porations earning less than $75,000 a year. The loss to the Treasury would be 
small, on the order of $150 million a year. 

This last proposal would help overcome the problem that small business has 
faced in its competition with the giants of the industry. Small businesses will 
be better able to finance their expansion from their profits, where large firms 
can either secure money for expansion by plowback of retained earnings or by 
securing capital from loans from banks and insurance companies. 

Unless Congress acts to protect the little fellow, both individual and corpo- 
rate, George Humphrey’s prediction of a hair-curling depression may very well 
become a frightening reality. I strongly urge this committee to report legis- 
lation including the provisions I have recommended today to act as a strong 
stimulus for business without loss of valuable revenue to the Federal Government 
in a time when we need money for rockets, missiles, and defense. 


Mr. Drncetzt. Mr. Chairman, I believe each and every member of 
this committee is very much concerned, as I am, with the general state 
of the economy today. Economists have told us that our present 
rate of growth from 1953 to 1957 has been about 214 percent a year. 
The same economists tell us that our economy must grow at the rate 
of about 3 percent a year to provide food, fiber, opportunity and jobs 
for our people, and for each new group of births which come in the 
course of the year. Each year, we add about a million new citizens to 
our population. 

At the present time, I am informed by no less an authority than 
the Secretary of Labor that the unemployed are about 4 million. This 
is the official figure, and in point of fact does not really reflect the real 
unemployment, which is probably at least a million higher. 
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In my own city of Detroit, unemployment is on the order of 130,000 
people, over 8 percent of the work force. The State of Michigan has 
probably 200,000 or more unemployed, about 7 percent of the workers 
are out of work. Forty-five major cities in the United States have a 
similar situation. 

Mr. Chairman, I was particularly interested awhile back to see an 
article appear in the U.S. News & World Report entitled, “The Story 
of 267 American Millionaires.” I have heard a great deal of comment 
by certain groups in this country that the income tax is unduly burden- 
some to those in the higher brackets, yet the U. S. News & World 
Report, which is calculated to be read and to be read with favor vy 
= in that economic bracket, said that the average American mil- 

ionaire pays only about 50 percent of his income in taxes, as contrasted 
to the 91 percent that he is supposed to pay. 

The reason for this, Mr. Chsieuieas. is the tremendous number of 
favoritisms for the upper brackets which have been written into the 
law during the last few years. I know that the Chair and many of 
the members of the committee feel as I do, that income taxation should 
be on the basis of the ability to pay. It should not be on the basis of 
special interests and favoritism. 

Specifically, Mr. Chairman, I respectfully urge today that the com- 
mittee should consider favorably my bill, H. R. 7065, which would 
raise the individual exemption from $600 to $700, and my bill H. R. 
7066, which would raise the individual exemption to $800. 

I do not urge this committee merely to report out those two pieces 
of legislation without doing something to compensate for the loss of 
revenue which would result from such an action. But I do have some 
specific recommendations for recouping revenue. 

The first of these is more strict and stringent enforcement of existing 
tax laws. 

I was very interested the other day to see that 2614 billion, esti- 
mated, did not even show up on 1956 returns. The recipients of this 
money either forgot it or failed to report it. Another expert esti- 
mated that tax evasion is supposed to run at a rate of 10 percent of all 
reported income. 

I was further interested to see that, as shown in the little table ap- 
pearing on page 2 of my statement, taxpayers simply fail to report 
5 percent from wages and salaries; 13 to 25 percent from dividends; 
55 percent of rental income; and farm income, 611% percent. 

Mr. Mason. May I ask the chairman where those figures come from ? 

Mr. Drincetx. I got them from an article by Mr. Jack Steel, who 
was quoting a Mr. Pechman, who is supposed to be one of the out- 
standing students of this particular field of American taxation. 

Mr. Mason. Not in my book. 

The Cuarmman. Is that Joseph A. Pechman that you are talking 
about ¢ 

Mr. Dincetu. Yes, sir. 

I am sure Mr. Mason will understand that there is room for honest 
difference of opinion here. 

Mr. Mason. That is right. 

Mr. Drnceiu. The cost of raising exemptions to $700 a taxpayer 
would be $2.8 billion, and about 4.2 million taxpayers would be removed 
from the rolls. The increase in exemption to $800 would result in 
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about $5.2 billion loss and an estimated 8.2 million taxpayers would be 
absolved from tax liability. 

This would tend to restore very substantially the graduation which 
existed in the income tax, Mr. Chairman, particularly when certain 
of what I call tax favoritisms are removed, the first of which is the 
so-called accelerated depreciation, which was incorporated in the 1954 
amendments. 

Mr. Chairman, I found that right after that particular provision 
was passed, I received a notice, along with all other members of 
the bar in the city of Detroit, advising me that I could now own a 
Cadillac automobile more oneaply than I could own a Ford automo- 
bile, by reason of the passage of this specific tax favoritism. 

I would urge on the committee very strongly that the expense 
account features of the law receive very careful scrutiny. A tremen- 
dous number of abuses have sprung up in this particular field. 

I would also urge, and very strongly urge, repeal of the dividend 
credit, so-called, for which I feel there is absolutely no justification, 
either in law or in good morals. 

I would also cite to the committee the loopholes which have been 
written into the law, including the Western Hemisphere trading cor- 
porations provision, which permits corporations trading in the West- 
ern Hemisphere to receive special treatment in the form of a tax of 
38 percent on the corporation instead of 52 percent. 

The Singer Sewing Machine provision is another, which permits 
United States companies doing business abroad to spread credits 
which they receive from the taxes paid foreign governments over an 
8-year period, instead of paying them yearly, which results in about 
$5 million in taxes, special benefit for each and every one of these 
corporations. 

Mr. Chairman, I also have cited in my statement to the committee 
a number of other provisions which I feel could use the scrutiny of 
this committee. 

With that, Mr. Chairman, I would like to thank the Chair and each 
and every member of the committee for this opportunity to appear 
before you this morning. 

The Cuatrman. Mr. Dingell, we appreciate your coming to the com- 
mittee and discussing with us those of your bills which are pending 
before the committee. We thank you very much, sir, for giving us 
the benefit of your views on them. 

Are there any questions of Mr. Dingell? 

Mr. Exernarter. I would just like to say that I agree with many 
of the views that he expressed here this morning. 

Mr. Dinceiu. Thank you, Mr. Eberharter. 

The Cuarrman. Thank you, sir. 

Mr. Dinceit. Thank you, Mr. Chairman and members of the 
committee. 

The CuarrMan. Our next witness is Mr. Walter T. Cardwell. 

Mr. Cardwell, will you identify yourself for the record by giving 
your name, address, and the capacity in which you appear. 
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STATEMENT OF WALTER T. CARDWELL, CHAIRMAN, SPECIAL 
COMMITTEE ON FEDERAL TAXATION, COMMERCE & INDUSTRY 
ASSOCIATION OF NEW YORK, NEW YORK, N. Y. 


Mr. Carpwe.i. My name is Walter T. Cardwell. I am head of the 
tax department of S. D. Leidesdorf & Co., certified public account- 


ants. I am chairman of the special committee on Federal taxation 
of the Commerce and Industry Association of New York, and I am 
appearing today as a representative of the association. 

The CuHarrman. Mr. Cardwell, would it be possible for you to 
complete your statement in the 20 minutes that we have allotted to 
you, sir? 

Mr. CarpweELL. Yes, sir, I will have to. 

The Cuarrman. Without objection, your entire statement and the 
appendixes will be included in the record, if that will facilitate 
matters. 

Mr. CarpweE.i, I assume the committee members have noticed what 
we have submitted here. 

(The statement and appendixes referred to are as follows.) 


STATEMENT OF WALTER T. CARDWELL, CHAIRMAN, SPECIAL COMMITTEE ON FEDERAL 
TAXATION, COMMERCE AND INDUSTRY ASSOCIATION OF NEW YorRK, INc. 


My name is Walter T. Cardwell. I am head of the tax department of 8S. D. 
Leidesdorf & Co., certified public accountants. I am chairman of the special 
committee on Federal taxation of Commerce and Industry Association of New 
York, Inc., and am appearing today as a representative of the association. 

Commerce and Industry Association is a chamber of commerce having over 
3,500 members including all levels of business activity from the small business 
to the largest. Our special committee on Federal taxation periodically studies 
and reviews the Internal Revenue Code and proposals for its amendments. We 
are pleased to have this opportunity to present our thoughts and recommenda- 
tions concerning the code and sincerely urge your favorable consideration of 
them. 

Last year our association, through its committee, reviewed subchapter C and 
made a number of recommendations to the Ways and Means Committee and to 
the Joint Committee on Internal Revenue Taxation. When the advisory group 
on subchapter C was appointed the recommendations of the association were 
submitted to it. 

The association’s tax committee has made a hurried review of the recom- 
mendations of the advisory group in the limited time available since December 
24, 1957, date of release of its report. In the opinion of the association the short 
period of time since the release of the report is wholly insufficient for anyone to 
make an adequate study of the recommended changes and of their effects. Even 
persons who can devote all of the working hours of the day exclusively to such 
a study could not complete it in so short a period. The association deplores 
hasty action taken in connection with matters of such importance to the Nation 
and recalls its urgent plea to your committee and to the Senate Finance Com- 
mittee when subchapter C of the 1954 code was in the process of being enacted, 
that action be deferred to permit time for adequate study of the proposed changes. 
The subchapter C amendments were released late in the deliberations of the 
Ways and Means Committee at the time of enactment of the 1954 code and no 
one, neither the Ways and Means Committee, the Finance Committee, nor the 
public had adequate time for their study. The report of the Ways and Means 
Committee accompanying H. R. 8300 (the 1954 code) makes the following state- 
ment on page B 19 with respect to subchapter C: 

“Due to the complexity of this subject, time has not permitted us to more than 
analyze these sections on their surface. The comments which we make below 
appear to us to be well taken. Any legislative changes in this field should be 
made with caution and with full understanding of their implications. We doubt 
that anyone can claim that such consideration has been given to this subject.” 


Ao TESS 


Lee a I RS AER EASES 








3174 GENERAL REVENUE REVISION 


The report of the advisory group on subchapter C has become available for study 
for only a little more than a month, yet parts of it contain complete and whole- 
sale revisions of highly significant provisions such as those dealing with liquida- 
tions, collapsible corporations, and reorganizations. As to these provisions the 
association strongly urges that action be deferred for a minimum period of 1 
year in order to allow for adequate study. On the other hand, enactment is 
recommended of certain clarifying amendments proposed by the advisory group. 

The recommendations of the association with respect to subchapter C which 
were made last year are appended to this statement and marked “Appendix A,” 
and are referred to in the comments on the advisory group’s report. 


RECOMMENDATIONS OF COMMERCE AND INDUSTRY ASSOCIATION WITH RESPECT TO THE 
REPORT OF THE ADVISORY GROUP ON SUBSECTION C 


The recommendations of the association with respect to the amendments to the 
1954 code which are proposed in the report of the advisory group on subchapter 
C are as follows: 

(References below are to sections of the subchapter C advisory group proposed 
amendments and the report accompanying same, both dated December 24, 1957.) 


A. Sections 2 through 9: 


The changes recommended in sections 301, 302, 303, 304, 305, 306, 307, and 311 
of the 1954 code consist, with certain exceptions, of clarifying amendments and, 
as such, are approved. The following exceptions are made for the reasons 
stated : 

1. Amendment to section 302 which would require both spouses to completely 
terminate their stock interests is opposed.—Under present law any member of the 
family can redeem all of his stock and the redemption will be treated as a sale 
or exchange, even though other members of the family continue to own stock, pro- 
vided (1) the member of the family completely terminating his stock interest did 
not acquire the stock by gift from other members of the family during the period 
of 10 years prior to the redemption, and (2) the member of the family completely 
terminating his stock interest for a period of 10 years subsequent to the redemp- 
tion does not reacquire any stock and is not an officer, director, or employee of the 
company, his only permissible status being that of a creditor. The proposed 
amendment would continue the above rule as to all other members of the family 
but would make it inapplicable to spouses unless both of them completely termi- 
nated their stock interests. 

This is not a clarifying amendment. It is a further tightening up of the present 
rule. The tests under the present rule are sufficiently stringent. The redeem- 
ing shareholder must completely terminate his stock interest and must meet the 
above described “10-year before and 10-year after” tests. Furthermore, all mem- 
bers of the family group listed in section 318 (a) (1) are treated alike under 
present law. The proponents of the change now seek to delve into differences 
in degrees of closeness of family ties among members of a family group. Distinc- 
tions based upon such nebulous criteria have no place in our tax laws. Husband 
and wife should be permitted as much freedom and independence of action with 
respect to their individual stock holdings as parent and child. 

2. The proposed amendment to section 302 which would draw the line between 
permissible and nonpermissible reacquisitions in enforcement of creditor’s rights 
on the basis of whether or not “the default could reasonably be anticipated” is 
opposed.—Under present law the shareholder completely terminating his interest 
under the “10-year rule” described in paragraph 1 above can retain only one 
status, i. e., that of creditor, where he is not paid in full for his stock when he 
turns all of it in for redemption. No specific provision is made under present 
law covering the situation in which he is compelled to reacquire his stock due to 
default in payment. The proposed addition consists of a provision which permits 
reacquisition in the enforcement of rights as creditor without disturbing the tax 
treatment accorded to the redemption when the complete termination took place, 
and there is no objection to this provision. The proposal, however, goes on to 
provide that the reacquisition will not be considered to be in the enforcement 
of rights as creditor if the default “could reasonably be anticipated at the time 
of the distribution in redemption of stock, or at the time of creation of such 
ereditor relationship, whichever is later.” Since taxpayers cannot be expected 
to be clairvoyant, the proposed language can only have reference to “sham” 
transactions in which defaults may be “arranged” for the purpose of reacquiring 
the stock previously redeemed. The tax laws are, and have always been, ade- 
quate to deal with such “sham” transactions, and the code should not be cluttered 
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up with the language carrying inferences of this type. Furthermore, a test based 
upon reasonable anticipation of a default is too vague to have any practical 
meaning or application. 

3. Repeal of the portions of section 304 which deal with brother-sister corpora- 
tions is recommended.—The association reiterates its recommendation made last 
year—that the extension of the “parent-subsidiary” rule to “brother-sister” cor- 
porations is unwarranted and should be repealed. See paragraph 5 of the asso- 
ciation’s 1957 recommendations in appendix A attached hereto. 

4. The proposed amendment to section 170 which would reduce the amount of 
the charitable contribution if “section 306 stock” is donated involves a policy 
decision.—In the opinion of the association, the effect of the loss of the contri- 
butions on the charities should be the primary consideration in weighing the 
advisability of this proposal. Hospitals, churches, schools and other deserving 
organizations may be deprived of urgently needed funds if this proposal is 
enacted because the donors will discontinue making this type of gift. The chari- 
table recipients do not in all cases redeem the preferred stock received, but 
derive regular annual dividend income therefrom. Encouragement of charitable 
donations has been the established policy over many years in our internal reve- 
nue system, as is evidenced by the allowance of a deduction for the fair market 
value on date of gift of appreciated securities even though such appreciation 
has not been taxed. Enactment of this proposed amendment therefore involves 
more than a mere technical amendment dealing with the treatment of section 
806 stock. It involves a policy decision as to whether the door shall now be 
opened for invasion of the long-established practice of encouraging charitable 
gifts to qualified organizations by allowing tax deductions therefor. 

5. The proposed amendment to section 306, under which new preferred stock 
which was not exchanged for “section 306 stock” could become “section 306 stock” 
by reason of being “substantially different” from the old preferred stock turned 
in is opposed.—In the case of new preferred stock received in exchange for old 
preferred stock in a tax-free reorganization such as a recapitalization the law 
states that such new preferred stock will be “section 306 stock” only if (1) it 
was exchanged for “section 306 stock,” or (2) if the effect of the transaction was 
“substantially the same as the receipt of a stock dividend.” While no change is 
proposed in the above definition which appears in the law itself, the advisory group 
takes pains to point out on page 17 of its Report that “it believes that the inter- 
pretation of the present statutory test by the regulations provides a satisfactory 
interpretation of the statute, particularly in view of the example relating to the 
exchange of preferred stock.” 

The example in the regulations referred to can be construed to prescribe a 
test which is not one of the two above-mentioned tests in the law, i. e., as test 
as to whether preferred stock received in a reorganization is “substantially dif- 
ferent” from the preferred stock previously held. 

For example, assume that 1,000 shares of preferred stock having a par value 
of $100 per share were issued when the corporation was organized 50 years ago 
and $100 was paid into the company upon organization for each share. In a 
recapitalization now to be effected, 1,000 shares of new $100 par value preferred 
stock are exchanged share for share for the old preferred stock, but the new 
preferred stock has a different dividend rate, for example, 6 percent instead of 
4 percent, and provisions pertaining to redemption rights, sinking fund, etc., 
which are different from those in the old preferred stock. Such new preferred 
stock does not fall within either of the definitions appearing in the law, i. e., 
it was not issued in exchange for “section 306 stock” nor was it issued in a tax- 
free reorganization the effect of which was “substantially the same as the receipt 
of a stock dividend.” The 6 percent stock could have been issued the day the 
corporation was organized and it is not possible for the recapitalization to have 
the effect of a stock dividend because there is no transfer from surplus to capital 
and no allocation of basis. 

The statement in the regulations, which the advisory group takes pains to ap- 
prove, can be construed to treat the new preferred stock in the above example 
as “section 306 stock,” despite the fact that there is no authority for such a 
position in the law itself. To overcome the effect of this erroneous regulation, 
and the extent to which it is dignified by approval of the advisory group, it is 
respectfully requested that the Ways and Means Committee state expressly in 
its report that the definition which appears in the law governs, and that the test 
to be applied in determining whether preferred stock is “section 306 stock” 
under such circumstances is not based upon whether the new preferred stock 
is “substantially different” from the preferred stock turned in. In the absence 
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of such a statement taxpayers may be subjected to needless harassment because 
revenue agents will be required to and will apply the erroneous test set forth 
in the regulations in every case in which there is the slightest change in the 
terms of a new preferred stock, even though the changes are made for legiti- 
mate business purposes and even though none of the factors which led to enact- 
ment of section 306 are present. New preferred stock exchanged for old pre- 
ferred stock which was purchased for cash does not become “section 306 stock” 
merely because the new preferred stock is made more marketable or more valu- 
able. The higher dividends paid in the future on the new stock will be taxed 
as ordinary income to the recipients. 

6. Amendment of section 807 to permit election of zero basis for stock divi- 
dends as well as stock rights is recommended.—The association reiterates its 
recommendation made last year. See paragraph 6 of the association’s 1957 
recommendations in appendix A attached hereto. 


B. Section 10: 


Amendment of section 317 which would insert a definition of “indebtedness” 
is opposed.—Even though it is stated that “indebtedness” shall not be limited 
to the definition which is inserted, experience has shown that once a nonexclu- 
sive definition of this type is inserted into the law any case, no matter how 
legitimate, arising in which one of the elements listed in the nonexclusive defini- 
tion is absent has “two strikes against it.” 

In this particular case, for example, if either there is a more than 5 to 1 
ratio or any subordination whatsoever to trade creditors the indebtedness will 
have “rough sledding” no matter how legitimate the higher ratio or the subordi- 
nation may be under the circumstances. 

Furthermore, as is very evident from the present recommendations of the 
advisory group, once a definition of this type is inserted into the law the next 
step is to further tighten up its provisions, and the initial attempt to avoid 
litigation not only does not accomplish its goal (and sometimes leads to even 
more litigation), but results in the insertion into the law of a further restriction 
on the freedom of action of businessmen. The 1954 code introduced a definition 
of a partial liquidation in section 346. Even though the definition is supposed 
to be “nonexclusive,” amendments already are proposed by the advisory group 
to further restrict the definition. 

The proposed definition of “indebtedness” would apply throughout the code, 
not solely for purposes of subchapter C, because it is inserted “for purposes of 
this subtitle.” It would affect, for example, interest deductions. 

The association strongly recommends that the Ways and Means Committee 
reject the recommendation that the definition be inserted on the ground that 
it will raise more questions than it will solve. 


C. Section 11: 


Repeal of section 318 dealing with rules of attribution is recommended.— 
The association reiterates the position taken by it with respect to rules of attri- 
bution at the time the 1954 Code was in the process of being enacted. 
The association again asked for repeal in its recommendations made last year. 
(See par. 3 of the association’s 1957 recommendations in appendix A attached 
hereto.) The position was, and is, that wherever the application of rules of 
constructive ownership of stock is necessary and proper in the code, reference 
can be made to the familiar constructive ownership rules found in section 24 (b) 
of the 1939 code. The section 318 monstrosity is wholly unnecessary and has 
only added confusion rather than clarity and certainty. 

If the above recommendation is not adopted the association, of course, favors 
clarifying amendments, such as those proposed by the advisory group in its 
section 11. 


D. Sections 12 through 17: 


1. The proposed amendments to sections 331, 334, and 346, the proposed repeal 
of section 333 and the proposed replacement of section 341 with new section 
343, dealing with liquidations and collapsible corporations should be deferred to 
allow time for study and expression of opinion by an informed public—The 
association strongly recommends that the proposed wholesale revisions of the 
law dealing with liquidations of corporations and collapsible corporations be 
deferred for a minimum of 1 year in order that adequate study may be given to 
them and to their effects. 

No convincing proof whatsoever has been adduced which demonstrates any 
need for urgent legislation changing all the basic rules pertaining to the complete 
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or partial liquidation of corporations. If the recommended changes have merit 
a year’s delay will not prejudice their enactment. If they cannot stand up with 
the limelight focused on them for a year, the country will be better off if they 
are not placed on the books. We should hesitate to substitute a whole set of 
rules that may turn out to be no improvement upon the present rules. The asso- 
ciation particularly objects to the new and arbitrary restriction imposed in 
the case of partial liquidations and corporate separations—that the distribution 
constitute at least 20 percent of net worth on the ground that it is unnecessary in 
view of the requirement that the distribution in both cases cannot be distribu- 
tions “essentially equivalent to dividends.” 

In the case of collapsible corporations there are glaring inequities in present 
section 341 which need correction. The advisory group’s recommendations are 
not designed to remove inequities within the present framework of section 341. 
What is proposed is repeal of present section 341 and a completely different 
treatment of collapsible corporations and their shareholders which will be em- 
bodied in a new section 348. This completely new treatment dovetails into the 
completely new treatment proposed for liquidations of noncollapsible corporations. 

We do not now criticize the goals sought to be achieved in the proposed new 
treatment of collapsible corporations, i. e., the taxation as ordinary income only 
of income from such items as would produce ordinary income if sold by the cor- 
poration, or if no corporation had existed; and the substitution of an objective 
test for the present test which involves intention to avail of the corporate form 
to convert ordinary income into capital gain. In an attempt to accomplish these 
goals, however, an entirely new scheme is contrived under which every corpora- 
tion, regardless of the length of time it is in business, is potentially a collapsible 
corporation. The moment the unrealized appreciation in its noncapital assets 
exceeds 15 percent of its net worth it becomes collapsible. Under present law 
(which, we reiterate, is far from perfect) the collapsible “taint” at least evapo- 
rated in many cases after 3 years. 

Despite the deficiencies and inequities in present law, the association strongly 
urges that the proposed new collapsible corporation provisions, tied in as they are 
with the new provisions regarding liquidations and basis of assets after liquida- 
tions, should also be deferred for adequate study for a period of at least 1 year. 
In the interim, the most glaring inequity can be removed, as is recommended in 
paragraph 4 immediately below, by a change within the framework of present 
section 341. 

2. The proposed amendments to sections 332 (complete liquidations of sub- 
sidiaries) and 337 (12-month liquidations) are approved.—The proposed amend- 
ments to these two sections constitute clarifications and improvements of present 
law and should be enacted. They can be enacted even though the wholesale 
revisions in the sections of law listed in paragraph 1 immediately above, dealing 
with liquidations and collapsible corporations, are deferred as above recom- 
mended. 

3. Amendment of section 333 to replace the date “December 31, 1953,” appear- 
ing therein is recommended.—The advisory group recommends repeal of section 
333 (1-month liquidation) in connection with its proposed wholesale revision 
of the liquidation provisions. The association (in par. D above) recommends 
that such wholesale revision of the liquidated provisions be deferred for study 
for a period of a minimum of 1 year. Pending such study, the association 
reiterates its recommendation made last year that a 12-month period be sub- 
stituted for the arbitrary “December 31, 1953,” date appearing in section 333. 
See paragraph 7 of the association’s 1957 recommendations in appendix A 
attached hereto. 

4. Amendment of section 341, to eliminate property used in a business which 
is purchased, is recommended.—The advisory group recommends repeal of sec- 
tion 341 and enactment of new section 343 which prescribes a completely new 
treatment of collapsible corporations. The association recommends (in par. D 
above) that such wholesale revision be deferred for study for a period of a 
minimum of 1 year. Pending such study, the association reiterates its recom- 
mendation made last year that subdivision (b) (3) (D) of section 341 be elimi- 
nated. See paragraph 8 of the association’s 1957 recommendations in appendix 
A attached hereto. 

The inclusion in the definition of collapsible assets of depreciable property 
used in the business which is purchased, as distinguished from such property 
which is constructed, has created a wide area of uncertainty in legitimate 
business transactions which were never intended to fall within the “collapsible” 
category. Gain on this type of asset, if sold by the corporation, or if no cor- 
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poration existed, usually is capital gain. One of the goals sought to be achieved 
by the advisory group is the taxation as ordinary income only of income from 
such items as would produce ordinary income if sold by the corporation or if 
no corporation had existed. Thus this confusion and inequity can be removed 
by eliminating subdivision (b) (3) (D) of present section 341, pending study 
of the proposed new section 343. 

5. Amendment of section 346 to reduce the 5-year period to a 3-year period.— 
The advisory group recommends the tightening of the “nonexclusive” definition 
of partial liquidation by the addition of a further arbitrary requirement that 
the distribution in partial liquidation of the terminated business constitute at 
least 20 percent of the net worth of the corporation. The report of the advisory 
group states that “this will insure that the distribution will represent a significant 
portion of the net worth of the corporation, and will serve to distinguish it from 
an ordinary distribution of current profits.” If it is an ordinary distribution 
of current profits it could not qualify for partial liquidation treatment under 
either proposed section 346 (b) (not essentially equivalent to a dividend) or 
proposed section 346 (c) (termination of a business). The additional 20 per- 
cent requirement therefore serves only to impose another arbitrary restriction 
on the actions of businessmen. If a corporation is in several businesses and 
finds it expedient and economical to give up one of its businesses, it should have 
the right to effect a partial liquidation of such business whether its value is 
19 percent of net worth or 21 percent of net worth. 

Rather than further restrict the freedom of businessmen, the association 
reiterates its recommendation, made last year, that the arbitrary 5-year period 
prescribed in section 346 (during which the business being terminated must 
have been conducted) be reduced to a 3-year period. See paragraph 10 of the 
association’s 1957 recommendations in appendix A attached hereto. 


E. Sections 18 through 27: 

1. The proposed amendments to sections 351, 354, 355, 356, 857, 358, 361, 362, 
868, and 371 dealing with reorganizations should be deferred to allow time for 
study.—The proposed changes in these sections would provide a new treatment 
for reorganizations generally, under which the definition of “reorganization” 
would be broadened considerably but the treatment of items other than those 
which are permitted to be received tax-free would be materially changed. With 
respect to property other than stock permitted to be received tax-free, the tax 
treatment would not depend upon whether the transaction as a whole resulted 
in gain and would be determined as if there were an ordinary distribution made 
by the corporation apart from a reorganization. 

These drastic changes in provisions which have been in the tax law for many 
years must affect the economy, and the effect they will have on business must be 
weighed and considered carefully. In this case, also, there is no evidence of 
any need for urgent action. On the contrary, it may be that the Howard case, 
which happened to be decided at the time the advisory group was formulating its 
recommendations, is exerting a far greater influence than it deserves, and a 
broader perspective will be achieved if the proposed changes are studied, re- 
viewed, and discussed for a period of at least 1 year. We seriously question 
whether either (1) the decision in the Howard case, or (2) the fact that a 
certain type of corporate separation may not have been adequately provided for 
in the 1954 code, or both, warrant a complete rewriting of the provisions of the 
reorganization sections of the code. Even if they do, the practical effects of 
the wholesale revision on transactions other than those present in the above two 
situations should be looked into carefully before these basic changes are adopted. 

The association therefore strongly urges that enactment of the changes in the 
reorganization sections be deferred for careful study for a period of a minimum 
of l year. Quick enactment may result in the substitution of a new set of com- 
plicated rules which are no better than the present ones and then it will take years 
to iron out the defects in the new ones. 

2. Amendment of section 355 to reduce the 5-year period to a 3-year period is 
recommended.—The association reiterates its recommendation, made last year, 
that the arbitrary 5-year period during which a separate business must be con- 
ducted before it can be “spun off” or “split off’ be reduced to a 3-year period. 
See paragraph 9 of the association’s 1957 recommendations in appendix A at- 
tached hereto. Pending study of the wholesale revision proposed by the advisory 
group of the reorganization sections, including section 355, the above amend- 
ment, and the other clarifying amendments set forth in paragraph 9 of the as- 
sociation’s 1957 recommendations, should be enacted. A corresponding reduction 
from a 5-year period to a 3-year period is recommended in the case of partial 
liquidations of separate businesses under section 346. 
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F. Sections 28 and 29 


1. The proposed amendments to section 381 dealing with carryovers of 19 items 
in the case of certain reorganizations are approved.—The proposed amendments 
permitting carryovers in the case of corporate separations and clarifying the 
carryover rules in the case of the Groman and Bashford types of reorganizations 
are approved. In lieu of the suggested catchall provision, provisions specifically 
detailing the other items which are to carry over would be preferable. 

2. The proposed amendments to section 382 and 269 dealing with limitations on 
net operating loss carryovers are opposed.—The proposed amendment would 
place a ceiling on the amount of the carryover loss that may be availed of, even 
though the transaction involving the acquisition of, or the merger with, the 
corporation having the loss carryover is a legitimate one on the basis of the 
standards imposed by present sections 269 and 382. Since the ceiling amount is 
related to the consideration paid the inference is that in all cases loss carryovers 
are bought and sold. 

The association does not believe that tax revenues will be increased if com- 
panies encountering difficulties are left to die. At the same time the law should 
be adequate to deal with the illegitimate practice of “trafficking in loss com- 
panies.” The ceiling provision recommended by the advisory group permits very 
little in the way of encouragement for new blood and new money to be infused 
into companies operating at losses. The result of its enactment will be that 
more loss companies will die because there will be very little incentive to attempt 
to revive them. The association believes that the provisions of present law can 
be clarified and can be made more workable, and that the additional restriction 
of a ceiling amount to be imposed at all events is not the solution. 

8. Amendment of section 382 to clarify its present provisions is recommended.— 
The association reiterates its recommendations, made last year, for clarifications 
of the provisions of present section 382 and its relationship to section 269. See 
paragraph 11 of the association’s 1957 recommendations in appendix A attached 
hereto. Section 382 was enacted by Congress and has been part of the code 
since 1954 but regulations have not as yet been issued and rulings cannot be 
obtained with respect to transactions falling within its orbit. While the newly 
enacted section is far from perfect, there have been other equally imperfect 
sections, such as section 318, dealing with attribution of ownership, in connec- 
tion with which the Treasury has issued regulations. 

Section 382 prescribes separate rules with respect to purchases of stock of 
companies having operating loss carryovers, and reorganization transactions with 
companies having operating loss carryovers. In the former case a continuity-of- 
business requirement is imposed and in the latter case a continuity-of-stock- 
holder-interest requirement is imposed. A dormant “shell” of a corporation 
cannot meet either test and the carryover losses in such case are also denied 
by section 269. However, if either of the continuity tests of section 382 are met, 
section 269 should not apply. If parts of “step” transactions fall within both the 

‘“purehase-type” and the “reorganization type” of transactions the continuity 
tests of each, or both, can be applied. Thus, present section section 382 should be 
clarified and made more workable, regulations thereunder should be issued 
promptly, and this section of the law should be administered in the same manner 
as all other sections of the law enacted by Congress until someone comes up 
with a better method of distinguishing between the so-called “illegitimate” cases 
and the so-called “legitimate” cases. 


RECOMMENDATIONS OF COMMERCE AND INDUSTRY ASSOCIATION WITH RESPECT TO 
OTHER MATTERS OF FEDERAL TAXATION 


Taz rate and debt reduction 


We are aware that many witnesses appearing before your committee have 
urged adoption of the Sadlak-Herlong bills (H. R. 6452 and H. R. 9119) to reduce 
Federal tax rates gradually over a period of years. Without repeating the many 
arguments which you have already heard, we join in their recommendation 
of a long-range gradual tax-rate reduction which we believe can be accomplished 
even in the face of anticipated new budget demands. Greater economy and 
efficiency in Government can serve to maintain expenditures at or near present 
levels without delaying long-sought tax reduction. 

Commerce and Industry Association approves the moderate approach provided 
in these bills in the form of adjustment to meet emergency needs of Government 
before granting tax reduction. Adoption of such a program based upon economy 
and efficiency will stimulate growth and expansion of the country’s economy 
while providing for Government needs, 
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Your consideration of a debt-reduction program such as provided in Senator 
Saltonstall’s bill (S. 1738) is also urged as a companion measure. Our associa- 
tion favors this bill to provide for long-range national-debt reduction. By apply- 
ing its provisions in proper interrelation with rate reduction provided by the 
Sadlak-Herlong bills the United States will be placed on a sounder economic 
basis leading to growth, expansion, and true prosperity. 

Concerning other provisions of the Internal Revenue Code we submit for 
your consideration the following suggestions which we believe would make its 
application more equitable: 


Charitable contributions 


Individuals should be granted the same 2-year carryover of excess charitable 
contributions permitted to corporations (sec. 170 (b)). No reason exists for 
discriminating against individuals in this area. Moreover, and perhaps more 
important, this change would benefit charitable institutions by permitting a large 
single gift when a charity’s need is great without loss of the full tax deduction by 
the donor. While aiding charitable institutions, such a provision will not result 
in a loss of revenue to the Government. 


Amortization of intangibles 


The code should be amended retroactively to permit purchased goodwill, trade- 
marks, trade names, secret processes and formulas, and other like intangibles, 
at the election of the taxpayer, to be treated as deferred expenses and deducted 
ratably over a period of not less than 60 months. 

There is no provision dealing specifically with the writeoff of purchased good- 
will, trade-marks, trade names, secret processes and formulas, and other like 
intangibles. However, a Treasury regulation (sec. 1.167 (a)-3) effectively bars 
any current writeoff, requiring proof of complete abandonment of termination be- 
fore any recovery of capital outlay is deductible. 

Not only is the amendment desirable in order to conform tax accounting with 
generally accepted principles of accounting but in addition it is necessary to end 
the existing highly discriminatory treatment under the Internal Revenue Code 
of taxpayers making nonrecoverable capital outlays for intangibles. 


Organizational expenses 


Code section 248 permits the amortization of “organizational expenses.” The 
definition of “organizational expenses” under section 248 (b) should be broad- 
ened to include within its meaning all costs of reorganization, registration, stock 
listing and related taxes to permit their deduction as provided. 


Change in accounting methods 


Code section 453 (c) grants partial relief from double taxation upon a change 
from the accrual method to the installment method of accounting. The law 
should be amended to grant the taxpayer making such a change complete im- 
munity from duplication of tax on income attributable to fully reported prior 
years’ sales. 


Reserves 


The repealed sections 452 (prepaid income) and 462 (reserve for estimated 
expenses) should be reenacted to grant limited application to specified items. 
These sections were enacted in recognition of sound accounting principles. Their 
repeal flowed not from any doubts cast upon the propriety of relating income and 
deductions to the year in which earned or accrued but because of the revenue loss 
which the Government would suffer. A law which would grant limited applica- 
tion to specific items such as vacatiton pay and reserves for guaranties would 
result in more realistic net income figures without causing the amount of revenue 
loss which motivated the earlier repeal. 


Refunds 


Code chapter 65 is deficient in failing to provide for appropriate credit or quick 
refund of tax in the case of a consolidated return of parent and subsidiary cor- 
porations having different taxable years. If the consolidated return includes 
part of the income which has already been reported in separate returns, credit 
should be allowed against the tax for the tax already paid which is attributable 
to the duplicated income. When the credit exceeds the consolidated tax, adjust- 
ment or refund should be permitted in the same manner as under the so-called 
“quickie” refund provision now in effect with respect to carrybacks. 
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Annuities 


The 1939 code provided for the taxation of annuities under the “3 percent 
rule.” Three percent of cost was taxed each year and payments in excess of 3 
percent were applied against cost until it was fully recovered tax free. The 
1954 code eliminated that method and provided for taxation of annuities on an 
expectancy basis under which the amount each year is partly includible and 
partly excludable during the entire period of payments even though the entire 
cost has been recovered prior to the termination of the annuity. 

A third method (not provided by either code) would permit complete tax- 
free recovery of cost and full taxation of all payments in excess thereof. 

Both the 1939 and 1954 provisions create hardship in particular cases. To re- 
duce the hardship the law should be amended to grant the annuitant an election 
to be taxed under any 1 of the 3 mentioned methods. 

Capital gains 

Gains on the sale of capital assets held over 6 months are includible in taxable 
income at 50 percent of the amount of the gain. A tax ceiling of 25 percent 
of total gain is applicable to these transactions. 

However beneficial this tax treatment may appear, there is serious doubt 
whether any tax should be charged on capital gains because the profit on such 
transactions is not earned income in the pure sense. Furthermore, such gains 
frequently flow merely from changes in economic conditions, 

The tax on capital gains deters sales of securities on which there are large 
unrealized gains. As a result they are less freely available in the security 
market. Their owners, disinclined to reduce their net capital by the amount 
of the tax, are not likely to make new investments whether or not they may 
involve more than average risk. Not only is risk capital made less available 
for this reason but also in many individual cases stockholding taxpayers are 
even prevented from diversifying their portfolios. 

These conditions can be alleviated by eliminating capital gains taxes or as 
an alternative by providing lower inclusion percentages for longer holding periods. 


APPENDIX A 


1957 RECOMMENDATIONS FOR CHANGE IN SUBCHAPTER C OF THE INTERNAL REVENUE 
CODE OF 1954 


1. To amend the code to restore the provisions of the 1939 code in the area 
covered by subchapter C and to amend same to incorporate certain improvements 
made by the 1954 code. 

Subchapter C of the Internal Revenue Code of 1954 deals with the subject of 
corporate distributions, reorganizations, liquidations, etc. Many predecessor 
related provisions of the 1939 code were carried Over into the new law. In 
addition many new provisions and changes were incorporated in this subchapter. 

Some changed provisions have created confusion or imposed unwarranted 
hardships while others have proved to be both workable and beneficial. The 
undesirable sections should be eliminated while the improvements and clarifi- 
cations should be retained. 

The restoration of the 1939 code provisions in this area with the changes 
which are real improvements would have the effect of retaining for the tax- 
payer the benefit of the court decisions interpreting the old law. The net effect 
of this general change would be to grant taxpayers the opportunity to act with 
more assurance of tax consequences and permit reestablishment of business 
judgment in business transactions in place of tax-law-created compulsions and 
inhibitions. 

The following 1954 code provisions could be incorporated in the restored 1939 
code provisions: 

(a) Distributions in property—expand the 1939 code to incorporate the 
1954 code provisions of section 301 to the effect that (1) the amount of the 
distribution in the case of noncorporate shareholders is the money received 
plus the fair market value of the property received and in the case of 
corporate shareholders is the money received plus the lesser of (a) the 
fair market value of the property received or (b) the adjusted basis of 
the property received increased by any gain recognized to the distributing 
corporation ; and (2) the amount of the dividend taxable to the shareholder 
is limited to the amount of the earnings and profits. 
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(b) Distributions in redemption of stock to pay death taxes—include the 
liberalizations incorporated in section 303 of the 1954 code. 

(c) Distributions of stock and stock rights—elimination of the test as to 
whether the proportionate interest of the shareholder has been altered, and 
treatment of all distributions in stock or stock rights as tax-free, as is pro- 
vided in section 305 (a). 

(d@) Basis of stock and stock rights—incorporate an election to treat 
basis of rights as zero where value of rights is less than 15 percent of value 
of old stock, as is provided in section 307 (b). 

(e) Purchase of controlling stock and liquidation within 2 years—in- 
corporate section 334 (b) but make use of the basis of assets or cost of 
stock elective. 

(f) Sales in connection with liquidations—incorporate the provisions of 
section 337. 

(g) Transfer to corporation controlled by transferor—eliminate the pro- 
portional interest test, as is provided in section 351. 

(hk) Definitions of reorganizations—incorporate the liberalized defini- 
tions of B- and C-type reorganizations and liberalized divisive reorganiza- 
tions (tax-free divorces). (Sec. 368 (a) (1) (B), (C), and (a) (2).) 

(i) Carryovers—incorporate sections 381 and 382 amended to accord 
with recommendations below. 

2. To repeal section 302 (c). 

The 1939 code provided for a “general” test for determining whether redemp- 
tion of stock by a corporation shall be treated for tax purposes as a dividend 
or as capital gain. The House version of H. R. 8300 substituted a “precise” 
test but the law as it was enacted contained both tests. The result has been 
to cause more confusion and uncertainty than formerly existed. In connection 
with the precise test, rules of attribution were inserted in section 318. Section 
302 (c) which applies these attribution rules to redemptions under section 302 
should be repealed in view of the recommended repeal of section 318. The con- 
structive ownership rules of section 24 (b) of the 1939 code can be referred 
to whenever it is necessary and proper in the code to apply rules of constructive 
ownership. 

3. To repeal section 318, 

The test provided by section 302 (c) refers to rules stated in section 318. 
Under section 318 taxpayers are deemed to their detriment to own the stock of 
certain related persons. 

The stock of a partner or a fellow beneficiary of an estate may be attributed 
to an individual even though such partner or beneficiary may be unrelated to 
him or perhaps even unknown to him. A new concept of “circular” attribution 
is introduced with respect to corporations and shareholders, partnerships, and 
estates and trusts the net effect of which frequently is to cause the stock attrib- 
uted to an individual to exceed 100 percent. It is even possible to reach the 
result that stock owned by an individual actually and by attribution is infinity. 
These new attribution rules are the very antithesis of simplification, certainly 
and clarity, and their construction and interpretation will lead the Government 
and the taxpayers into a new wide and fertile field of protracted, complex and 
expensive litigation. 

The attribution rules of section 318, as applied to section 302 and other 
sections, represent a new philosophy in the field of taxation. They are in no 
way similar in principle to the rules with respect to constructive ownership 
of stock found in section 24 (b) of the 1939 code and continued in section 267 
of the 1954 code. Those familiar rules were designed solely to prevent deduc- 
tion of losses on sales of stock between members of families, etc. The new 
“attribution” rules in section 318 make the taxation of the income of 1 taxpayer 
from the disposition of his property depend upon the amount of similar property 
owned by certain other members of his family, his partners, his fellow bene- 
ficiaries of trusts or estates, or stockholders owning stock in corporations of 
which he is also a stockholder. Such a drastic change in tax philosophy is 
unwarranted under any circumstances, particularly when the effect of its 
introduction into the code is to create confusion with respect to, rather than 
to clarify, the rules governing redemptions of stock. 

% ise make the following changes required by repeal of sections 302 (c) 
and 318. 

(a) To repeal the last sentence of section 302 (b) (5) which refers to a 
portion of section 302 (c). 

(b) To substitute reference to section 267 in place of reference to section 
318 in the following code sections in which attribution is applied and to provide 
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for the purposes of these sections that “families shall not include brothers and 
sisters”: 

(1) Section 306 (b) (1) (A) (ii) and (iii). 

(2) Section 334 (b) (3) (C). 

(3) Section 382 (a) (3). 

5. To repeal section 304 (a) (1), 304 (b) (1) and (b) (2) (A), and section 
804 (c) (2). 

The 1939 code (in see. 115 (g) (2)) provided that the amount received upon 
a sale of stock of a parent corporation to its subsidiary shall be treated as a divi- 
dend, i. e., as a distribution by the subsidiary to the parent and by the parent 
to the selling shareholder. This provision, contained in section 304 (a) (2) 
of the 1954 code, is not recommended for change. 

The above subsections of section 304 provide for similar treatment where 
two or more corporations are controlled by the same shareholders and stock 
of one is sold to another. These are commonly referred to as brother-sister 
corporations. Attribution of stockholdings is provided. 

Repeal of the above subsections of section 304 is recommended for the 
following reasons: 

(a) Ambiguity of their provisions. 

(0) After careful consideration the Senate in 1950 rejected the proposed 
extension of the “parent-subsidiary” rule to “brother-sister” corporations, In 
1954 the extension was enacted without close scrutiny. 

(c) These provisions are unnecessary since in proper cases the dividend 
can be taxed under the provisions of section 302 (b) (1). 

6. To amend section 307 of the Internal Revenue Code of 1954 -to permit 
election of basis for stock dividends as well as stock rights. 

Under the Internal Revenue Code of 1939, whenever a corporation distributed 
its stock or stock rights as a nontaxable dividend, the shareholders were re- 
quired to allocate the adjusted basis of the old stock to it and to the new stock 
or stock rights. In most cases the fair market value of such rights in relation to 
the fair market value of the old stock, was small; and the labor required to 
allocate such adjusted basis and to prepare income tax returns involving such 
allocations was excessive in relation to the amounts of money involved. 

Congress inserted section 307 (b) into the Internal Revenue Code of 1954 to 
permit a shareholder, who receives stock rights whose fair market value is less 
than 15 percent of the fair market value of the old stock, to avoid the necessity 
of making the burdensome allocation. Section 307 (b) has worked well in 
practice. Many taxpayers have preferred to treat the basis of the rights as 
zero (so that the total amount received upon the sale of such rights constituted 
taxable gain) and to avoid the excessive labor of making the allocation. 

However, many taxpayers also receive stock dividends whose fair market 
value in relation to the fair market value of the old stock is small. As to such 
stock dividends, no choice is available. The burdensome allocation of basis has 
to be made. 

Congress should extend the 15 percent rule of section 307 (b) to include stock 
dividends as well as stock rights. The distribution of stock dividends by cor- 
porations is increasing, and there is no logical reason for treating stock divi- 
dends and stock rights differently. Taxpayers who are willing to treat the 
entire amount received on the sale thereof as taxable gain should be permitted 
to avoid the laborious allocation in either case. 

7. To amend section 333 (e) (2) and (f) (1) to delete “after December 31, 
1953” and to insert in lieu thereof “during the 12-month period immediately 
preceding the 1st day of the month in which the transfer in liquidation occurred 
under subsection (a) (2).” 

Section 112 (b) (7) of the 1939 code (now sec. 333 of the 1954 code) was 
enacted to permit an election of the manner of taxing shareholders’ gain in a 
special 1-month liquidation. 

In such special 1-month liquidation, money distributed is treated as a divi- 
dend to the extent of surplus and as capital gain in excess thereof. Securities 
acquired after a cutoff date are treated in the same manner as money. 

Section 333 of the 1954 code applies this limitation to all securities acquired 
after December 31, 1953. This unchanging date renders the law less beneficial 
merely because of lapse of time. Thus stock acquired on or after January 1, 
1954, would be treated as money under this section even though the liquidation 
may take place many years later. 

In order to permit this section to continue to have value it is recommended 
that the cutoff date be made elastic rather than specific, and that it be amended 
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to provide for treating as money the stocks acquired “during the 12-month period 
immediately preceding the 1st day of the month in which the transfer in liquida- 
tion occurred under subsection (a) (2).” 

The same amendment should be made in section 333 (f) (1) which deals with 
the gain of corporate shareholders. 

8. To amend section 341 to eliminate subdivision (b) (3) (D). 

The “collapsible” corporation provisions are designed to prevent the conversion 
into capital gain of income that normally would be taxed as ordinary income. 
A “collapsible” corporation was formerly defined as a corporation formed or 
availed of principally for the manufacture, construction or production of prop- 
erty with a view to the sale or exchange of its stock by its shareholders, or the 
distribution to them of property, before the corporation realized a substantial 
part of the income to be derived from such property. In 1950 the definition 
was broadened to include property purchased, as well as property manufactured, 
eonstructed or produced. Section 341 (b) (1) of the 1954 code includes in the 
definition of a “collapsible” corporation one that is formed or availed of princi- 
pally “for the purchase of property which (in the hands of the corporation) is 
property described in paragraph (3).” 

The property included in paragraph (3) has been broadened by the 1954 code 
to include, in subdivision (D), “property described in section 1231 (b) without 
regard to any holding period therein provided” provided such property is held 
for less than 3 years. The property described in section 1231 (b) is property 
used in the trade or business of a character which is subject to the allowance 
for depreciation, real property used in the trade or business and certain timber, 
coal, livestock, and unharvested crops. 

The reason for the broadening of the definition of a “collapsible” corporation 
to include corporations formed or availed of for the purchase of the above 
section 1231 assets is not apparent since gain on the disposition of such assets 
is taxed as capital gain. Moreover, since such property is property that is 
purchased (rather than property that is manufactured, constructed, or pro- 
duced), it is to be presumed that the selier demanded and obtained a fair price 
therefor, and paid a tax on any gain realized. 

The broadening of the definition has thrown open a wide area of uncertainty 
because the “taint” of the “collapsible” definition hovers over practically every 
business venture conducted in corporate form until the property used in the 
business which it purchases is held for 3 years. Section 341 (b) (3) (D) should 
be deleted, therefore, because it is an illogical extension of the “collapsible” 
definition which creates a wide area of uncertainty in legitimate business 
transactions. 

9. To amend section 355 (spinoffs, splitoffs, and splitups) as follows: 

(a) To permit a tax free corporate separation of a single corporate 
business. 

(b) To eliminate the 5-year active conduct of business test as unnecessary 
in view of the requirement in section 355 (a) (1) (B) that “the transaction 
was not used principally as a device for the distribution of the earnings and 
profits of the distributing corporation or the controlled corporation or both,” 
or 

In the alternative, to reduce the 5-year period to a 3-year period. 

(c) To define the phrase “active conduct of a trade or business” by adding 
at the end of section 355 new subsection (b) (3) reading as follows: 

“(3) Active Conduct of a Trade or Business.—For purposes of this 
section a corporation treated as being engaged in the active conduct 
of a trade or business shall include (but shall not be limited to) a 
corporation which— 

(A) regularly is engaged in any activity carried on for the 
production of income subject to tax under chapter 1; 
(B) regularly maintains an office or other place of business. 

(d) To define “control” for purposes of section 355 (b) (2) (D) as more 
than 50 percent of the voting stock of the corporation. 

(a) There are no compelling reasons for denying the right to divide a single 
business without recognition of gain or loss while permitting divisions of two 
or more businesses. Frequently there are stockholder disagreements and stale- 
mates in corporations which are engaged in a single business and tax-free divi- 
sions in such cases are as useful and necessary as those in cases in which the 
corporation happens to be in more than one business. 

(0) Present law arbitrarily selects 5 years as the line of distinction between 
established businesses which may be spun off and new businesses which may not. 
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This section prevents free exercise of business judgment. Since the separation 
in no case can be a device for the distribution of earnings and profits the Treasury 
would be protected even if the discrimination between old and new business 
should be eliminated and the arbitrary 5-year period deleted. A requirement 
that the corporation be engaged in the active conduct of a business when the 
spinoff takes place would suffice. 

In the alternative, if the above proposal is not acceptable it is recommended 
that the discrimination between old and new business be lessened by reducing 
the period from 5 to 3 years. 

(c) The Treasury Department, in proposed regulations has very narrowly 
construed the phrase “active conduct of a trade or business.” Its extremely 
limited position could be attributed to the fact that there is nothing in the 
statute for its guidance. To avoid or at least reduce litigation as to the valid- 
ity of the position taken in the proposed regulations, and for the guidance of 
both the Treasury and the taxpayers, the law itself should contain a defini- 
tion of “active conduct of a trade or business.” The suggested nonexclusive 
definition would remove the doubt in a considerable area by providing that 
any enterprise regularly engaged in for the production of income, which regu- 
larly maintains an office or other place of business, is a business which is ac- 
tively conducted for the purposes of section 355. 

(d@) A corporation that has owned voting control (51 percent) of a corpora- 
tion that has actively conducted business for the prescribed period [5 years 
under present law, 3 years under proposal (b) above] should be permitted to 
acquire, in a taxable transaction, the additional stock necessary to give it stat- 
utory control (80 percent or more) and distribute said 80 percent or more 
under section 355 (a). The stock acquired in a taxable transaction during 
the prescribed period (5 or 3 years) would be taxable as “other property.” 

10. To amend section 346 (b) to reduce the 5-year period to a 3-year period. 

Consistent with the above recommendation under section 355, in the case 
of corporate separations it is proposed that the arbitrary line of demarcation 
between old and new businesses be changed from the present 5 years to 3 years 
in the case of the definition of partial liquidation in section 346, which includes 
the termination of a business conducted for a 5-year period. 

11. To amend section 382 (net operating loss carryovers) as follows: 

(a) To provide that if the tests of section 382 (a) (in the case of a 
purchase) or of section 382 (b) (in the case of a tax-free acquisition) 
are met, the carryover losses shall not be subject to disallowance under 
section 269. 

(b) To amend section 382 (a) (1) (C) to clarify the meaning of the 
phrase “has not continued to carry on a trade or business substantially 
the same as that conducted” before the change in stock ownership. 

(c) To amend section 382 (a) (1) (C) to clarify the meaning of the 
phase “before any change in the percentage ownership of the fair market 
value of such stock.” 

(a) If the tests of section 382 are met, a carryover loss should not be sub- 
ject to disallowance under section 269. For example, if more than 50 percent 
of the stock of a “loss” company changes hands but the business of the com- 
pany is continued for at least 2 years, there should be no denial of the loss 
carryover under section 269. Similarly, if control of the “loss” company is 
acquired in one of the tax-free transactions specified in section 382 (b), and the 
20 percent continuity-of-stockholder-ownership requirement of section 382 (b) 
is met, there should be no question of denial of the loss carryover under sec- 
tion 269. On the other hand, if the tests of section 382 are not met, the 
carryovers should continue to be susceptible to attack under section 269. 

(b) Statements in the finance committee report on the 1954 revenue code, to 
the effect that even a change in location could constitute a change in business, 
appear to go beyond the language in the law. An expression by Congress is 
required to clarify the wide area of confusion and doubt that has arisen. 

(c) If the 50-percentage point change in ownership of stock takes place over 
a 2-year period the business conducted before any change in percentage owner- 
ship must be continued. That this is much too harsh a rule may be demonstrated 
by the following example: 

A, a calendar year corporation having net operating loss carryovers from 
years prior to 1955, decides to change the the nature of its business in an 
effort to convert it from a loss to a profitable operation. The change takes 
place on March 1, 1955. Just prior to March 1, 1955, there was a very minor 
change in the stock ownership of A. During the 2-year period (1955-56) 
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a 50-percentage point change in the ownership of stock takes place but the 
business continues to be carried on in the same manner as it was conducted 
since March 1, 1955. Because the minor change taking place prior to 
March 1, 1955, is “any change” within the meaning of the statute, A would 
not be considered as having continued to carry on a trade or business sub- 
stantially the same as that conducted “before any change” in the percent- 
age ownership of the stock. 

In order for the pre-March 1, 1955, change in stock ownership in the above 
example to be considered a change it should not only be required to be a change 
that must be counted to make up the 50-percentage point change, but also be 
other than a minor change. It is suggested that the change be required to be at 
least a 10-percentage point change. 

Mr. Carpwe uw. In the belief last year that we would have tax legis- 
lation, our committee made a study and prepared recommendations for 
changes. That is shown here as appendix A of our report. 

Originally, we were scheduled to appear here the first week in Jan- 
uary. We begged off because we had just received copies of the advis- 
ory group’s report. 

The tiie. That is, the subchapter C report? 

Mr. Carpwetu. Yes. 

For that reason, we were given this appearance today, and we have 
agreed to limit our remarks to the subchapter C portions. 

Obviously, in 20 minutes we could not possibly cover the entire field 
of subchapter C. I propose to make quick comment upon certain 
parts of the advisory group’s report, as you have noted it here, and 
go on from there. 

We approve the changes recommended by the advisory group in 
sections 301, 302, 303, 304 ,305, 306, 307, and 311 of the 1954 code, 
because they are merely clarifying with a few exceptions which we have 
pointed out in our report. We believe that the changes suggested or 
recommended by the advisory group in these areas are very wholesome 
ones and should be adopted. 

We object to the amendment proposing now to extend the family 
rule, termination of interest to make it necessary that both husband 
and wife sell their stock together if one retires. Our feeling is that 
we find ourselves now where a few years ago we found ourselves with 
family partnerships. The members of this committee are familiar 
with the history of the family partnership. Family partnerships 
were attacked and subjected to the same treatment that we now find 
dished out to stockholders in family corporations under sections 318 
and 302. 

There is actually no more reason for section 318, attribution of own- 
ership, of one member of the family, his stock in the corporation or 
her stock in the corporation, to another member of the family, than 
there was for the original challenge to the existence and rights of 
members of a family in the family partnership. 

I would like to quote quickly the language appearing in the com- 
mittee report to the Congress when it finally corrected the family 
partnership situation. The committee said: 

Two principles governing attribution of income have long been accepted as 
basic: (1) Income from property is attributable to the owner of the property ; 
(2) income from personal services is attributable to the person rendering the 
services. There is no reason for applying different principles to partnership 
income. If an individual makes a bona-fide gift of real estate, or of a share 
of corporate stock, the rent or dividend income is taxable to the donee. Your 
committee’s amendment makes it clear that, however the owner of a partner- 
ship interest may have acquired such interest, the income is taxable to the 
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owner, if he is the real owner. If the ownership is real, it does not matter what 
motivated the transfer to him or whether the business benefited from the en- 
trance of the new partner. 


It was stated at that time: 


The amendment leaves the Commissioner and the courts free to inquire in any 
case whether the donee or purchaser actually owns the interest in the partner- 
ship which the transferor purports to have given or sold him. 

I do not want to dwell too long on this issue, for I shall not have 
time, but it is the position of our association that there is no more rea- 
son for the existence of section 318 than there was originally in the 
challenge to the rights of members in a family partnership. We are 
on record as asking that section 318 be repealed. 

This would leave the Treasury Department in every situation where 
there is a lack of bona fides in the relationships of the family, free to 
have these taken into court, and the principals involved in that situa- 
tion can be very sick and sorry they got themselves into it. That is 
usually the case. The courts can deal with these situations without 
legislation of this kind. 

Vhen it comes to section 302, termination of interest, we have a 
very peculiar situation. We have a most elaborate set of rules origi- 
nating at the time of the enactment of the 1954 code. We have riding 
alongside of that the old provision to the effect that if the retirement 
of stock does not have the effect of a dividend, then it does not make 
any difference whether it qualifies under the other sections or not. 

In actual practice, I do not know whether this committee is aware 
of this or not, but if you go into the Internal Revenue Service or the 
Bureau, as we used to call it, and talk to the men who are administer- 
ing this law, you cannot get them to issue an affirmative opinion that 
the retirement of stock under 302 (b) (1) is all right. You must 
comply with the termination of interest in the family attribution 
rules for the Bureau to rule for you in these matters. 

I would also like to comment briefly on section 306 stock. It is our 
personal belief that the committees of Congress and the Congress 
have been sold a bill of goods, a plain phony, on section 306. Flare 
spent almost 25 years of my life in the Internal Revenue Bureau 
itself, from the late twenties until 1944. I happened to be on the 
firing line where cases came in for determination of tax liability from 
all over the United States. I cannot recall in my experience a single 
case developed by a revenue agent and sent in to us for final decision 
in which section 306 was needed in the least degree. 

To show you, though, how these things snowball: The 306 section 
was put in, so we understood, to meet the situation where a stock 
dividend in preferred stock had been declared and paid out to the 
shareholders, who in turn had sold it to a second person with the 
intention shortly of having the corporation retire it. That is the true 
stock dividend. A true stock dividend simply means that there is 
an increase in fixed capital by a transfer of surplus of the corporation 
over to the capital account, and the issuance of pieces of paper to 
record that. 

We now find in the last 4 years since the enactment of the 1954 
code a very peculiar thing developing here. Section 306 stock is 
defined under 306 (c) (1) (B). Stock received in a reorganization 
is 306 stock if it is exchanged for 306 stock, or it has substantially 
the same effect as a stock dividend, and only to the extent that it does. 
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Now, let us see what that means. There may be a reorganzation, a 
recapitalization, in which common stock worth a half a million dol- 
lars, as an example, is reduced to $100,000 of common and $400,000 
of preferred issued for the extra $400,000 of common surrendered, 
all of the total $500,000 having been issued by the corporation for 
cash, 

In that situation, there is no surplus being transferred to capital, 
and the reorganization by way of recapitalization is nothing more 
than a rearrangement of the existing capital structure, does not have 
the effect of a stock dividend, the new preferred stock should not be 
regarded as section 306 stock. 

The Treasury takes the position, by regulation, that preference 
stock received in this situation will be 306 stock unless it is substan- 
tially the same as the old stock exchanged therefor. We have before 
the Treasury right now a situation where 4 percent preferred origi- 
nally paid in, issued for cash, as a result of a recapitalization is 
exchanged for stock which may be converted into 6 percent preferred, 
and the company is subjected to a sharp penalty if it retires that stock 
within 15 years. 

The Cuarrman. On the ground that it is not substantially the 
same ? 

Mr. Carpwe.i. They take the position that 6 percent is worth more 
than 4. 

The Cuatrman. In other words, it is not substantially the same? 
Is that their interpretation ? 

Mr. Carpwe.u. They do not read the code language that it is 306 
stock if received in a reorganization and is 306 only to the extent that 
it has substantially the same effect as the receipt of a stock dividend. 

We say it is impossible to have a stock dividend without a transfer 
of surplus to capital. 

The Cuarrman. I am trying to get your idea of the reasoning in 
the Treasury or in the Internal Revenue Service. What is it? 

Mr. Carpwetui. Six percent stock is worth more than 4 percent 
stock. 

The Cuarrman. I see. 

Mr. Carpweiu. Now I call the committee’s attention to the fact 
that the advisory group, in its recent report to you, have commented 
favorably upon this interpretation by the Treasury. 

So we have the situation of a million dollars paid in by stockholders 
for 4-percent preferred stock now converted to 6-percent preferred, in 
order that they may sell it to the public, and if they sell it to the pub- 
lic, the Treasury says that is 306 stock and it is all taxed as a dividend. 

We cannot believe that the Congress intended any such thing. 

I wish I had more time than I am going to have to complete this 
statement. 

The Cuarrman. Very well. I think Mr. Mason wants to ask you a 
question at this point. 

Mr. Carpwett. Yes, sir. 

Mr. Mason. Suppose I buy 4-percent preferred stock. 

Mr. CarpweE.u. Yes, sir. 

Mr. Mason. In the process of bookkeeping, that is made into 6- 
percent preferred stock. 

Mr. CarpwEtu. Yes, sir. 
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Mr. Mason. It is worth much more on the market as 6-percent stock 
than it was at 4 percent when I paid for it. Then, I must have gotten 
a bonus of some kind or other, and whether that bonus is dividends 
issued in that form or not is a question. 

That is the question I have in my mind. Is it not dividends given 
to me by the corporation, only given to me in the shape of preferred 
stock at 6 percent instead of 44 

Mr. Carpwe tt. I will answer you, sir. 

It just so happens, in the situation of which I speak, the 4-percent 
preferred stock for which $100 was paid in could not even find a buyer 
at $70 a share. If it is converted into 6-percent preferred, it is not 
believed that they could get even $90 a share for it now. Even with 
the change, increase in dividend rate, the poor stockholder in that 
case is going to be faced with a loss. To tell him he is going to be 
taxed on the entire proceeds of that as a dividend is simply something 
out of this world. 

Mr. Mason. Still I cannot see it. I paid $100 for it, but it is worth 
only $70 on the market, you say. 

Mr. CarpweE.. Yes, that is right. 

Mr. Mason. Now it is worth $90 on the market. It is still below 
what I paid for it, but that is a matter of my judgment having been 
poor. It does not change the fact that the stock has gone up from 
$70 to $90 on the market. 

Mr. Carpwetu. May I ask you this question, then. What is the 

y»urpose of 306? to tax at ordinary rates what someone is now attempt- 
ing to convert to capital gain ? 

n the situation of which I speak, the sale of this stock does not give 
rise to gain even with increased dividend rates, but it does not even 
reach the original value for which it was purchased. 

Mr. Mason. When you say the original value, it never had that 
value. I paid for it, out of a mistaken idea that it had that value. 
It did not have that value if it was only $70 on the market. 

Mr. Carpwe.u. Let me answer you on the extra dividend rate. The 
only thing that has happened as between the common and preferred 
shareholders, it is now agreed that in the future the holder of that 
preferred certificate may receive $6 as a dividend, taxed at normal 
and surtax rates just as the $4 was. There would be no avoidance of 
tax by permitting the preferred shareholder to get a larger share. 

What difference does it make whether the preferred shareholder is 
taxed at normal and surtax rates on the dividend coming out, or the 
common shareholder? There is no so-called bail-out in that situation, 
could not possibly be. 

Mr. Mason. From that standpoint, that is legalized sophistry. 

Mr. Carpwe.i. Well, maybe so. 

We would like to pass on and comment upon the proposed amend- 
ment of section 317 which the advisory group has now proposed, 
whereby they would insert a definition of indebtedness. We are op- 
posed to that. 

It is true that they say it is a nonexclusive definition, but we also 
say that if you do not comply with that strict nonexclusive definition 
which they have laid down, then you may just as well prepare your- 
self for the Tax Court if you wish to fight it. 

We think nothing is gained by this. It often happens in a business 
that long-term debt is incurred, in which the holder of that evidence 
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of indebtedness has subordinated his rights, his claims, to those of 
banks and other creditors. If he should do that with this provision 
in the statute, he is just simply in trouble. He cannot do it. 

Often this very thing means the difference between the life and 
death of the business. 

Coming back again just briefly to section 318, we make the flat 
‘ statement to you gentlemen that if you pursue this road further, for 
much longer, then you are going to find as the end result that family 
corporations either will be liquidated little by little until finally there 
are none left, or they will be selling out to the large corporations, 
which they have been doing during the last 4 years. 

; This is not speculation. This is fact. All you need to do is go out 
. and investigate, and you will find this to be true. It is impossible for 
family corporations or closed corporations to continue to exist where 
these lines are being pulled tighter and tighter around their necks as 
each succeeding revenue act has been doing to them. 

The CuHarmman. You are suggesting the complete elimination of 
section 318. Is that right? 

Mr. CarpweE.u. Yes, sir. If there is any question in a given case as 
to true ownership of stock in the corporation, we would not care if 
you sued him until he was black in the face. But it is surprising, 
when you go out into the working world, where you think that there 
would be all kinds of crimes and evil doings being committed by own- 
ers of property, to find that there is nothing of the kind taking place. 
It woul perhaps surprise some people to find that businessmen are 
even more greatly concerned from the standpoint of the welfare of 
their workers than people who legislate in these matters, or propose 
legislation. 

he CuamMaNn. I am a little puzzled at this recommendation, be- 
cause I think I know of some situations where in the attribution rule 
actually works in favor of taxpayers. Is that not true? 

Mr. Carpwet.. I have never seen a case where it did. 

The CuarmmMan. You have never seen one? 

Mr. Carpwetu. No, I have not. And even if it did, I think in 
principle it is all wrong. 

The Cuarrman. I do not want to belabor the point. 

Mr. Carpwett. I do not, either. 

But we go on record as saying that the owner of property should 
be recognized as such. He should be free to deal with it. If he has 
a gain, he should be taxed on it; if he has a loss, the loss should be 
recognized. 

Before the 1954 code, the Treasury tried to establish this rule in an 
estate-tax case, In the Estate of Searle. The Tax Court said that the 
a deals with the owner of the stock and not the family to which he 

ongs. 

I am going to overrun my time, but I do want to say this. When 
we come to sections 12 through 17 in the advisory group, we are 
dealing with distributions and reorganizations and liquidations, and it 
is our urgent recommendation here that the Congress not enact these 
provisions in a hurry or in haste, but that the country be given time 
to study these and to see what the effect would be. 

The Carman. May I inquire just momentarily: What is the 
basic concern which you have about these recommendations of the ad- 


visory group ? 
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Mr. Carpwetu. By the way, I happen to have known for many 
ears some of the committee members, and what we say here critically 
is not of the men. 

The CuairMan. You mean that you have known some of the mem- 
bers of the advisory group ? 

Mr. Carpwe.u. I have known Norris Darrell for many, many years, 
and have an affection and high regard for him. Rudy Peterson I 
have known and have high respect and regard for him. There are 
other members of this committee I have known less intimately. But 
that, of course, means nothing in this situation. 

I want to make only this quick comment. We now have the ad- 
visory group, in effect, saying that every corporation in this countr 
is a collapsible corporation, or can become so. We started out with 
collapsible corporations trying to knock down the little one-shot 
movies in Hollywood. We shortly after that extended it to the con- 
tractor who is putting up some property and trying to liquidate and 
get capital gain. We went beyond that and then introduced some- 
thing to which we are strongly opposed, and that is this: We now 
have incorporated in the collapsible corporation provisions the words 
“purchased property.” 

Well, gentlemen, if you bought property from someone, then some- 
one must have sold that property. If someone sold that property, 
presumably he realized gain and was taxed upon it. Why should you 
then say that the next person should have a restriction upon his right 
to sell that property and say he is engaged with a collapsible corpora- 
tion ? 

The advisory group here, in effect, frankly confesses that every 
business corporation potentially is a collapsible corporation. 

The Cuarrman. Mr. Cardwell, what is the difference in the advisory 
group’s recommendation in this respect and the provision of the bill 
that later became the code of 1954, that passed this committee and 
the House? Are not the two very similar? Actually, did not the 
advisory group go back in this instance almost to what the House 
passed in 1953 in the amendment of the code ¢ 

Mr. Carpwett. I am sorry, in the limited time we have had, we 
frankly have had no time to compare them. 

The Cuatrman. I think that is factual. 

Mr. Carpweii. Maybe the Congress intends to make every cor- 
poration a collapsible corporation. I do not know. 

The Cuarrman. Is it not possible that this recommendation does 
follow that previous amendment ? 

Mr. Carpwett., I also want to make this observation. A new word 
has been coined by this advisory group. 

Let me comment on the new word. The advisory group has intro- 
duced a new word, “fragmentation” of gain. Maybe you have not 
noticed it. I do not know. 

The Crarrman. Maybe they have taken recognition of something 
that has already been occurring. 

Mr. Carpwetu. You sell your stock in a corporation and your tax- 
payer says, “How am I taxed? I have had this stock for 10 years. 
{ own 10 percent of the corporation.” 

The Cuarmman. You understand the purpose of that recommenda- 
tion, Mr. Cardwell, is to prevent the taxing of all the gain as ordinary 
income, in that particular instance. 
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Mr. Carpwett. If I had gain, I would swap all of that beautiful : 
gift to me for just 1 minute of certainty of where I stood. 

The Cuairman. Actually, is not the existing law so vague as to : 
create that impression already ? 

Mr. Carpwetu. In our view, if you simply take out the words 
“purchased property,” what you have left is narrowed to such an ex- 
tent that we think you could live with it. But by including the words 
“purchased property,” I will give you an example of what happens. 

New York City, Washington, and every other big city is filled with 
corporations owning big office buildings or apartment houses fully 
rented, with no intention to sell those properties. They hold them for 
a year or two, and someone comes along and says, “Gentlemen, I would 
like to give you a fancy profit on your cost.” They think it over and 
finally decide to do so. 

Every one of these people is presently stalled with collapsible corpo- 
ration provisions. How that can improve our economy or promote 
our revenue is beyond me. So they simply sit there, frozen. 

The Cuateman. This very problem that you are mentioning with 
respect to buildings I do consider, myself, to be a serious problem. 
But as I understand the report of the advisory growp, they are elimi- 
nating this particular problem in their report. ' 

Mr. Carpwe.u. Maybe they are, but do we need to extend the scope 
of collapsible corporations to cover every corporation in the country ? 

The Cuarmman. My point is, Mr. Cardwell, and I think you will 
agree with me that the uncertainty and indefiniteness about the exist- 
ing statute does that already. 

Mr. Carpwett. There is very little uncertainty about it at the mo- 
ment. They realize they are simply stuck and must sit it out. 

I am going to answer you by saying that for one uncertainty, we 
have proposed to substitute dozens of uncertainties. 

If you will look through the advisory group’s report, when you get 
into this area, you constantly find them referring to the fair market 
value of the property. Gentlemen, that means that every time you 
come to one of these situations, although you are not winding up a 
business, you must go out and get éxperts to come in and find out what 
your property is worth. There is not any businessman alive in this 
country who can afford to do this. I don’t care what you say. 

Lam not here, obviously, to say something to antagonize anyone. I 
do not mean to. But I do know that unless we change direction in 
this country, you are going to be in for a lot of serious trouble with the 
business in this country. 

I am going to leave it. I have just a couple of other things, if you 
will bear with me, that I would like to comment on. 

There is a proposal here that section 306 stock, now given away to 
schools, churches, and hospitals, be treated as a disposition and the 
donor taxed upon it as though he had received a dividend. 

Congress may do that if it wishes. If it does, though, then you can 
be quite sure that the schools and colleges and universities in this land 
will receive far less by way of endowments than they are receiving 
today. 
_ The Cuarean. I wish you would point that out particularly to me 
in this report, because I think, Mr. Cardwell, if you will review the 
report again, yon will not find it in the report, frankly. 
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Mr. Carpwetu. That 306 stock is not to be treated as a dividend? 
Well, then, someone has certainly misinformed me. 

The Cuairman. I was trying to find it. It is on page 14 of the ad- 
visory group report: 

The advisory group does not believe that it is appropriate to impose a tax 
upon a charitable contribution of section 306 stock. It believes that the appro- 
priate remedy is to amend section 170 by adding an additional limitation on the 
allowance of the deduction for charitable contributions. 

That is an entirely different thing. 
Mr. Carpwe tt. They limit it to his cost, then. 
The CHAIRMAN (reading) : 


This limitation would reduce the amount of any charitable contribution of section 
306 stock, for purposes of computing the amount of the charitable contribution 
deduction for such stock, by the amount which would have been taxed at 
ordinary income rates under section 306 if such stock had been sold instead of 
contributed. 


Mr. Carpwe.u. Mr. Chairman, | talk too fast, and usually when 
that happens you sometimes say the wrong thing. 

Let us take the situation, though, 1 happen to know of, where an 
orphan boy has worked up over a long lifetime and built up a big 
business. He has no personal means. It is all in the business. Pre- 
ferred stock issued by his corporation has been turned over to a univer- 
sity to build and equip for that university a library that will cost be- 
tween $1 million and $2 million. If you limited him to cost, he could 
not possibly give it. He would not give it. 

The answer obviously is, by giving him a deduction for the value 
of that stock, he has in that way, of course, retained tax money which 
he would pay into the Treasury. That is a question of policy. 

The Cuarrman. This recommendation does not do that. 

Mr. Carpwe.. They limit it to his cost, do they not? 

The Cuarrman. No, sir. 

Mr. Carpwe.i., What do they limit him to, then ¢ 

The CuarrMan (reading) : 


This limitation would reduce the amount of any charitable contribution of section 


306 stock, for purposes of computing the amount of the charitable contribution 
deduction for such stock, by the amount which would have been taxed at ordinary 


income rates under section 806 * * * 

Mr. Carpwe.tu. That is merely a lefthanded way of saying, “We 
will not give him a deduction for the value of his stock, but we will 
give him his cost,” is it not ? 

The CHairMan, No, sir. 

Mr. Carpwett. They say : 

* * * the amount of the charitable contribution shall be reduced by the amount 
which would have been treated, under section 306 (a) (1) (A), as gain from the 
sale of property which is not a capital asset if the stock so contributed had been 
sold (for an amount equivalent to the fair market value * * * 

The Carman. I think what they are talking about, as I under- 
stand it, is that if it is reduced by the amount of the dividend, this 
will be done. 

Mr. Carpweti. Well, the amount which would have been treated 
as a dividend, as a matter of fact, if it is 306 stock, the whole thing 
would be treated as a dividend to him. In that case, then, they would 
not have allowed him any deduction at all for the stock given away. 
They say they are going to reduce his charitable reduction by the 
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amount which would have been treated as a dividend if this stock had 
been sold. Well, the whole thing would have been treated as a divi- 
dend. He would get no deduction. 

The Cuarrman. I wish you would reconsider that. I think you 
would go along with the recommendation. 

Mr. CarpweLi. We simply say this to you. It is entirely possible, 
maybe it is not god policy to allow deduction of value rather than cost. 
But that is a firmly rooted policy of the Congress, and we have no 
complaints about it. I am quite sure the schools and hospitals and 
churches in this land have no complaint, either. It is only in that 
manner that they are receiving gifts from our people. 

The Cuatrman. I think you read into this recommendation what 
is not intended, sir. 

Mr. Carpwett. I do not intend to do that, of course, sir. 

The CHarrman. I understand that. 

Mr. CarpweEtu. May I make one other brief comment? I shall stop 
if you will tell me when I have taken up too much time. 

The Cuamman. We have interrupted you several times here. You 
may continue with one further comment. 

Mr. Carpweti. The 1954 code moves by arbitrary standards or 
mathematical determinants here. Now I come to section 355, 

It is true, there is the old 1939 code escape hatch, if you please. But 
no one today in the Treasury talks about that provision. They talk 
about your ability to comply with the detailed requireme nts of the 
new matter introduced in the 1954 code. Then, there is this 5-year 
rule. 

Anyone familiar with a business knows that something can happen 
overnight. Do you think you can sit still for 5 years before you can 
make up your mind and say get rid of it? That does not make sense. 
They did not need these arbitrary rules. They do not need them now. 

If you have a reorganization, you have spinoffs and splitups. If 
they are phoneys, you have all the power in the world you need to 
have the court declare them so. When you begin to establish arbitrary 
rules such as these, it seems to us that you create an inflexibility in the 
tax law that serves no one any useful purpose. 

Businesses do not stand still. There are times when they die over- 
night, almost, unless you can move. There is no advantage or benefit 
whatsoever in applying the arbitrary stiffness of a 20 percent limita- 
tion. What is it that makes the 20 percent acceptable to the Congress, 
when 19 percent would not be? It does not make sense. 

One quick comment on sections 381, 382, and 481: We soon will have 
lived out 4 years since enactment of the Revenue Act of 1954, and we 
say to the committee here that we have not yet received regulations 
from the Treasury Department. Not only that, but we have found 
that they refuse to talk to us about it. 

There are other matters, gentlemen, which I would like to speak to 
you about, but I have o errun my time. 

The Cuarrman. Mr. Cardwell, you can be assured that all the sug- 
gestions made by you will be very carefully analyzed by the committee 
and its staff. 

Mr. Carpweti. Thank you very much, sir. 

The Crarrman. Your observations with respect to matters that 
you have not yet touched thoroughly, will thereby come before the 
committee. 
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Mr. Carpwetu. Thank you, gentlemen. 

The Cuarrman. Thank you, sir, very much for coming to the com- 
mittee and giving us the benefit of your views. 

Our next witness is Mr, Joseph M. Jones. 

Mr. Jones, will you please come forward and, for the purposes of 
this record, identify yourself by giving us your name, address, and 
the capacity in which you appear. 


STATEMENT OF JOSEPH M. JONES, ASSOCIATION OF AMERICAN 
RAILROADS, WASHINGTON, D. C. 


Mr. Jones. I am Joseph M. Jones, a local attorney engaged pri- 
marily in handling income-tax matters of a number of the larger rail- 
roads, which railroads are members of the Association of American 
Railroads, which I here represent. I have with me Mr. Kennedy C. 
Watkins of the legal staff of the Association of American Railroads. 

The Cuarrman. Mr. Jones, will it be possible for you to complete 
your statement within the twenty minutes we have alloted to you? 

Mr. Jones. I believe so. 

The Cuairman. Without objection, your entire statement will be 
included in the record, and if there are any appendixes, they will also 
be included. 

Mr. Jones. I appreciate that, Mr. Mills. 

(The statement referred to is as follows.) 


STATEMENT OF JOSEPH M. JONES ON BEHALF OF THE ASSOCIATION OF AMERICAN 
RAILROADS 


My name is Joseph M. Jones, an attorney engaged in the practice of law 
in Washington, D. C., a member of the firm of Dudley, Jones & Ostmann. 
I work primarily with the Federal income-tax problems of certain class I 
railroads and terminal associations which are members of the Association of 
American Railrouds. I am here today as that association’s representative 
to present to this committee the railroad industry’s views with respect to the 
report and draft of proposed legislation of a special advisory group regarding 
subchapter C of chapter 1 of the 1954 code which was made to the Subcom- 
mittee on Internal Revenue Taxation and forwarded by such subcommittee 
to the full Committee on Ways and Means on December 23, 1957. 

I had the opportunity on November 19, 1956, of presenting before the Sub- 
committee on Internal Revenue Taxation the views of the railroad industry 
on certain technical defects, ambiguities, and unintended hardships which 
had by then developed in the workings of the 1954 code. In such testimony 
I adverted to some of the shortcomings the industry had found in subchapter 
C. Those shortcomings still remain and I respectfully herewith invite the 
attention of this committee to my statement of November 19, 1956, printed 
in the record of the subcommittee’s hearings at pages 16-32, inclusive, and 
to Chairman Mills’ gracious statement appearing in the record at page 31 to 
the effect that the industry’s views on subchapter C would be noticed by this 
committee “at such time as the committee can focus its attention upon sub- 
chapter C.” I feel it necessary at this time to note with regret that the 
advisory group has, in its report at least, completely ignored all of the sub- 
chapter C items which have proved troublesome to the railroad industry and 
on which published testimony was offered in November 1956. 

Be that as it may, as the spokesman for the railroad industry, I am here 
today to respond to this committee’s invitation for comments as to the present 
posture of subchapter C as it affects our industry und to comment upon those 
proposals of the advisory group which have an impact upon the railroads. 
This industry is characterized by publicly held and actively traded stock and 
securities. In consequence, many of the advisory group’s more intricate pro- 
posals relating to efforts to prevent various types of tax avoidance devices 
applicable to the closely held corporation, such as “bail outs,” constructive owner- 
ship of stock, stock purchases between “brother-sister” corporations, and the like, 
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are of no concern to us. As to these, we make no comment. Of moment, how- 
ever, to our industry are the advisory group’s proposals with respect to: 

(1) The nonexclusive definition of “indebtedness” to be contained in a new 
section 317 (c). 

(2) Expansion of section 332 (c) and the correlative section 334 basis pro- 
visions. 

(3) The exclusion of all section 306 stock from statutory definition of ‘“prop- 
erty” for purposes of section 351 (a). 

(4) Taxation of certain “boot” even in the absence of overall gain—proposed 
section 356 (b) (2). 

(5) Elimination of (A) type statutory mergers and consolidations from 
the list of specified types of qualified reorganizations contained in section 
368 (a) (1). 

(6) Amendments to section 381. 

(7) Amendments to section 382. 


After dealing specifically with the advisory group’s report in these enumerated 
areas, I should like to present for this committee’s consideration a broader 
question, namely, the basic validity and wisdom of the advisory group’s overall 
approach. 


A. TECHNICAL ANALYSIS 


(1) The definition of “indebtedness” to be contained in a new section 137 (c). 

The advisory group states (p. 20) that considerable uncertainty exists under 
current court decisions and administrative practice as to the proper income-tax 
treatment of corporate debt obligations held by shareholders. The particular 
income tax issue involved in these situations is whether the corporate debt obliga- 
tion constitutes in reality what it purports to be, namely indebtedness, or whether 
it is a stock interest. Upon a determination of this issue there will be resolved, 
for example, such income-tax questions as whether the repayment of the obliga- 
tion constitutes a dividend instead of a repayment of debt or whether the 
amounts paid for the use of the principal amount are to be considered dividends 
instead of interest. 

As a general rule, when this issue has been presented to the courts they have 
looked to all the facts and circumstances surrounding the particular corporate 
obligation and on that basis have determined its nature. In attempting to 
clarify this general area, the advisory group’s proposal would substitute for an 
examination of all of the facts of each individual case a provision that a 
corporate debt obligation shall be regarded as true debt for tax purposes when it 
possesses certain specifically enumerated characteristics. 

In addition to these specific and rather easily determinable formal debt charac- 
teristics, the advisory group has incorporated in its definition of corporate 
indebtedness certain other criteria which defeat the very purpose of the proposal 
to provide clarity in the law by way of statutory specification. For example, 
under the advisory group’s proposal a determination would have to be made as to 
whether the maturity date of the obligation is unreasonably distant, whether it 
Was issued for an adequate consideration, whether it was issued under circum- 
stances which do not negative any reasonable expectation of payment, and 
whether the interest thereon is excessive. Thus, instead of providing more cer- 
tainty and clarity in the law the group’s proposal would merely create whole new 
areas of controversy. 

It is submitted that the advisory group’s proposal not only fails to provide a 
precise definition of corporate indebtedness but in addition would serve to create 
a practice wholly opposed to the expressed intention of the proposal. Although 
the group’s proposal does not purport to provide an exclusive definition of indebt- 
eilness, it must be recognized that the proposed definition will, in effect, create a 
presumption that corporate debt obligations not falling within its precise terms 
represent for income-tax purposes steckholder equity interests rather than debt 
obligations of the corporation. 

The advisory group’s proposal would exclude obligations if the payment of 
interest is made “dependent upon the earnings of the corporation.” This might 
have a heavy impact upon railroad financing. Income bonds and debentures, 
which have been widely used by the railroads as an approved method of financing, 
would fall outside the proposed statutory definition of indebtedness. Many of 
such securities were issued by railroad companies before the first income tax Jaw 
and have been recognized by the Interstate Commerce Commission as appropriate 
debt obligations. In recent years the railroads have been required frequently to 
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resort to income obligations because of the reluctance of the market to accept new 
railroad equity financing and the reluctance of the ICC to approve new fixed 
interest railroad debt. 

By and large, the courts, in look at all of the facts and circumstances, have 
evolved a reasonable method of determining the existence of debtor-creditor 
relationship. It is submitted that the advisory groups’ proposal fails to provide 
a better solution and merely blueprints rather than avoids possible controversy 
between the taxpayer and his Government. 


(2) Expansion of section 382 (c) and correlation with section 334 (b) 


In section 332 (c) of the 1954 code, Congress recognized for the first time the 
need to insulate liquidating subsidiaries from taxable gain as a result of the 
transfer of property in satisfaction of indebtedness owing to the parent cor- 
poration. However, the enactment of section 332 (c) resulted in a discrimination 
between solvent and insolvent subsidiaries which we believe was unintended. 
Section 332 (c) was made applicable only if the liquidation qualified under 
section 332 (a). Since the courts have ruled that only solvent subsidiaries fall 
within that provision, the insolvent subsidiary was left unprotected. 

A further inequitable situation was created by the lack of correlation between 
section 332 (c) and that portion of section 334 (b) (1) which first appeared in 
the 1954 code. Under the provisions of the latter subsection, the creditor-parent 
corporation is required to use the subsidiary’s basis with respect to property 
transferred in satisfaction of indebtedness. However, under section 332 (c) 
only the subsidiary is protected against gain in such a situation. Under the 
prevailing case law, the creditor-parent corporation is subjected to tax where 
the value of the property so distributed exceeds the adjusted basis to the indebted- 
ness, despite the fact that the transferor’s basis of the property, which must now 
be used under section 334 (b) (1), may be less than the basis of the indebtedness 
so satisfied. We think that this is an unintended hardship arising out of the 
enactment of the 1954 code which should be corrected. 

At the hearings before the Subcommittee on Internal Revenue Taxation in 
November 1956 we called attention to these problems and urged that section 
332 (c) be amended: 

(1) To extend to insolvent subsidiaries the same protection which is now given 
to solvent subsidiaries ; and 

(2) To provide that, within prescribed limitations, the creditor-parent corpora- 
tion realizes no gain or loss upon the constructive payment to it of the liquidating 
subsidiary’s indebtedness. (See pp. 19-21 of the printed report of the above- 
mentioned hearings. ) 

In its report (pp. 40-42) the subchapter © advisory group discusses certain 
phases of these problems. It proposes that section 332 (c) be enlarged to 
insulate the parent of a solvent subsidiary but it leaves both the insolvent sub- 
sidiary and its parent subject to tax in the above-mentioned situations. Despite 
our earlier presentation, the report states (p. 41): “Little, if any, objection ap- 
pears to have been raised to the present inapplicability of section 332 to the 
liquidation of an insolvent subsidiary and any attempt to cover insolvency situa- 
tions would involve a number of troublesome problems.” Specific objection on 
this very point was raised on behalf of the American railroad industry which 
unfortunately repeatedly must face the problem of how best to liquidate insolvent 
subsidiaries, and we wish again today to raise the problem for this committee 
and to assure it that the need for legislation is very real. 

We recognize the troublesome problems involved in any attempt to make full 
application of section 332 to the liquidation of insolvent subsidiaries. However, 
we did not and do not now urge the full application of section 332 but only of 
section 832 (c). The liquidation of an insolvent subsidiary would fall outside 
the tax-free category spelled out in section 332 (a) and (b) and the parent cor- 
poration would in appropriate situations still have a bad debt deduction and a 
stock loss. However the insolvent subsidiary should be protected under an 
enlarged section 332 (c) in satisfying indebtedness owing to its parent by the 
transfer of property in the course of liquidation. It does not make sense to 
protect the solvent subsidiary and leave the insolvent subsidiary taxable on 
such fictitious gain (arising out of the happenstance that property theoretically 
applied in the satisfaction of a debt had a fair market value in excess of the 
adjusted basis). 

On the other side of the picture, the parent of either a solvent or an insolvent 
subsidiary should be protected against gain under section 332 (c) where indebt- 
edness held at a discount is satisfied by the transfer of property in the course of 
a liquidation. If the aggregate investment in stock and in indebtedness equals 
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or exceeds the carryover basis, there is no sound ground for taxing the parent. 
Looking at the investment as a whole, the parent has realized no gain in such 
a situation and it would acquire no stepped up basis since the subsidiary’s basis 
would go over under the present language of section 334 (b) (1) if section 382 
(c) is enlarged as we suggest. In insolvency situations falling outside the scope 
of the basic provisions of section 832, section 165 (g) could be amended to 
restrict the stock loss deduction to that portion of the stock investment which 
was not utilized to offset gain or preserve loss under our “package” theory of 
section 332 (c). 

The advisory group’s proposal takes care of one phase of the problem, in 
situations where the subsidiary is solvent, by insulating the parent from gain 
at the price of a corresponding reduction in the carryover basis. Why, we may 
ask, should the basis be reduced to the extent of the potential gain on the in- 
debtedness if the parent’s total investment is in excess of the carryover basis? 
On the other hand, why should the basis be increased because of a potential 
loss on the indebtedness if the parent’s aggregate investment in the stock and 
the indebtedness is less than the subsidiary’s basis which it will be entitled to 
use? It is more logical to measure the adjustment of basis by the aggregate 
investment. The advisory group’s proposal should in any event be amended to 
provide that the carryover basis should be reduced by the amount of potential 
gain only if and to the extent that the aggregate investment is less than the 
aggregate carryover basis. A similar limitation should be applied with respect 
to an increase in the basis. 

The logic of the above suggestion may be illustrated by the following 
examples: 

(a) Assume that the parent of a solvent subsidiary held all of its stock at a 
cost of $10,000 and all of its $100,000 of bonds at a cost basis of $80,000. Assume 
further that on liquidation property having a fair market value of $100,000 
but an adjusted basis of $80,000 is applied in satisfaction of the indebtedness 
and the remaining property worth $10,000, with an adjusted basis of $5,000, is 
distributed in final liquidation on the stock. Under our proposal there would 
be no gain to the parent since the aggregate investment of $90,000 exceeds the 
adjusted basis of $85,000 with respect to the property distributed. Under the 
proposal of the advisory group, the parent would likewise be relieved of taxable 
gain but the carryover basis would be reduced $20,000. 

(b) Assume, in a similar situation, that the parent held $10,000 of stock but 
had acquired the $100,000 of bonds at a cost of $110.000. Assume further that 
property having a value of $100,000 but an adjusted basis of $120,000 is deemed 
to have been applied in satisfaction of the indebtedness. Assume that the 
remaining property worth $10,000 and with a basis of $10,000 is distributed to 
the parent stockholder in final liquidation. No loss would be allowable under 
either proposal but the advisory group would allow the carryover basis to be 
increased $10,000, to compensate for the $10,000 loss which was not recognized, 
although the parent received property having an adjusted basis of $130,000 and 
had made an aggregate investment of only $120,000. 

If the basis adjustment were measured by the aggregate investment, there 
would be no downward adjustment in the first example and no upward adjust- 
ment in the second example. With this limitation added, the advisory group’s 
proposal would be essentially the same as ours in situations where the subsid- 
iary is solvent. The proposal wonld eliminate the obvious inequity, occasioned 
through the present lack of correlation between section 332 (c) and section 334 
(b) (1), of subjecting the parent of a solvent subsidiary to tax and at the same 
time requiring it to use the subsidiary’s adjusted basis which would generally in 
these days be less than the fair market value used in determining the gain. 
The advisory group’s proposal, with the addition of the suggested limitation, 
should be given favorable consideration. 

However, the insolvent subsidiary is still not protected, nor is the parent of 
an insolvent subsidiary protected in indebtedness situations. The railroads 
often face the problem of liquidating insolvent subsidiaries. It is logical -to 
assume that the indebtedness would more likely have been acquired at a discount 
in the case of insolvent subsidiaries. Hence the parent of an insolvent subsid- 
iary will generally be more likely to realize gain where a liquidation distribution 
is allocated to the satisfaction of indebtedness. The advisory group's proposal 
is a proper one, as far as it goes, but it does not go far enough to meet the needs 
of the railroad industry. Reference is here made to our original proposal, as set 
forth at pages 19-21 of the printed report of the prior hearings, which we again 
urge as the most appropriate solution. 
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To summarize, our proposal gives adequate protection to all parties in the 
ease of the solvent and the insolvent subsidiary. The advisory group’s pro- 
posal eliminates gains and losses in the case of solvent subsidiaries and com- 
pensates by adjusting the carryover basis upward or downward without regard 
to a comparison of the aggregate investment with the carryover basis. It seems 
fairer and more logical, as we initially proposed, to measure gain or loss in both 
the solvent and the insolvent situations by comparing the aggregate investment 
with the aggregate carryover basis, leaving such basis undisturbed. We con- 
tinue to urge consideration of our overall proposal, alternatively endorsing the 
advisory group’s proposal with the suggested qualification. 

Our proposal looks to the overall substance and treats the parent as if it had 
initially acquired the property directly, rather than through the controlled 
subsidiary. Following the liquidation, the parent would hold the property at 
the subsidiary’s basis and, applying the rule of substance, no gain would be 
recognized unless such basis exceeds the aggregate cost and no loss would be 
recognized unless such basis is less than such cost. 

Under our approach, no change of section 334 (b) would be necessary. In 
our proposed modification of section 332 (c) we adopt the basic theory of the 
“package” deal which was advanced by the House version of H. R. 8300. Section 
332 (c) as amended to cover the two proposals, would read as follows: 

(c) SPECIAL RULE FOR INDEBTEDNESS OF SUBSIDIARY TO PARENT.—If— 

(1) a corporation is liquidated and subsection (a) applies to such 
liquidation, or would apply except for the fact that such corporation is 
insolvent, and 

(2) on the date of the adoption of the plan of liquidation, such cor- 
poration was indebted to the corporation which meets the 80 percent 
stock ownership requirements specified in subsection (b), 

then no gain or loss shal be recognized to the corporation so indebted be- 
cause of the transfer of property in partial or full satisfaction of such 
indebtedness. Gain or loss to the creditor-parent corporation shall be rec- 
ognized only to the extent that the basis which must be used by the trans- 
feree under section 834 (b) with respect to all property transferred to it, as 
creditor or as stockholder, is respectively greater or less than the aggregate 
adjusted basis of the stock and of the indebtedness held by such parent 
corporation. (Proposed amendments in italic.) 


(3) The exclusion of all section 306 stock from the statutory definition of “prop- 

erty” for purposes of section 351 (a) 

Section 351 (a) in general provides for the nonrecognition of either gain or 
loss upon the transfer of “property” to a corporation solely in exchange for such 
corporate transferee’s stock or securities, provided the transferors immediately 
after such exchange are in control (as defined in section 368 (c)) of the trans- 
feree. To insure that ordinary income represented by the right to compensation 
for services rendered cannot without tax recognition be turned into corporate 
stock or securities the sale of which would yield capital gain, the second sentence 
of section 351 (a) specifically now provides that “stock or securities issued for 
services shall not be considered as issued in return for property.” The advisory 
group proposes that section 306 stock, like compensation for personal services, 
be removed from the category of “property” for the purposes of section 351 (a), 
except for the purpose of determining whether the requisite “control” over the 
transferee exists. 

The Congress in moving against the so-called preferred stock bail out by 
adopting section 306 in 1954 nonetheless recognized in section 306 (b) four dif- 
ferent categories of exchanges of section 306 stock which should be freed from 
the ordinary income treatment provided in section 306 (a). Of importance 
to the railroad industry is section 306 (b) (4) which exempts from ordinary 
income treatment receipts realized upon the disposition or redemption of stock 
concededly section 306 stock if the Secretary or his delegate is satisfied both that 
such stock’s issuance and subsequent disposition or redemption were not effected 
“in pursuance of a plan having as one of its principal purposes the avoidance of 
Federal income tax.” Railroad insolvency and bankruptcy reorganizations not 
infrequently involve the exchange of outstanding preferred stock with accrued 
but unpaid dividends thereon for new preferred stock. The Internal Revenue 
Service has classified such new preferred to the degree issued in extinguishment 
of the holder’s claim for accrued dividends as section 306 stock but has also 
under section 306 (b) (4) found that tax avoidance was not a motivating factor 
either in the issuance or disposition of such stock. It seems quite unfair, then, 
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to deny such stock classification as “property” for the purposes of section 
351 (a). 

We believe that the advisory group through inadvertence omitted to qualify 
their section 351 (a) amendment as we propose. Thus at page 14 of their report 
of December 24, 1957, the group states that: 

The advisory group recommends that sections 306 and 351 be amended with 
respect to transfers of section 306 stock to a corporation in an exchange under 
section 351 or as a contribution to capital. It believes that such transfers 
should be treated as dispositions of section 306 stock taxable under section 306 
(a) (1), subject only to the exceptions contained in section 306 (b) (1) (A) 
and (4). (Italic added.) 

Unfortunately, due doubtless to time pressures, the statute prepared by the 
group, and which the report accompanies and explains, does not in its proposed 
version of section 351 (a) reflect the qualifications as to section 306 (b) (1) 
(A) and (4) contained in the report and quoted above. Proper qualifications 
are made by the group in its proposal to amend section 170 (b) relating to 
charitable deductions for section 306 stock (compare p. 14 of the group’s report) 
and in proposed section 356 (e) (p. 69 of the group’s proposed statute). Clearly 
comparable qualifications are needed as to section 351 (a), the last sentence 
of which should, we suggest, read: 

For purposes of this section, stock or securities issued for services or for 
section 306 stock (unless section 306 (b) (1) (A) or (4) shall be applicable 
thereto) shall not be considered as issued in return for property other than for 
the purposes of determining whether the person or persons transferring property 
are in control of the corporation. (Italic material added.) 


(4) Tazation of certain “boot” even in the absence of overall gain—proposed 
section 356 (b) (2) 

The long standing rule for the taxation of cash or other nonqualifying prop- 
erty distributed in an otherwise tax-free reorganization is to recognize no loss 
even if realized, and to tax the value of such “boot,” whether as a dividend 
or as capital gain, only if in fact an overall gain was realized by the particular 
taxpayer upon the exchange. Insofar as recognizing income upon the receipt 
of “boot” is concerned, the advisory group would change this long standing rule 
by providing in its proposed section 356 (b) (2) that the fair market value of 
all boot received in exchange for securities shall be treated as interest income 
to the extent the receipt of such boot has the effect of a payment of interest 
accrued thereon “since the date of acquisition of the securities by the recipient 
(or by a person from whom the recipient acquired the securities in a trans- 
action in which no gain or loss was recognized ).” 

The group’s expressed intent is to tax such boot as interest income even 
though the fair market value of such boot plus the fair market value of the 
qualified property received on the exchange together totaled less than the ex- 
changing taxpayer’s adjusted tax basis for gain for the securities he surrenders. 
The rule now well established to the contrary in Commissioner v. Carman (189 
F. 2d 363 (C. A. 2d 1951) and sec. 356 (a) (1)) would thus be altered. The 
effect of the group’s recommendations can, we feel, best be made clear by refer- 
ence to a concrete example. 

In the Carman case, which the group would expressly overturn, the taxpayer 
was an individual who on December 29, 1944, exchanged $25,000 face amount 
of first mortgage 5 percent bonds of the bankrupt Western Pacific Railroad Co., 
plus interest accrued thereon, for $10,000 face amount of the rehabilitated 
debtor’s new income bonds, 150 shares of new 5 percent, $100 par value, pre- 
ferred stock, 11634 shares of new common stock, and $5,672.25 in cash. This 
cash represented adjustment payments authorized by the bankruptcy court to 
compensate the taxpayer for the delays in the reorganization’s consummation, 
from its January 1, 1939, “effective date” to its December 29, 1944, “consum- 
mation date.” Some $2,250 of the total cash of $5,672.25 was paid with respect 
to the new bonds. 

The second circuit held that this $2,250 in cash, which of course constituted 
“boot,” was not taxable as interest but as capital gain. The result seems clearly 
just since it represented rights accumulating for 6 years rather than a sum 
paid in lieu of interest only for a single year. This cash the advisory group 
would tax as interest, constituting ordinary income, in the single year of its 
receipt, except to the degree interest on the old bonds had already accrued at 
the time of their purchase, even though the taxpayer’s right thereto had accrued 
ratably over a term of years. Such a result appears clearly unjust, especially 
in light of the capital gain treatment normally accorded increments in value 
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maturing over the years, and the spread back of compensation from personal 
employment if earned over a 36-month or longer period contained in section 1301. 

Yet the group would go even further and tax this cash as interest even if 
the exchanging securityholder realized an overall economic loss upon the ex- 
change as a whole. This second step would thus not only change the longstand- 
ing rules applicable to the receipt of “boot” in reorganization exchanges but 
would tax as ordinary income cash received upon a loss-producing transaction 
where recognition of such loss is denied for tax purposes. The railroad indus- 
try views any such proposed changes as being flatly opposed both to the inter- 
coeaes its securityholders and to the accepted dictates of elementary economic 
ustice. 


(5) Elimination of (A) type statutory mergers and consolidations from list of 
specified types of qualified reorganizations contained in section 868 (a) (1) ° 


Mergers and consolidations have continuously constituted a specific category 
of corporate exchange upon the occurence of which neither gain nor loss was 
subject to recognition for tax purposes since the adoption of the Revenue Act 
of 1918. Section 202 (b) of the 1918 act classified as tax-free certain stock or 
security exchanges if effected “in connection with the reorganization, merger, 
or consolidation of a corporation.” The Revenue Act of 1921 in section 202 
(ec) (1) expanded and elaborated upon the entire problem of taxing reorganiza- 
tion exchanges but specifically provided that the term “reorganization” should 
be understood to include “a merger or consolidation.” The Revenue Act of 1924 
contained a similar definition in section 203 (h) (1) (A) as did the successive 
Revenue Act of 1926 in section 203 (h) (1) (A), the Revenue Act of 1928 in 
section 112 (i) (1) (A), and the Revenue Act of 1982 in section 112 (i) (1) 
(A). The Revenue Act of 1934 in section 112 (g) (1) (A) first wrote the 
definition as it has been known ever since as “a statutory merger or consolida- 
tion.” This definition has remained unaltered throughout all successive reve- 
nue acts and the codes both of 1939 and 1954. 

The term “statutory merger or consolidation” has over the years through fre- 
quent reenactment and constant use become a term of art, the meaning of which 
is well known to the tax bar and administrative officials alike. Hundreds of 
eases and thousands of Treasury rulings have helped to carve out its scope and 
to define its content. The advisory group proposes that “a statutory merger or 
consolidation” be discarded as a separate type of qualified reorganization listed 
in section 368 (a) (1). We feel such a step would be unwise, unsettling in its 
effect upon the law, and consequently opposed to the best interests of our indus- 
try which must look to future mergers and consolidations as one of the very 
real ways in which vital economies in operation can be effected. 

Statutory mergers and consolidations have long constituted the most liberal 
and flexible type of tax-free reorganization in which a corporate exchange could 
be cast. This the advisory group would change by equating the legal posture of 
all qualified exchanges. Specifically, the continuity of proprietary interest doc- 
trine is very much less vigorous under an (a) type statutory merger or consolida- 
tion than under a (b) type of reorganization in which stock is acquired solely 
for voting stock, or a (c) type of reorganization in which assets are acquired 
for voting stock and certain other consideration. This difference is now to be 
abolished. 

An (a) type exchange may occur even though well over half the consideration 
given consists of property other than stock. Under the group’s proposal, 50 per- 
cent or more in value of the consideration received must consist of stock of the 
acquiring corporation. Endless valuations would thus have to be resorted to 
and the Internal Revenue Service notoriously will not issue advance rulings on 
such factual issues. As such rulings are, as a practical matter, often a veritable 
sine qua non for the effectuation of voluntary reorganizations, the proposed re- 
writing of section 368 (a) (1) poses great hazards to the reorganization process. 

Further it must be noted in connection with a (c) type reorganization, the 
group proposes that in computing the 50 percent limitation that the considera- 
tion deemed to have been received shall not include “any liability of the trans- 
feror corporation which is assumed by the acquiring corporation, nor any liabil- 
ity to which the property transferred is subject.” Does this language extend to 
new debt of the transferee? Certain lower court decisions decided under the 
1939 code which contained similar language indicate the answer is yes even 
though the language employed is inapt. Surely ona vital point such as this, the 
statute should be rendered clear that the issuance of new debt by the trans- 
feree in exchange or substitution for outstanding debt of the transferor will be 
disregarded in making the proposed 50-percent computation. 
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We do not oppose all of the advisory group’s recommendations in the reor- 
ganization field. Indeed, we heartily endorse many of them. For example, the 
group’s proposals with respect to the troublesome and illogical Groman and 
Bashford cases are fully endorsed, as are the recommendations respecting the 
Winston Bros. Co. problem; “upstairs and downstairs merger”; the classifica- 
tion of stock rights as stock; proposed section 356 (e) relating to certain ex- 
changes of section 306 stock; section 356 (e) providing for a disregarding of 
a transferor’s debt where the transferee taking subject thereto is already pri- 
marily liable thereon; and section 358 (f) designed to equate the tax results 
of using treasury stock with that of using newly issued stock. We also strongly 
endorse the advisory group’s proposal at page 42 that the 95 percent stock owner- 
ship requirements of section 165 (g) (3) (A) relating to worthless stock losses 
in subsidiary corporations be reduced to 80 percent in order to coordinate this 
requirement with that of section 332 relating to tax-free intercorporate liquida- 
tions and section 1504 (a) relating to the definition of qualifying members of 
an affiliated group for purposes of joinder in a consolidated income-tax return. 


(6) Amendments to section 381 


(a) Section 381 (a).—The advisory group proposes an expanded rewording 
of section 381 (a) to reflect changes induced by its proposed rewriting of other 
code sections. The AAR recommendations made to the Subcommittee on In- 
ternal Revenue Taxation on November 19, 1956, with respect to amending sec- 
tion 381 (a) to extend to section 374-type railroad receivership and bankruptcy 
reorganizations is, however, completely ignored by the group. The reasons 
for including the exchanges now listed in section 381 (a), carryover of basis and 
nonrecognition of gain or loss upon the exchange, are equally applicable to 
section 374-type exchanges. Indeed, the reason for including section 374-type 
exchanges within the scope of section 381 (a) is much greater than the case for 
including section 332 type of liquidations where section 334 (b) (2) is also 
applicable in that the whole purpose of a railroad reorganization under section 
374 is to continue a vital, going business. No such continuation of the business 
is required under section 381 (a) (1) as to such section 332 liquidations and the 
adivsory group expressly refused to prescribe any such continuation of business 
test. We desire, therefore, vigorously to renew our recommendation that sec- 
tion 381 (a) be amended to include exchanges falling within the purview of 
: section 374. 

; In general, section 381 of the Internal Revenue Code of 1954 provides for the 
carryover of certain tax benefits of the transferor to the transferee in circum- 
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‘ stances, among others, where the transfer results from a reorganization as 

: defined in section 368 of the code. Among the benefits to be carried over which 
are of great importance to the railroad industry is the net operating loss and 
the amortization of bond discount. 

As indicated above, in order for the transferee corporation to derive the 
benefit of the carryover provisions, the transfer must conform to the definition 
of reorganization set forth in section 368 (a) (1). In some circumstances, 
railroad reorganizations are the result of a statutory merger or consolidation 
and, to that extent, a transfer under such circumstances would qualify as a 
reorganization within the definition with the consequent right of the transferee 
to acquire the tax benefits of the transferor. In many circumstances, however, 
railroad reorganizations are effected pursuant to an equity receivership or bank- 
ruptey proceeding, neither of which qualifies as a reorganization within the 
statutory definition, thereby precluding the transferee corporation from obtain- 
ing the benefits of the carryover provisions as set forth in section 381 of the code. 

There is no apparent reason why the benefits of the carryover provisions should 
not apply in railroad reorganizations éffected either through equity receivership 
Or bankruptcy proceedings. In fact, there is every reason for railroads reorgan- 
ized in insolvency proceedings to be given the benefit of section 381. In all such 
reorganizations the basis of the property in the hands of the acquiring corpora- 
tion is limited to the basis which such property had in the hands of the trans- 
feror, subject to the usual rule as to adjustments for “boot.” Similarly, no gain 
or loss is recognized to the transferor corporation under section 374, except to 
the degree that undistributed “hoot” is present. Even then, recognition of 
gain may be avoided under section 108 (b) if arising from the discharge of 
indebtedness effected on or before December 31, 1957. Furthermore, no gain 
or loss is recognized to the security holders upon the exchange of their securities 
by reason of section 354 (c). 

It clearly follows, then, that this type of railroad reorganization should be 
accorded the same tax treatment under section 381 now extended to corporate 
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exchanges qualifying under section 381 (a) (1) and (2). That is, the Associa- 
tion of American Railroads is of opinion that railroad reorganizations effected 
through equity receiverships or section 77 of the Bankruptcy Act proceedings 
should be included within the scope of those exchanges qualifying for the benefits 
of section 381. Consequently, it is recommended that section 381 (a) of the 
Internal Revenue Code of 1954 be amended by converting the comma at the end 
of section 381 (a) (2) into a semicolon, adding the word “or” immediately 
thereafter, and inserting the following: 

(3) in a transfer of property of a railroad corporation pursuant to an order 
of the court having jurisdiction of such corporation in a receivership proceeding 
or in a proceeding under section 77 of the Bankruptcy Act to a railroad corpora- 
tion organized or made use of to effectuate a plan of reorganization approved 
by the court in such proceeding. 

(b) Section 381 (c) (16).—The advisory group has recommended that section 
881 (c) (16) allowing a deduction to an acquiring corporation for certain 
expenses incurred but not paid by a distributor or transferor corporation be 


_ clarified and expanded by the omission of the last sentence thereof. This sen- 


tence places an unrealistic and difficult burden of proof on the accruing corpora- 
tion and we heartily join with the advisory group in urging the repeal of this 
sentence. 

(c) Section 881 (c) (17).—The Congress in enacting section 381 (c) recog- 
nized that not all carryover attributes were listed therein. Indeed the Senate 
Finance Committee report (S. Rept. No. 1622, 838d Cong., 2d sess., pp. 276-277) 
specifically noted that: 

“Subsection (¢c) of this section contains 18 paragraphs, each of which specifies 
an item or tax attribute of the distributor or transferor corporation which is 
to be taken into account by the acquiring corporation as of the close of the date 
of distribution or transfer in the manner and to the extent provided with respect 
to such item. The section is not intended to affect the carryover treatment of 
an item or tax attribute not specified in the section or the carryover treatment 
of iems or tax attributes in corporate transactions not described in subsection 
(a). No inference is to be drawn from the enactment of this section whether 
any item or taz attribute may be utilized by a successor or a predecessor corpo- 
ration under existing law. (Emphasis added.) 

Numerous important tax attributes not listed in section 381 (c) do carryover 
in qualified exchanges and the advisory group proposes that a general catchall 
in the fourm of a projected section 381 (c) (17) be adopted to meet this problem. 
The group would vest complete discretion in the Secretary or his delegate to 
determine what items other than those specifically set forth in section 381 (c) 
(1) through (16), inclusive, are to be accorded similar treatment. The language 
proposed is indeed vague—‘“such item or purpose is in a category similar to that 
of any of the items referred to in this subsection and that such treatment is 
consistent with the treatment of such items.” 

We object both to the proposal’s vagueness and to the vesting of uncontrolled 
discretion in the Secretary or his delegate in this area. The group primarily 
had in mind certain specific items not now set forth in section 381 (c)—the right 
of an acquiring corporation to continue amortizing an emergency facility on 
the basis of a certificate of necessity granted to the transferor or distributor 
coporation; the right of an acquiring corporation to be treated as its tansferor 
or distributor corporation with respect to research expenditures, excess soil and 
water conservation expenditures, foreign tax credits, elections on war loss re- 
coveries, and borrower status for section 312 (j) windfall distributions. These 
items should, in our judgment, be specifically listed in section 381 (c) (17), and 
a general catchall thereafter added to such concrete list but with final judgment 


as to whether any unlisted item qualifies being left to the final determination of 
the courts, not as the group recommends, to the “Secretary or his delegate.” 


(7) Amendment of section 382—Special limitations on net operating loss carry- 

overs 

The railroad industry has a Vital interest in making certain that net operating 
loss carryovers of railroad corporations involved in statutory mergers or consoli- 
dations, or other nontaxable asset reoganizations, be made fully available to the 
combined railroad enterprise. This interest is especially acute during periods 
of economic readjustment when there may be an increased need, in the public 
interest of a strong and economically sound railroad system, for the merger or 
eonsolidation of various railroad enterprises. 

Under present law, the loss carryovers of a corporation involved in an asset 
reorganization are, except where the reorganization is primaily motivated by 








oe aan atrarereae 0 


3204 GENERAL REVENUE REVISION 


tax avoidance, made fully available to the combined enterprise provided the 
shareholders of the loss corporation retain or receive at least a 20-percent stock 
interest in the combined enterprise. Where the continuing stock interest on the 
part of the loss corporation’s shareholders is less than 20 percent, present law 
provides a reduction of the loss carryovers proportionate to the extent the loss 
corporation’s shareholders’ stock interest in the combined enterprise is less than 
this percentage. 

The advisory group’s proposal (pp. 73-78) would replace the present conti- 
nuity of stock ownership test for survival of loss carryovers with a new theory 
based upon the concept that loss carryovers should survive the reorganization 
only to the extent their potential value is relatively small in comparison to the 
value of the loss corporation’s entire business. 

An example of the application of this proposal involving a consolidation of 
two loss corporations may illustrate certain of its inequities in contrast to the 
provisions of present law. Let us assume, for example, that two loss corpora- 
tions, each with a $10 million loss carryover, are consolidated in a nontaxable 
reorganization into a new corporation. Prior to the consolidation the outstand- 
ing stock of each of the loss corporations had a fair market value of $5 million. 
Pursuant to the plan of consolidation the outstanding stock of the new corpora- 
tion with a fair market value of $10 million is distributed equally to the share- 
holders of each of the two loss corporations. 

Under the advisory group’s proposal the amount of loss carryovers allowable 
to the new corporation would be limited, in this example, to a total amount of 
only $10 million, and not $20 million as permitted by present law. Thus, by the 
very act of consolidation, the separate $10 million loss carryovers of each of the 
two loss corporations would be cut down by 50 percent to $5 million. The impo- 
sition of such a penalty on loss corporations which combine in an attempt to 
overcome adverse economic circumstances can hardly have been intended. In 
comparison, it is submitted that present law reaches an equitable result under 
the facts of the above example; namely, the 50-percent stock interest in the new 
corporation on the part of the shareholders of each of the two loss corporations 
is so substantial a continuing ownership interest on their part as to permit their 
combined $20 million loss carryover to be fully allowable to the combined 
enterprise. 

The railroad industry is aware that tax-free reorganizations involving loss 
corporations may in some cases be undertaken primarily for tax avoidance. It 
certainly is not opposed to the imposition of appropriate limitations on loss 
carryovers where tax avoidance is a primary motive of the reorganization. How- 
ever, the railroad industry does believe that where a reorganization has been 
undertaken for reasons germane to the public interest and the shareholders of 
a loss corporation go forward with a substantial ownership interest in the con- 
tinuing enterprise, it is entirely reasonable and necessary that the combined 
enterprise receive whatever tax benefit it can derive from the full amount of 
loss Carryovers. 

In view of the foregoing, the Association of American Railroads strongly 
urges that an extended study of the possible tax and economic effects of the 
advisory group’s proposal in this area be undertaken before any amendments 
are made to present law. 


B. THE BASIC VALIDITY AND WISDOM OF THE ADVISORY GROUP’S APPROACH 


A final overall question remains as to whether the basic approach of the 
advisory group is sound. That is, would its recommendations if adopted really 
simplify or clarify the law? At numerous places broad discretion is vested in 
the Secretary, at others vague terms redolent of countless future legal contests 
abound. For example, proposed section 381 (c) (17) would vest full discretion 
in the Secretary to define additional items qualifying under section 881 (c); 
proposed section 302 (b) (6) would substitute for the present specific rules of 
attribution a new rule making the kinship or other connection listed in section 
818 (a) merely a factor which “may be taken into account along with all other 
facts and circumstances”; and the taxpayer’s “principal purpose” would be 
rendered controlling under proposed section 332 (b) (1). Numerous other 
examples are contained in the proposed new legislation of which perhaps the 
most striking is the proposed section 317 (c) which employs such dispute-breed- 
ing terms as “not unreasonably distant date,” “an adequate consideration in 
money or money’s worth,” and “under circumstances which do not negative any 
reasonable expectation of payment.” Is such broad discretion couched in such 
loose language really in the best interests of wise tax administration? 
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Again, in numerous situations, the group seems to meet present inadequacy 
of the law by prescribing a large dose of even greater complexities, additional 
exceptions, and further special instances. Such an approach is often self- 
defeating in that such a law’s very specificity and minute scheduling blueprint 
methods of avoidance. Should not an approach now be attempted to gain sim- 
plicity rather than further proliferation of detail? Certainly subchapter C is 
already overcomplex. Does the recommended approach rectify or merely increase 
this complexity? As an administrative matter, would not this impose severe 
burdens on the already overburdened Service? 

Frankly, our industry feels that loophole-closing devices too often serve to 
complicate the law rather than to raise revenue. Our experience indicates quite 
strongly that involved and intricate legal provisions are not generally under- 
stood and hence tend largely to be simply ignored, arising only occasionally to 
trap the unwary. 

Even if all of the advisory group’s recommendations were adopted without 
change, loopholes would still exist presenting opportunities for fiscal evasion. 
Would the tremendous complexities entailed upon adopting the advisory group’s 
recommendations really increase the revenue appreciably or add materially to 
the fairness with which the tax burden is borne by the public? We doubt both 
propositions. 

In brief, we think the group’s approach is not likely to produce the intended 
result. The adding of ever greater complexity to the tax laws does not, in our 
judgment, point the way to the true solution of rectifying the admitted inade- 
quacies of subchapter C, nor does the periodic reshuffling of the basic ground 
rules pertaining to corporate distributions, reorganizations, and liquidations, 
without materially clarifying the content and practical application of such rules, 
offer much comfort either to the Government, to American industry, or its 
security holders. 


Mr. Jones. In our presentation, we have gone into some detail with 
respect to the technical aspects of certain of the proposals of the group 
which we think affect the railroads. In this oral presentation I realize 
that many of these matters are too complex to attempt to solve by 
oral discussion. I will here endeavor to call to your attention what I 
regard as the practical aspects of six items which are of immediate 
concern to the railroads. 

Mr. Mason. Are these six items covered completely in your text? 

Mr. Jones. Yes; plus a couple of others. 

Mr. Mason. Just give us your bird’s-eye view, and then we will get 
the rest of it from the paper. 

Mr. Jones. That is what I want to do, to give you the practical 
aspects, as I call them, of these problems which we think Kouid be 
given further consideration. 

As you know, our companies are large corporations and are publicly 
owned. Naturally, we have no direct concern with many of the pro- 
posals of the group aimed at tax avoidance deemed applicable to the 
closely held or the family-dominated type of corporation, such as 
bailouts and constructive ownership of stock, and the like. 

At the November 1956 hearings before your subcommittee, I pre- 
sented the views of the railroad industry on certain technical defects 
which we felt existed in the 1954 code. Chairman Mills at that time 
stated for the record that those proposals of ours which related to 
subchapter C would be given attention at a later time when your com- 
mittee was able to focus its attention on this particular phase of the 
Tax Code. 

Accordingly, I request that the earlier presentation, which embodies 
in some instances a fuller presentation than the present presentation 
does, be considered from the printed record in the light of the present 
hearings. I do not make a full representation of some of those items 
at this time. 
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The Cuarrman. Mr. Jones, if you will pardon me for interrupting 
you, those recommendations which you and others made to the sub- 
committee were called to the attention of this advisory group. Each 
and every one of the suggestions was considered by the advisory group. 

Of course, that hearing is available for consideration by the full 
membership of this committee and the staffs that work with the 
committee. 

Mr. Jones. As I say, our present consideration is keyed primarily 
to the report of the advisory group. Turning to that phase, I would 
like first to call the attention of this committee to the advisory group’s 
proposal to attempt in a new section 317 (c) to define indebtedness. 
A controversy often arises, especially where there is a closely held or 
family-type corporation, with respect to the nature of a certain secu- 
rity, whether it is indeed and in fact a true debt or whether it is risk 
capital in the form of a stock interest. The income-tax consequences 
are often so significant that this issue frequently finds itself in the laps 
of the courts. 

We applaud the motive of the advisory group in its attempt here to 
supply a definite yardstick for the term “indebtedness.” We merely 
question the practicality of the approach. It is assumed that some 
criteria in this type of yardstick must necessarily be of a vague or 
general nature, to avoid creating new loopholes for the ingenious tax- 
payer. But we ask you to give consideration to the adoption in the 
statute of so many vague and uncertain criteria. 

I refer to phrases which are used in the proposed draft, such as: 
the maturity date must not be “unreasonably distant”; the prescribed 
interest must not be excessive; the obligation must be issued for ade- 
quate consideration; under circumstances which do not negate any 
reasonable expectation of payment. 

Does that clear up the problem? It seems to me that when we have 
that type of criteria in a statute and the issue is of real importance, 
it must eventually land in the courts for the interpretation of those 
types of phrases. 

he CHatrman. Mr. Jones, at that point, may I interpose to say 
that I thought the advisory group had in mind in the report that we 
not have specific, definite rules, not only because the ingenious might 
find in them a loophole, but because of the possibility that they might 
also create undue hardships. The advisory group proceeded on the 
basis of outlining some standards that would apply, but left the door 
open for proof of application, even though proof with respect to these 
specific standards could not be made. 

We are much concerned lest, in the adoption of standards, we fore- 
close equity in these cases. We are also concerned to see that we do 
not create loopholes. 

On page 20, if you will refer to the advisory group’s report and 
read the second sentence in the second paragraph, I think you will see 
clearly what the advisory group intends and why, and I think you will 
say that the motives of the advisory group are very good in this 
respect. 

Mr. Jones. Ido. This is an area that should be cleared up if it can 
be done with some practical solution. We merely call your attention 
to the fact that these are litigation-breeding phrases in this statute, 

The Cuarrman, I recognize that. 
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Mr. Jones. We wonder if you have accomplished your end by enter- 
ing this type of statute on the books. 

Our immediate concern with 317 (c), speaking for the railroad in- 
dustry, is in the area of income bonds and debentures. You will recall 
that this proposed definition excludes instruments the payment of 
interest on which is contingent on earnings, or limited to ee 

The railroad industry has for many years, long before the first 
income-tax law was put on the books, widely used income bonds and 
debentures as an accepted means of financing. They have been from 
time to time approved by the Interstate Commerce Commission, and 
they are generally accepted in the market as debt. 

It is true, the proposed definition is not intended to be exclusive, but 
we think where it has a possible impact on such a wide area, hesitation 
is in order to see if the statute is warranted in that angle. Even 
though the statute is not exclusive, if you do not fall within the statu- 
tory definition, I think it is commonsense to expect that you have a 
little bit of presumption against you, and you have a little more burden 
to sustain if and when the issue is raised. 

The Cuatrman. Mr. Jones, I think I can assure you that the ad- 
visory group’s recommendation in this respect results from the desire 
to try to be of some service to smaller corporations, while at the same 
time, by the degree of flexibility contained in the recommendation, not 
to take away from any of the larger corporations any longtime 
established practice in this area. 

I think I would certainly get the advisory group’s approval of 
that statement. I think that is clearly what they had in mind in 
this area. They are trying to do something here for some who do 
not enjoy certain benefits, without taking away from those who do 
enjoy those benefits any of their established practices. 

Mr. Jones. I recognize that. It is always a difficult problem to 
steer the middle course, when you enact something new, without 
affecting established rights, as you say, that we feel we have here. 

The Cuarrman. If we standardize these things, though, and make 
them exclusive, then we might be taking away some established prac- 
tices. But if we leave them nonexclusive, we do not run that risk, 
as I see it. 

Mr. Jonzs. I will pass now to our next comment, relating to pro- 
posed expansion of 332 (c), in which Congress recognized for the 
first time in 1954 the need of insulating liquidating subsidiaries from 
taxable gain as a result of the transfer of profit in satisfaction of an 
indebtedness owing to its parent. 

In our prior presentation in the 1956 hearings, we suggested that 
the parent corporation should also be insulated from gain, theoreti- 
cally realized when property of the liquidating subsidiary is deemed 
to have been received in satisfaction of indebtedness which the parent 
held at a discount. We feel that the need for legislative relief here 
is particularly acute because of the lack of correlation between this 
section and section 334 (b). 

Under the present wording of section 334 (b), the parent is re- 
quired to take over the subsidiary’s basis, although it might be taxed 
under the indebtedness satisfaction theory that has been written into 
this field of law by many court decisions. Much of that judicial 
background is spelled out in our prior presentation. I will not go 


any further on that. 
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In other words, we felt and pointed out in the 1956 hearings that 
there was a definite need for action here to protect the parent, since 
it was being penalized now by reason of a lack of correlation between 
332 and 334. 

The advisory group recognized a certain portion of our prior 
request, or else implemented from their own initiation the relief that 
we proposed with respect to the parent of a solvent subsidiary. But 
we do not think that the advisory group has gone far enough in this 
respect. 

Bear in mind that its proposal will give protection to the parent 
only of a solvent subsidiary. On page 41 of its report, the advisory 
group makes the statement that little or no objection had been raised 
with regard to insolvent situations. 

We again call your attention to the fact that in the November 1956 
hearings, the railroad industry vigorously urged that the insolvent 
subsidiary and its parent should likewise be given this insulation 
from this theoretical gain if the liquidation would have been tax 
free under 332 except for the fact that the subsidiary was insolvent. 

Remember that the relief granted under section 332 (c) as pres- 
ently worded is restricted to liquidations qualifying under section 
332 (a), and the courts have said that 332 (a) applies only where 
the subsidiary is a solvent corporation. So, to us, it does not make 
sense to deny comparable relief to the insolvent subsidiary, where 
the need is obviously more acute. 

The railroads are often faced with the problem of liquidating in- 
solvent subsidiaries. We think it is simply justice to extend to that 
situation the relief granted presently to the more fortunate com- 
panies under 332. 

The Cuarrman. Mr. Jones, were you impressed with the reasoning 

of the advisory group in not extending this treatment to the insolvent 
subsidiary? Three or four points were made in this report by the 
advisory group on why it did not go that far. They do not impress 
you? 
" Mr. Jonzs. No, sir. I think in the written presentation we have 
answer that in some detail. We do not propose that 382 (a) be 
applied in body, you might say, to the liquidation of an insolvent 
subsidiary. We merely propose the enlargement of 332 (c), the in- 
debtedness situations where this theoretical book gain has been im- 
posed on the problem by court decisions. 

The CHarrman. Would it not result that there would be a non- 
recognition of loss under 165 (g) if we do that? That would create 
a hardship in some cases, would it not, and in other cases would it 
not create a decided tax advantage in the interest of the loss carry- 
over, perhaps? : 

Mr. Jones. The proposal involves a rather complicated situation, 
Mr. Mills. I might say, in answer to your question, we have followed 
somewhat broadly the approach that the House followed in its H. R. 
8300, of a package deal in this type of situation, where the sub- 
sidiary is insolvent or solvent. 

In looking to see if gain has been realized or loss is to be recog- 
nized with respect to the indebtedness feature, look to the aggregate 
amount that the parent has put into this business, this subsidiary, both 
in stock and in indebtedness. In looking to see if it has realized gain 
on the liquidation and the transfer of property and satisfaction of 
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that indebtedness, compare that aggregate investment, that cost, with 
the basis of the property which the parent will take under 334 (b), 
look to the usable tax basis of the property transferred to the parent, 
either as satisfaction of indebtedness or otherwise. Then, if there 
is gain inherent in the transaction it will be recognized to the extent 
that the basis the parent will be entitled to use in future transactions 
exceeds its aggregate cost basis. If it has property with a basis less 
than what the parent has already put into the property in the form 
of stock or indebtedness, then the parent, we say, in justice and sub- 
stance has not realized gain. 

In our proposal, we have suggested in our written presentation a 
specific amendment to 332 (c), and we have given examples of how 
we think that works in fairness both to the Government and to the 
taxpayer. 

The Caarrman. Would you not agree with the advisory group, per- 
haps, that we should delay consideration of the extension of this 
treatment to the insolvent subsidiary until we find out what the court 
may do with respect to all of the various situations that arise under 
the Spaulding case? 

Mr. Jones. Ours is a little bit different angle, I think, here. There 
is no pore decision on the insolvent subsidiary. The court deci- 
sions have been out for many years, subjecting the parent to taxable 
gain if it receives property of a fair market value in excess of its 
adjusted basis. In other words, assuming that the parent had ac- 
quired bonds of the subsidiary from the public at a discount, that 
is where the problem from the parent’s angle arises. The court de- 
cisions in our field are pretty fixed. 

The Cuamman. There are some other situations, though, outside 
of your field. 

r. Jones. We feel that we have the problem now, and that under 
our approach, this comparable relief can be extended to the insolvent 
situations without ee the interest of either side, and with- 
out uprooting established tax law too seriously. 

I turn next to just a brief remark with respect to the group’s pro- 
posal to amend section 356 (b) (2) so as to alter the effect of the de- 
cision of the Court of Appeals for the Second Circuit in the Carmen 
case, and to subject the holder of securities in a reorganized company 
to tax at the ordinary income rate on certain so-called boot, even 
though the aggregate value of the package received by the security 
holder in the process of the reorganization is less than the original 
cost. 

The railroad industry views the proposed change in this area as 
being flatly opposed to the interests of its stockholders and security 
holders, and to accepted dictates of economic justice. More details 
on that are set forth in the presentation. 

The Cuamman. In other words, the boot should not be treated as 
interest income ? 

Mr. Jones. That is right. We think first that unless the market 
value of the package of assets of securities, mixed with maybe some 
money, unless the aggregate value is in excess of what his aggregate 
cost basis is, he has no gain. 

Now, turning to section 368, which you will recall deals primarily 
with the definition of tax-free reorganizations: 
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The advisory group proposes first to eliminate statutory mergers 
or consolidations from the list of qualified reorganizations specified 
in section 368 (a) (1). In our presentation, we trace the history of 
this statutory phrase back to the Revenue Actof 1918. This phrase, 
“statutory merger or consolidation,” has over the years become a term 
of art, with well-known application, based upon hundreds of court 
decisions and perhaps thousands of Treasury Department rulings. 

The taxpayer now knows where he stands in this field, by following 
a State statute in proceeding with a merger and it will pretty defi- 
nitely know in advance that it will be protected. It can more easily 
secure advance rulings from the Treasury Department if it is pro- 
ceeding under this (a) type phase of reorganization. 

The Cuarrman. Mr. Jones, if I may interpose at this point, I would 
be greatly interested in your giving me an example of a situation that 
could qualify under the provisions generally that now qualifies under 
secton 368. As I understood the advisory group’s thinking, it was 
that this was not a very important change, in that any situation that 
could qualify under existing law at the moment in all probability 
would continue to qualify under the suggested change. 

If you can give us some example of such a situation, I would like 
to know about it. If there are those cases, we certainly want to know. 

Mr. Jones. I think there conceivably could be. 

I call your attention to the (c) type proposal, where assets are 
acquired for exchange of stock, and the proposal of this group, as I 
point out a little later in my discussion, would have a definite yard- 
stick there of requiring that 50 percent in value be received in the 
stock of the acquiring corporation. 

I should think conceivably situations could arise that would qualify 
under State statutes governing mergers or consolidations where that 
yardstick might not be met. We think it is unsettling to take away 
a category of this broad nature that has been relied upon for so many 
years and restrict the corporation to these (b) and (c) type reorgani- 
zations, where some very complicated provisions are spelled out, where 
there is a more definite yardstick, and it might conceivably be any 
number of situations might arise in which this definite yardstick un- 
der (c), for example, could not be complied with, although the cor- 
poration might bring itself within the State statute governing 
mergers. 

The CHarrman. An analysis was made of these mergers, and it 
was the thinking, I am certain, of the advisory group that these 
statutory mergers would qualify generally, and in all instances that 
they could do anything about under the other rules, continuity of in- 
terest rules and so on, so that it was not the thinking here that any 
of them would, as a matter of fact, be treated any differently, but 
that they would have to come in under these general rules. 

Mr. Jones. We might raise a question, if we do not need this phrase, 
it does not take up much space in the book. Some taxpayers feel 
that they do feel safer or better if it is left there. It has been there 
for these 40 years. If it is not hurting anything and it might disturb 
some taxpayers or might defer the issuance of clearance rulings, if it 
is unsettling in any respect, why take it out ? 

The Cuairman. There is a whole lot of feeling, as you know, that 
we need to do something in the field of mergers. Frankly, I did not 
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think this recommendation of the advisory group was a very impor- 
tant one, because I did not think it did very much. 

Mr, Jones. It just throws up another obstacle, perhaps, in the way 
of the taxpayer’s being able to go in and get a clearance ruling from 
the Treasury Department in advance. 

In the (c) type, for example, you will have a fair market value 
question. In the first place, when a new statute is put on the books 
in this reorganization field, it may be a year or 18 months before you 
can get a ruling, because they say, “We have to have the regulations 
written first.” In the second place, you run into the question of 
valuation. There, they often cannot get a ruling at all, because it is 
a factual issue. 

So we think if this general phrase is taken out, although the tax- 
payer in question might well be able to bring itself within one of 
these precise yardsticks, it would be unsettling and it would possibly 
delay the business finality of the situation. 

The CuHarrman. Mr. Jones, I must agree with you that there is a 
problem with respect to valuation. But that is not limited to this 
one situation. That runs through the whole problem. 

The Cuarrman. But I was very much interested to have you sup- 
plement your remarks by giving us some specific examples where 
that would not receive this treatment under the advisory group’s rec- 
ommendations, if we should take the advisory group’s recommenda- 
tion. We would like to know about it, because frankly, we could not 
conceive of any example where there would be a hardship created in 
ony way. 

Mr. Jones. We will endeavor to do that in the near future, Mr. 
Chairman. 

There is one specific point on this 363 I would like to call to your 
attention, in the new definition of the (c) type that I have already 
mentioned; that is the asset reorganization, where the assets of one 
corporation are acquired for voting stock of the acquiring corporation. 

The group would require that 50 percent or more in value of the 
consideration received must consist of stock of the acquiring cor- 
poration. As I have already pointed out, this entails valuation prob- 
lems which are very vexing in this field. 

But in any event, we think the statute should be made clear that 
the issuance by the transferee of new debt in exchange or substitution 
for outstanding debt of the transferor will be disregarded in making 
that proposed 50 percent computation. It already now proposes to 
disregard debt assumed or taken subject to; but often, especially in 
our railroad reorganizations, the transferee issues its own bonds, 
dollar for dollar, for certain series of bonds of the old tranferor com- 
pany. We think that is in pari materia with the exceptions already 
in the statute. We make that specific request that out of all precau- 
tion, that situation also be placed in the statute. 

In passing, I would like to point out that we heartily endorse many 
of the recommendations of the group in the reorganization field. We 
have listed a number of those in summary on page 17 of our presenta- 
tion. 

Turning now briefly to section 381, that provides for carryovers 
in certain corporate acquisitions, I should first call your attention to 
the failure of the advisory group to extend section 381 (a) to cover the 
section 374 type railroad receivership and bankruptcy reorganization, 
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as recommended in our November 1956 presentation. Under section 
374, which was specifically added after the 1954 code was enacted, 
there is a carryover of basis, and there is a nonrecognition of gain or 
loss upon the exchange in this railroad type of receivership or bank- 
ruptcy reorganization. 

hese factors are the basic reasons for including the other types 
of exchanges now listed in 381 (a), and we see no reason why the carry- 
over privileges should not be specifically extended to railroad re- 
organizations covered by this section 374. 

You will recall that section 381 provides generally for the carry- 
over of certain tax benefits of the transferor to the transferee, where 
the transfer results from a reorganization as defined in section 368. 
Among the benefits to be carried over, the net operating loss and the 
amortization of bond discount are very important to the railroads 
generally. 

Some railroad reorganizations may well qualify under the definition 
or reorganization in section 368. Many of our reorganizations are 
affected through equity receivership or bankruptcy proceedings, and 
might technically dan outside the statutory dehnitton of reorganiza- 
tion as contained in section 368. Hence, that type of railroad might 
possibly be denied the privilege of the carryover under 381. 

We think there is every reason for railroads reorganized in insol- 
vency proceedings to be included in the section 381 (a). The associa- 
tion urgently requests the enlargement of this subsection to specifically 
include those types of railroad reorganizations now covered by section 
374. 

One further comment with respect to 381: In subsection (c) of that 
section, Congress originally. in the 1954 code, listed a number of 
carryover items, noting in the legislative history that there was no 
intention to exclude other appropriate items. The report of the ad- 
visory group recognizes that there are other items and lists several 
of them at page 72. 

However, instead of proposing to include those items in the statute, 
the group proposes to add a general catchall clause and vest complete 
discretion in the Secretary of the Treasury or his delegate. 

We think that such presently recognized carryover items as are 
listed should be specifically listed in the statute, and that thereafter, 
a catchall clause should be added, placing the final determination, 
however, in the courts rather than in the Secretary or his delegate. 

Finally, I invite your attention to the proposed amendment of sec- 
tion 382, which places special limitations on net operating loss carry- 
overs. The railroad industry is well aware of the tax avoidance mo- 
tive which often dominates the acquisition of certain types of loss cor- 
porations; trafficking in loss corporations is something that cannot be 
condoned by responsible citizens. However, extreme care should be 
exercised to make sure that the proposed remedy does not penalize 
legitimate reorganizations. 

There has been considerable talk of late about the plight of the 
railroad industry and of proposed mergers as representing one way of 
striving toward a stronger and sounder railroad system. Where such a 
reorganization is undertaken for reasons germane to the public interest, 
and where the shareholders of the loss corporation continue to have a 
substantial ownership interest-in the continuing enterprise, we think 
it is entirely fair and reasonable that the combined enterprise receive 
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whatever tax benefit it can derive from the full amount of the loss 
carryovers. 

Under the present law, the loss carryovers of a corporation involved 
in an asset reorganization are made alt available to the combined 
enterprise, provided the stockholders of the loss corporation retain or 
receive at least a 20 percent stock interest in the combined enterprise. 

The advisory group’s proposal, as we construe it, would replace the 
present continuity of stock ownership test with a new theory based 
upon the concept that loss carryovers should survive the reorganiza- 
tion only to the extent that their potential value is relatively the 
value in comparison to the value of the loss corporation’s entire 
business. 

As we construe this proposal—and there again I say it is a very 
complex matter, and it is difficult even to follow the examples in the 
report—the present available loss carryovers might be cut in half if, 
for example, 2 railroads of equal value, of $5 million each, with sepa- 
rate loss carryovers of $10 million, were consolidated. There would 
also be a substantial reduction of loss carryovers available to the com- 
bined enterprise if such a loss company merged with a profitable rail- 
road company of equal or higher value, despite the substantial 
continuity of ownership. 

In other words, the proposed limitation would, we think, apply to 
all mergers and consolidations where the stockholders of the loss 
corporation had a stock interest in the continuing corporation of 50 
percent or less after the reorganization. 

The imposition of such a penalty on loss corporations which in good 
faith and in the public interest combine in an attempt to overcome 
adverse economic circumstances, can hardly have been intended. We 
think care should be taken in this field to see that the remedy is re- 
stricted to the evil. 

The Association of American Railroads strongly urges that an 
extended study of the possible tax and economic effects of the group’s 
proposal in this area be undertaken before any amendment is made 
to the present law. 

In closing, I would like to be presumptuous enough to raise an 
overall question of policy. As indicated in this and other presenta- 
tions, some of the group’s proposals are to be highly commended, and 
some perhaps to be criticized, especially insofar as they produce un- 
expected results. The obvious conclusion is that this is an exceed- 
ingly complex field of income tax law. ‘There are many who feel that 
subchapter (c) is already overly complex. The question naturally 
arises whether it is sound legislative policy to superimpose further 
complexities in a field which already taxes the wits of the proverbial 
Philadelphia lawyer. 

We have endeavored to point out certain situations where the pro- 
posed reshuffling of the basic ground rules would likely lead to addi- 
tional litigation. Some of the proposed remedies are so complex or so 
vague as to impose severe burdens on the already overburdened staff 
of the Internal Revenue Service. True, certain proposals can be 
adopted and applied with relative ease, but we ask you to give serious 
consideration to the basic question whether the anticipated additional 
revenue or the more equitable distribution of the tax burden, as the 
case may be, warrants the complexities and the uncertainties entailed 
upon adopting many of the group’s recommendations. 
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Sooner or later, it seems to us, the saturation point will be reached. 
Perhaps the time has arrived now to focus our attention upon the 
simptiication, rather than the further complication, of the Internal 
Revenue Code. 

The Cuatrman. Mr. Jones, we appreciate your coming to the com- 
mittee and giving us the benefit of poet views on the report of the 
advisory group on subchapter C. think you will agree with me, 
will you not, that the report of the advisory group, by and large, goes 
in the direction of the language adopted by the Ways and Means 
Committee in H. R. 8300 in 1953, and that it is deemed necessary to 
do something with respect to the complications and uncertainties that 
presently exist within subchapter C. These largely result from the 
decision in another body to superimpose some 14 changes within the 
area of subchapter C on a foundation that itself was faulty and needed 
to be corrected, so that you would not say that in the final analysis 
the Congress should not legislate in the feld of subchapter C? 

Mr. Jones. I would not say that some legislation is not in order, no. 

The Cuatrman. Do you not agree with the thought that I have 
had for some time, that in some instances in the Internal Revenue 
Code we have to go back and start all over again, rather than merely 
to try to patch up something that is already bad and so covered with 
patches that there is not any space left for another patch ? 

Mr. Jones. That is true. If you keep adding one amendment on 
top of another one, if your base is faulty, of course you arrive even- 
tually at the point where you have something that will not work. 

The CHarrman. It makes for more complexity when you merely 
patch up something, does it not? 

Mr. Jones. But apropos of that, we ask you to consider seriously 
the poor taxpayer, the businessman, the accountant, the others all 
over the country, even the revenue agent, who must interpret and 
apply these laws. We think serious consideration should be given 
to them in an effort to make the changes as simple as possible. 

The Carman. These advisory group reports have been predi- 
cated upon the sympathy we all have for that group. I know the late 
chairman had that in mind, he was not only mindful of the heavy 
rates of taxation, but the great uncertainty that exists today in the 
field of taxation. It was thought that the advisory groups could make 
some contribution to some aspects of the problem that the taxpayer 
faces today. So you can be assured that we will give very careful 
consideration to these matters in the hope that we can make certain 
adjustments that will prove to the benefit of our taxpaying public. 

Thank you, sir, very much for coming to the committee. 

Mr. Jones. Thank you, sir. 

(The following letter and enclosure were filed with the committee :) 

ASSOCIATION OF AMERICAN RAILROADS, 
Washington, D. C., February 18, 1958. 
Hon. Wiizur D. MILLs, 


Chairman, Committee on Ways and Means, 
House of Representatives, Washington 25, D. C 
Dear Mr. Mirzs: When this association recently appeared before your com- 
mittee in the course of hearings held with respect to the proposals of the advis- 
ory group regarding subchapter C, you inquired of me as to whether any situa- 
tion would exist whereby a nontaxable reorganization could be effected today 
by means of a statutory merger or consolidation which would not be so con- 
cluded under the recommendations set forth in proposed section 368. You were 
kind enough to permit the association to file a memorandum in reply to your 
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question, which we are pleased to do. Accordingly, there is attached hereto a 
factual statement which illustrates that under section 368 (a) (1) (A) of the 
code as it stands today, a nontaxable reorganization could be accomplished but 
which, under the proposed provisions, would not so result. 

By reason of such circumstance and because of the additional fact that ad- 
vance rulings can be had from the service in the present A type reorganization, 
which practice definitely will be prejudiced by the introduction of the proposed 
additional criterion regarding fair market value, this association sincerely 
urges that the present provision of the code, relating to A type reorganizations, 
section 368 (a) (1) (A), be retained in haec verba. 

Yours very truly, 
JosEPH M. JONES. 


FACTUAL SITUATION INVOLVING A STATUTORY MERGER WHICH APPEARS To BE TaAx- 
Free UNDER Present LAW But TAXABLE UNDER THE ADVISORY GROUP’S REFORT 


Corporation S has 100 shares of outstanding stock of which 69 shares are 
owned by Corporation P and 31 shares are owned by Corporation Q. Each § 
share has been held by its owner for more than 6 months and has an adjusted 
basis of $1,000 and a fair market value of $2,000. Thus, P’s stockholdings in S 
have a total adjusted basis and fair market value of $69,000 and $138,000, re- 
spectively, and Q’s stockholdings in S have a total adjusted basis and fair market 
value of $31,000 and $62,000, respectively. S’s assets have an adjusted basis of 
$100,000 and a fair market value of $200,000. S and P each have earnings and 
profits amounting to at least $31,000. 

A plan of reorganization is contemplated under which § is to be merged into 
P pursuant to State statute. Under the plan P’s stock in § is to be canceled 
without any consideration being received by P in exchange therefor except the 
assets of S. Q, however, in exchange for its 31 shares of S stock is to receive P 
stock and P bonds. With respect to each § share Q is to receive one share of 
P stock having a fair market value of $800 and one P bond having a principal 
amount and fair market value of $1,200. Thus, of the total $62,000 of fair 
market value of consideration to be received by Q for its 31 shares of S stock, 
40 percent is to be in stock of the acquiring corporation, P, and 60 percent is to 
be “other property,” P’s bonds. 

The tax consequences of the proposed merger under present provisions of 
subchapter C would appear to be as follows: 

(a) The merger of S into P would constitute an A type reorganization. 

(b) Q’s $31,000 gain on the exchange would be recognized to the extent of 
$31,000 and that amount would presumably be taxed as a dividend (cf. Rev. Rul. 
H6-220, C, B. 1956-1, 191) and subject to the 85 percent dividends received deduc- 
tion. The maximum tax on such $31,000 of recognized gain would therefore be 
$2,418. 

(c) Q’s basis for the P stock would be $24,800 and its basis for the P bonds 
would be $37,200. 

(d) P’s basis for the S assets would be $100,000 and P would inherit S’s tax 
attributes under section 381. 

The tax consequences of the proposed merger as a result of the advisory group’s 
proposal would appear to be as follows: 

(a) The merger of S into P would not constitute a tax-free reorganization 
since less than 50 percent of the fair market value of the consideration received 
by Q consisted of P stock. 

(b) Q’s gain of $31,000 would be subject to long term capital gains tax of 
$7,750 rather than a tax of $2,418 as set out above. 

(c) Q’s basis for the P stock and P bonds would be $24,800 and $37,200, 
respectively, the same as under present subchapter C. 

(d) The merger of S and P would be a taxable liquidation, rather than a tax- 
free merger, and P would realize a recognized long-term capital gain of $69,000 
on the liquidation. 

(e) P’s basis for the S assets would be $200,000 rather than $100,000, and 
P would not inherit S’s tax attributes under section 381. 


The CratrmMan. Our next witness is Mr. Paul Mickey. 
Mr. Mickey, will you please come forward and identify yourself 


for purposes of the record by giving your name, address, and the 
capacity in which you appear. 
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STATEMENT OF PAUL MICKEY, STEPTOE & JOHNSON, 
WASHINGTON, D. C. 


Mr. Mickey. My name is Paul Mickey. I am a member of the law 
firm of Steptoe & Johnson, of Washington, D. C. I represent no 

oup or organization, Mr. Chairman. I asked to appear for the 
imited purpose of discussing two of the important provisions cov- 
ered by subchapter C. 

The CHamman. Can you do so in the 15 minutes allotted to you? 

Mr. Mickey. I can do it in less, Mr. Chairman. 

The first subject on which I wanted to address the committee this 
morning is section 16 of the advisory group bill, affecting collapsible 
corporations. My principal purpose is to emphasize the need for 
action at this session with respect to section 341 of the existing code. 

The chairman has expressed the view on several occasions that the 
committee would legislate on some of these subjects even though un- 
able to legislate on all. I wish to add my testimony to that of the 
other witnesses who have appeared, to urge that this is one of the 
important sections which ought not to be overlooked in such an 
endeavor. 

I would think that the committee would be somewhat in sympathy 
with the recommendations of the advisory group which I support, 
because, as the chairman has observed, those recommendations are 
not. fundamentally different from the recommendations which this 
committee made in 1954. The basic difficulty with section 341 is that 
while it was enacted to prevent the conversion of ordinary income into 
capital gains, it has operated in many cases to convert capital gains 
into ordinary income. The advisory group recognizes this, saying in 
its report on page 29: 

Present section 341, while originally adopted in order to prevent use of a cor- 

poration to convert ordinary income into capital gain, may operate in many 
cases to convert into ordinary income what might be capital gain to the share. 
holders if no corporation were used. 
Moreover, because it imposes the burden of ordinary income rates on 
legitimate capital gains in many cases where corporations are in- 
volved, it effectively prevents the freedom of choice in the use of the 
corporate form of conducting business. 

Let me give several simple practical examples. 

Two investors jointly financed a corporation to construct and op- 
erate a shopping center, each owning 50 percent of the stock. Neither 
of the owners was in any sense a real estate dealer, and there is no 
question that the property would have constituted a capital asset, 
had it been dened by them as individuals. After construction, a 
strong disagreement arose as to policies of operation. As you can 
imagine, management of the enterprise under these circumstances was 
most difficult and unsatisfactory. In such cases the difference can 
ordinarily be settled by one party buying the interest of the other or 
selling to a third party. But in this case neither of the original in- 
vestors could sell his shares in the corporation to the other or to an 
outsider without incurring the risk of paying taxes on his profit at 
ordinary income rates. Both having invested a substantial part of 
their capital in the venture and having spent several years in plan- 
ning and building what appeared to be a solid investment, neither can 
well afford to have the profit discounted at ordinary income tax rates. 
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The second illustration was the subject of a published ruling by the 
Internal Revenue Service (Revenue Ruling 57-346, 1. R. B. 1957-30, 
9). There a corporation successfully drilled and developed oil leases 
that it had acquired. When the shareholders sold their stock, the gain 
was taxed as ordinary income, without reference to whether the prop- 
~~ would have been a capital asset if owned directly by the indi- 
viduals, 

In both these cases, the profit would have constituted capital gain 
if the property had been owned and sold directly by the shareholders 
tnaneall of indirectly through a corporation. Consequently, the effect 
of the statute, as the advisory group says, is to convert capital gains 
into ordinary income. The stockholders in such cases are actually 
ee for doing business in the corporate form when there could 

1ave been no possible tax avoidance motive. 

A comparable situation exists with respect to corporate liquidations. 
For example, a corporation assigned some oil leases with no estab- 
lished value, retaining only a 214 percent royalty interest. Subse- 
quently drilling by the assignee disclosed great quantities of oil. The 
corporation has no assets other than its small retained loyalty interest. 
None of the shareholders are or have ever been in the oil business, and 
under all established standards, the royalty interest would be a capital 
asset if owned directly by them. 

The shareholders want to liquidate the corporation and are quite 
willing to pay taxes on the royalties at ordinary income rates through 
out the future years in which the royalties are received. But the 
royalty interest now has substantial gains that the Commissioner 
will tax at ordinary income rates under section 341. 

The effect of liquidation would be to pile the present value of the 
prospective royalties for all future years into ordinary income for a 
single year, subjecting it to taxes that may reach the 90 percent rate. 
To pay this tax, the shareholders will be compelled to sell the property 
received on liquidation unless they can raise the tax money from other 
sources, which is not often the case. Thus in this case the sharehold- 
ers are compelled to continue a corporate shell and pay corporate as 
well as individual taxes on the royalties, while other individuals hold- 
ing identical royalty interests by direct ownership pay only a single 
tax. The effect of the statute in this case is not to prevent conversion 
of ordinary income into capital gain, but to freeze the corporate form 
and require the payment of two ordinary income taxes under 
inequitable circumstances. 

The legislative history of section 341 and its predecessor section 117 
(m) of the 1939 Code disclose no intention on the part of this com- 
mittee to reach such extremes. It serves no purpose of the committee 
to continue to do so. The statute originated as an effort to prevent 
certain motion-picture producers and real-estate dealers from con- 
verting the ordinary income of their regular businesses into capita] 
gains by use of short-lived corporations. It was subsequently 
amended to prevent conversion of proceeds from the sale of inventory 
into capital gains. 

The vigilance of this committee in insuring that such business 
income would be taxed at ordinary rates had and still has wide 
approval. Nothing should be done to relax that position. But it is 
not necessary to that purpose that income which would be capital 
gains by all approved standards should be deprived of its proper 
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classification. The real question is the capital gains status of the 
taxpayer, not whether he uses a corporation, and all taxpayers in the 
same status should be treated alike. 

This basic defect of section 341 would be corrected by the advisory 
group’s recommendation. It should be remedied at the earliest pos- 
sible time, and such action should not depend upon whether any 
other recommended changes are made in sube ‘hapter C. 

Turning to loss carryovers, traflicking in loss corporations for tax 
purposes thas been an ‘extremely troublesome problem. But in my 
opinion, the existing statutes, sections 382 and 269, have gone most 
of the way to an effective solution. 

In general, the advisory group has objected to ie existing laws 
not because of any established loopholes, but because of ayer :hensions 
that certain loopholes may exist, and because of the desirability of 
standards which permit of simple administration. The difficulty is 
that the advisory group’s suggestion goes much too far. It would 
limit the deduction on account of a loss carryover of an acquired 
corporation to a maximum of 50 percent of the consideration paid 
for the business, regardless of the purpose or the circumstances. 
Such an arbitrary rule would indeed provide certainty, but it has 
little else to recommend it. It would beyond doubt interfere with 
legitimate reorganization of many unhealthy corporation s, and the 
employees s and shareholders of these businesses would suffer. 

Strangely enough, the suggestion seems to me to run counter to 
the group’s expressed desire to avoid a rule that is too narrow. While 
the group report recognizes that there should be a differentiation 
between real and sham transactions, it has pen: alized real transactions 
by adopting a very narrow rule for the sake of convenient admin- 
istration. 

There are many situations in which loss carryovers ought to be 
preserved for legitimate business reasons. Loss carryover situations 
frequently involve unhealthy business organizations, many . which 

can be salvaged. Often these companies can be saved only through 
acquisition by another concern with adequate capital and goo sd man- 
agement. The acquiring management is faced with a difficult task 
of turning the losing business into a protitable one. And there is 
always the risk that the effort will fail. It can seldom be done 
quickly. There are usually at least 2 years of continued losses duri ing 
the turnaround period. The acquiring corporation can offset only 5 
percent of these losses from the profits of its own business. If it 
cannot offset the remainder by using a carryover of the : acquir ed com- 
pany, the management may be unwilling to undertake the burden 
of a difficult reorganization and the risks of failure with large net 
losses. 

In such cases the acquiring corpor: ation does not pure ‘hase a loss 
carryover to avoid taxes on its own profits. It needs only to have 
the loss carryover to insure that its own sound position is not preju- 
diced from its efforts to revive the loss company. This is not the 

trafficking in loss corporations type of case that has given the com- 
mittee and the Congress so much trouble. While the loss carr yover is 
actually applied only to the income of the acquiring company during 
the turnaround period, the benefit accrues also to the business from 
which the losses arose. 
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The stringent limitations of the existing statutes are already a 
deterrent in some such cases, especially because of the onerous burden 
of proving under section 269 that the principal purpose of the acquisi- 
tion was not avoidance of income tax. But in legitimate cases, the 
present law at least leaves the door open to those willing to face the re- 
sponsibility of convincing the Commissioner that the transaction is 
not a sham. 

The advisory group recommendation would close that door in a great 
many cases, T his is so because 50 percent of the consideration paid for 
a nearly insolvent corporation may be entirely insuflicient to offset 
losses during the turnaround period, without the benefit of a loss 
carryover. I know of recent merger negotiations in which assets of 
the loss corporation warranted a price “of only $600,000, while its 
losses were running at $2 million a year. The acquiring corporation 
intended to operate and rehabilitate the business of the loss company, 
but would have been prohibited from considering this possibility if 
the advisory group recommendation had been in effect. 

Under the present law, loss carryovers are disallowed if there has 
been a change in control of the loss corporation during its last 2 tax 
years due to stock purchases and a substantial change 1n its business. 
In the case of a reorganization, the loss carryover “deduction is dis- 
allowed in the proportion that the old shareholders retain less than 
a 20 percent interest in the new corporation, and in case of either a 
purchase or a reorganization, the Commissioner has the authority un- 
der section 269 to disallow deduction of any part or all of the loss 
carryover if the principal purpose was avoidance of income tax. 
Furthermore, the Commissioner is aided by a presumption which re- 
quires the taxpayer to prove a legitimate purpose if the consideration 
paid for the loss corporation is less than its net worth plus the value 
of the loss carryover. 

These basic provisions can afford effective and adequate protection 
against bargaining in loss companies. The recommendation of the 
advisory group for an arbitrary 50 percent limit was based principally, 
it appears, upon a desire to achieve more certainty and ease of ad- 
ministration than exist under the present law. It is my position, Mr. 
Chairman, that while some certainly might be achieved, it would have 
a very deleterious effect upon the acquisition and rehabilitation of 
failing corporations. I think that the ease of administration should 
not be purchased at this price. 

The Cuarrman. Mr. Mickey, if I may interpose at this point, that 
was not the only basis for the recommendation of the advisory group 
on this issue. 

Mr. Micxry. No,sir. I understand that, Mr. Chairman. I thought 
T said that was one of the principal purposes. 

To continue with my statement: The undesirable possibilities re- 
ferred to by the advisory group report can be prevented without de- 

stroying the sound basis of these provisions. For example, the ad- 
visory group has indicated an uncertainty as to the applicability of 
section 269 where section 382 applies. This difficulty can be corrected 
if necessary by the amendment appearing as section 382 (j) of the 
proposed bill, making the Commissioner’s authority under section 
269 clearly applicable i in all cases, 

In conclusion: (1) It is to be hoped that the committee will correct 
the inequity pointed out by the advisory group in section 341, and that 
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this will be done in the present session of Congress. (2) The advisory 
group recommendation respecting loss carryovers of acquired corpora- 
tions goes too far. Existing weaknesses can be rectified without 
adopting the arbitrary 50-percent limitation. 

That closes my statement, Mr. Chairman. 

The Cuarrman. Are there any questions of Mr. Mickey ? 

If not, sir, we thank you for coming to this committee and giving 
us the benefit of your views. 

Mr. Mickey. Thank you, Mr. Chairman. 

The Cuamman. Our next witness is Mr. Paul E. Jackson. 

Mr. Jackson, will you please come forward, sir. We see that Mr. 
Jackson is accompanied by our colleague from New York, Mrs. St. 
George. 

Mrs. St. George, would you want to say anything for the record 
at this time ? 

Mrs. Sr. Grorcr. Mr. Chairman and gentlemen of the committee, 
I am very pleased to introduce my friend and colleague, Mr. Paul E. 
Jackson. Mr. Jackson is in business in New York City, where he is 
president of Jackson & Hedrick, a firm specializing in advertising, 
marketing, and public relations. Mr. Jackson has made a very 
exhaustive study of the subject of taxation and has some original 
thoughts on it. I feel that you will be interested in his views. 

The Cnamman. Mrs. St. George, we appreciate your bringing your 
constituent and friend to the committee. 

Mr. Jackson, you are recognized. Can you complete your statement 
ment in the 5 minutes allotted to you, sir? 

Mr. Jackson. I would think in less than 5 minutes, Mr. Chairman. 

The Cuarrman. Thank you, sir. 


STATEMENT OF PAUL E. JACKSON, PRESIDENT, JACKSON & 
HEDRICK, NEW YORK, N. Y. 


Mr. Jackson. Iam Paul Jackson. I have made a careful study of 
taxation in democratic countries all over the world, with a view to 
finding out how to cure the financial trouble that they all get into; 
namely, the depreciation of their currency. It is easy enough to find 
out what gets them introuble. The cure is not quite sosimple. But I 
have looked over the Internal Revenue Code, and I think that there 
is one way we could approach the matter that would have some aston- 
ishing effects. 

We have a provision in the code now which postpones taxes on cer- 
tain kinds of capital gains. In other words, if you sell a house and 
you build a new one within a year, you do not have to pay the capital 
gain tax. That introduces the principle of postponing the payment 
of a tax. I suppose it could be postponed indefinitely, if you bought 
and sold houses. 

What I would like to propose is that a change be made in the treat- 
ment of dividends. If all cash dividends were treated so that the 
individual who got the dividend invested it in equity securities within 
the calendar year, I think a great many of your problems would cease. 
The advent of six to eight billions of dollars of equity capital every 
year to the money markets would certainly have a profound effect on 
interest rates. 
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Right now, the Treasury is experiencing a decline in interest rates, 
because nobody wants to do any business. But let a business improve, 
which it will; then money will become tight again and interest rates 
will rise. 

The reason for it, of course, is that in most democratic countries, 
as the population increases and the standard of living rises, the cost 
of Government must increase, and in our own also will increase. But 
the kind of taxation that we usually get does not provide for any 
increase in capital. 

This treatment of dividends would provide new equity capital which 
is vitally important if we are going to continue a free enterprise sys- 
tem. The effects of it I have charted out briefly. I think the carry- 
ing of the national debt would be $31% billion a year cheaper. I think 
that the deductions from corporate interests would change. We have 
a corporate debt of about $220 billion. I think that is the accurate 
figure. Figured at 4 percent, that is $8 billion of deductions which 
if you change the trend toward equity, would no longer exist, or would 
gradually cease to exist. 

More than that, the increase in capital would have the effect of 
making the currency much more stable as to its value. 

Mr. Anderson is about to try to exchange some 30-year, 334 percent 
Government bonds. Any concern other than one dealing in dollar 
contracts certainly would be ill advised to buy them, if the history of 
our currency depreciation is continued the way it has been since 
1939. 

Since 1939, the loss in penmeney power of the dollar has been 
roughly $730 billion, which not many people seem to realize. That 
figure corresponds very closely with the total debt estimated outstand- 
ing as of December 31 at $831 million. That is public and private 
debt. 

I would like, as a student of economics, possibly, to suggest that 
you consider this kind of a procedure. The fellow that it would help 
mainly is not the dividend holder, although he is not going to be hurt 
by it, but the small owner of a mortgage who has to pay 6 percent 
now, if he can get it, who will get his mortgage at perhaps 414 per- 
cent or even 4, if you produce capital fast enough. 

This is also true of installment sales. Their cost now is on an aver- 
age of 71% percent. I think it might get to the 6 figure. 

Both of those items would profoundly affect and stimulate not only 
the building industry but the automobile and the appliance business. 

John Marshall’s quotation, you know, about taxation being a power 
to destroy, is only half of the story. The proper kind of taxes is also 
the power to create. I think we do not need lower taxes as much as 
we need much wiser and much more simplified taxes. 

Thank you, gentlemen. 

The CrHatrman. Mr. Jackson, we appreciate your coming to the 
committee this morning to give us the benefit of your thinking. 

And we are greatly pleased that Mrs. St. George brought you to us. 
Thank you both for coming. 

Mr. Jackson. Thank you very much. 

Mrs. St. Grorer. Thank you, Mr. Chairman. 

The Cratrman. Mr. Jackson, I am sure you wanted to have your 
entire statement appear in the record. Did you not? 

Mr. Jackson. Yes. 
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The Cuatrman. Without objection, it will be made a part of the 
record. 

Mr. Jackson. And may I put this in the record, too, these two 
additional pieces ? 

The Cuarrman. Without objection, the additional material will 
also be included in the record. 

(The statement and two additional pieces of material referred to 


are as follows.) 
STATEMENT OF PAuL E. JACKSON 


For a number of years, I have made a continuing study of the economie effects 
of taxation in democratic countries. The record of government finance for 
such countries is such that they have almost universally been in trouble at one 
time or another and that many of them have depreciated their currencies almost 
to the point of being worthiess. The purpose of the study has been, and con- 
tinues to be, to find a workable solution which will prevent this happening in 
our own country, at least beyond the point it has already proceeded to. The 
basic reason for such poor financial results in democratic countries is that tax 
systems are based on expedients rather than on a broad understanding of the 
economic consequences of taxes imposed. 

A rather careful study of a good many provisions of the Internal Revenue 
Code, indicates that our Government has fallen into, and continues to fall, in 
the path of unsound forms of taxation. A need for revision throughout the 
code is considerable, but at least one simple change should be made rather 
promptly if we are to avoid serious consequences. This suggested change in 
the code relates to the tax on cash dividends. For the present at least, and 
promptly, it is proposed to remit that tax to the extent and only to the extent 
that the recipient reinvest that money in equity securities within 120 days after 
receipt of same. 

The first result of this change in the code would supply an annual six to sight 
billion dollars to the equity security markets and would result in sharply lowered 
interest rates. Over a reasonable period of time, this would reduce the cost 
of carrying the national debt by as much as $3% billion annually. Likewise, 
declining interest rates would give relief to the small homeowner in mortgage 
interest and would likewise lower the cost of installment credit. Both of these 
items would have a profound stimulating effect on the building industry and 
the automobile and appliance industries. It would also reduce interest deduc- 
tions on the part of the individual taxpayer. 

The scond important result would be a rather substantial reduction in interest 
payments by corporations. If they can finance expansion by means of equity, 
they would not need to borrow. This would considerably increase the revenue 
received from corporate taxes. 

On balance, considering the loss of dividend tax revenue now received, a 
cautious survey suggests the United States Treasury would gradually be better 
off by about $4 billion annually. 

This study has been conducted on three broad premises, with which nearly 
everyone can agree: 

1. As population rises and the standard of living improves, the total cost of 
Government will increase because more services are rendered to more people. 

2. So long as capital increases proportionately to the above changes in popu- 
lation and living standards, the burden is not heavier. 

3. A wise system of taxation must look to the production of ever more capital 
as its result. In a sense the problem is like that of a corporation. 

The above-mentioned change in the code will, therefore, first strengthen the 
eredit and the financial position of the United States Treasury; second, stim- 
ulate business activity; third, check further depreciation of the purchasing 
power of the dollar. 

Thank you, Mr. Chairman, for the opportunity of appearing before your com- 
mittee and making this suggestion. If there is further interest, I shall be 
glad to supply more detailed information. 


(The following statement was filed with the committee :) 


REDEMPTION OF PArp-F'or PREFERRED STOCK 


Statement of Hugh Satterlee, 30 Broad Street, New York City, and John W. 
Bodine, 1100 Philadelphia National Bank Building, Philadelphia, on behalf of 
themselves as individual lawyers specializing in Federal tax law. 
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PROBLEM INVOLVED 


Where a corporation redeems its nonvoting preferred stock, issued for full 
value received and not as a stock dividend or in exchange for common stock, the 
present practice of the Treasury is te attempt to tax the return of capital re- 
ceived in such redemption as essentially equivalent to a dividend. This results 
in (1) an unintended hardship to taxpayers and both (2) a substantial threat 
to the revenue and (3) an utter disregard of the Government’s policy toward the 
public economy. 


PRESENT STATUTORY PROVISIONS AND THEIR BACKGROUND 


Section 301 of the 1954 code includes dividends in gross income. Sections 302 
and 346 provide for the treatment of distributions in redemption of stock and in 
partial liquidation as in part or full payment in exchange for the stock, and not 
as dividends, if not essentially equivalent to a dividend. Both sections contain 
clauses, new in the 1954 code, relating to special states of facts, but prescribe 
that the failure to meet the requirements of such clauses is not to be taken into 
consideration if in fact the distribution is not essentially equivalent to a dividend. 

The genesis of the general provision in the 1954 code was in the 1921 act, which 
in section 201 (d), in connection with exempting stock dividends from tax, pro- 
vided that the redemption of such stock should be treated as a taxable dividend 
if essentially equivalent to the distribution of a taxable dividend. The provision 
was extended in the 1926 act (sec. 201 (g)) to the redemption of stock (whether 
or not issued as a stock dividend) at such time and in such manner as to be 
essentially equivalent to the distribution of a taxable dividend. The Ways and 
Means Committee report on the 1926 bill (repeated in the Finance Committee 
report) stated: 


“It has been contended that under existing law a corporation, especially one 
which has only a few stockholders, might be able to make a distribution to its 
stockholders which would have the same effect as a taxable dividend. For 
example: Assume that two men hold practically all the stock in a corporation, 
for which each had paid $50,000 in cash, and the corporation had accumulated 
a surplus of $50,000 above its cash capital. It is claimed that under existing law 
the corporation could buy from the stockholders, for cash, one-half of the stock 
held by them and cancel it without making the stockholders subject to any tax. 
Yet this action, in all essentials, would be the equivalent of a distribution through 
cash dividends of the earned surplus. The amendment proposed to this sub- 
division is intended to make clear that such a transaction is taxable.” 


The 1926 language remained substantially unchanged in the 1939 Code. 

In addition to the general provision, section 302 of the 1954 Code prescribes 
that the distribution is not a dividend if substantially disproportionate (as 
elaborately defined in subsection (b) (2)), or if in complete redemption of all 
of the shareholder's stock in the corporation (as drastically qualified in sub- 
section (b) (3)). Section 346 also affords relief for a distribution on the 
termination of a business (as severely qualified in subsection (b)). 

The special provisions of sections 302 and 346 contemplate primarily the 
redemption of voting common stock. Section 302 (b) (2) cannot apply to non- 
voting preferred stock. Section 306 is chiefly concerned with penalizing the 
redemption of preferred stock issued as a dividend or in exchange for common 
stock. No specific provision anywhere is made for the redemption of ordinary 
nonvoting preferred stock issued for value. 

It is evident from the 1926 committee reports quoted above that what Congress 
had in mind as essentially equivalent to a dividend was the ratable redemption 
of part of the common stock of a corporation, as in the case of a dividend re- 
ducing proportionately the interest of each holder of common stock in the assets 
of the corporation and leaving each common share entitled to the same proportion 
of the remaining assets as each common share would have had in the event of 
a dividend without any redemption. So also, the redemption of preferred stock 
issued as a dividend on ¢gommon is essentially equivalent to a dividend if held 
in substantially the same proportions because in fact surplus earnings are dis- 
tributed. If a corporation with $560,000 paid-in capital and $500,000 of earnings 
declares a stock dividend of $500,000 in preferred stock and then redeems such 
preferred stock, its accumulated earnings have obviously been distributed. 

The redemption of ordinary preferred stock, if issued for full value and not 
as a stock dividend, is quite another matter, even though held by the same stock- 
holders and in the same proportions as the common stock. Compare the situation 
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of a corporation with $500,000 of common stock and $500,000 of preferred stock, 
issued for value, which earns $500,000 and then redeems its preferred stock. In 
that case the interest of the holders of common stock in their $500,000 of capital 
and $500,000 of earnings is not diminished by the preferred stock redemption 
and the redemption cannot be essentially equivalent to a dividend. 


UNINTENDED HARDSHIP IN TREASURY CONSTRUCTION OF PRESENT PROVISIONS 


The Treasury Department, disregarding the clear and practical distinctions 
between a redemption of common stock or of preferred stock issued as a dividend 
on common, and a redemption of preferred stock issued for full value paid in 
to the corporation, refuses to give any assurance that the latter will be treated 
as a return of capital rather than as a dividend. Plainly the 1954 Code, which 
so meticulously prescribes for other situations, is guilty of a serious omission in 
making no provision for the redemption of ordinary preferred stock issued for 
value, as distinguished from stock subject to section 306. It may be that a 
redemption of common stock must be left to the Commissioner’s judgment of 
the facts in the particular case, but surely taxpayers should be afforded relief 
from uncertainty and confusion in the case of ordinary preferred stock issued 
for full value. 

Preferred stock of the character above described in sui qeneris. It is unlike 
common stock and unlike bonds. In Elko Lamoille Power Co. v. Commissioner, 
50 F. (2d) 595, the Court held, as often cited : : 

“The distinction between common stockholders and preferred stockholders 
may be said to be that the common stockholder is an owner of the enterprise in 
the proportion that his stock bears to the entire stock, and entiled to participate 
in the management, profit, and ultimate assets of the corporation * * * 

“A preferred stockholder is a mode by which a corporation obtains funds for 
its enterprise without borrowing money or contracting a debt, the stockholder 
being preferred as to principal and interest, but having no voice in the man- 
agement. * * *” 

Preferred stock is usually issued for a purpose which is hoped to be tem- 
porary, hence the normal provision for optional redemption. It is a hybrid 
kind of security, having features of both stock and debenture. With a limited 
dividend, similar to interest, the preferred stockholders never become entitled 
to share generally in the earnings of the corporation. If their fixed dividends 
are paid, the preferred stockholders have only an interest in the capital of 
the corporation to the extent derived from the issue of the preferred stock, 
similarly to debentures. Redemption of such stock, unlike the redemption 
of common stock, but similarly to the redemption of debentures, leaves the 
investment and the surplus belonging to the common stockholders unimpaired 
and unaffected. It bears no resemblance to a dividend, which is defined in 
section 316 as a distribution of property made by a corporation to its share- 
holders “out of its earnings and profits.” 

The injustice of treating preferred stock like common stock is especially 
marked in the situation of corporations organized some years ago, when the 
concept of taxing as a dividend the redemption of preferred stock and the 
partial liquidation of a corporation through the return of the capital invested 
in the preferred stock was unheard of. In the case of personal holding com- 
panies, first subjected to additional taxes on undistributed income in 1937, 
Congress provided relief to corporations with existing indebtedness by permitting 
them a deduction from their undistributed income for payments on such in- 
debtedness (1954 Code, section 545 (b) (7)), but companies which issued 
preferred stock instead of bonds and since 1937 have been compelled to dis- 
tribute all their earnings (except capital gains) in dividends on their common 
stock as well as on their preferred stock cannot now even redeem their pre- 
ferred stock without serious danger of the capital distribution being taxed 
as a dividend. As to ordinary corporations the accumulated earnings tax (1954 
Code, section 531) would be a sufficient deterrent to the redemption of pre- 
ferred stock following an unreasonable accumulation of earnings on the common 
stock. 

The Treasury, when approached for its view, relies, we believe irrelevantly, 
on lack of business purpose and insufficient diversity between the holders of 
common and of preferred stock. Since the holders of common stock have the 
ultimate equity interest and the corporation is operated primarily for their 
benefit, it should be enough that the redemption of preferred stock would relieve 
them of a prior charge against the corporate earnings. Since there is no cri- 
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terion for diversity of interest in the case of redemption of ordinary preferred 
stock, and it should have no bearing, the Treasury’s guess is substituted for 
the law and the bizarre result is achieved in the same redemption of taxing 
some stockholders as receiving a dividend and others as not, thus confounding 
confusion. 

Through oversight taxpayers have suffered unintended hardship in their 
inability to deal with ordinary preferred stock as its nature permits and re- 
quires. Why should not investors in a corporation be entitled to recover their 
investment in preferred stock without being subjected to tax on a return of 
capital? The only exception should be when the issue of preferred stock was 
so large in proportion to the paid-in common stock that the corporation might 
be treated as a ‘“‘thin” corporation, similarly to the case of a corporation with 
a nominal stock issue and heavy indebtedness. 


THREAT TO THE REVENUE IN PRESENT SITUATION 


In addition to the hardship to taxpayers who have put their money in pre- 
ferred stock with the reasonable expectation that they would receive their 
capital back intact, the present attitude of the Commissioner toward the redemp- 
tion of preferred stock leads to serious loss of revenue. Today comparatively 
few individuals familiar with taxes who contemplate organizing a corporation 
would think well of creating preferred stock to be issued for temporary present 
needs beyond the common stock. The alternative would be bonds or other 
form of indebtedness, the principal of which could be recovered without tax 
penalty and the interest on which would be deductible by the corporation, as 
against earnings taxed to the corporation before distribution as preferred 
dividends. 

Moreover, the shareholders of closely held corporations which have preferred 
capital they do not need in their business fear to redeem the preferred stock 
because of the drastic penalty of taxing the return of capital as dividends. 
Their capital which might better be employed elsewhere is stagnant. The loss 
to the revenue through the resort to bonds instead of preferred stock and the 
freezing of capital is much more serious than the effect of allowing legitimate 
preferred stock redemption without taxing as ordinary income what in fact 
is capital. 


PRESENT SITUATION DISCOURAGES EQUITY INVESTMENT IN SMALL CORPORATIONS 


It is not the great corporation which suffers from the present Treasury attitude, 
but smaller, closely held businesses which it is the policy of the Government to 
encourage. If a prospective investor knows that if he invests in the stock of a 
large corporation, with many stockholders, he can by sale of his stock or through 
redemption of its preferred stock incur tax only on capital gain, but if he invests 
in the stock of a small, closely held corporation, he is likely to be charged on 
redemption of its preferred stock with ordinary income to the full extent of his 
capital investment, has he any real choice? Thus small business is discriminated 
against for the benefit of the big corporations whose stock is widely held. Small 
business has a legitimate cause for complaint against the Treasury’s shortsighted 
policy. 

PROPOSED AMENDMENT 


In conclusion, it is submitted that the redemption of nonvoting preferred stock, 
not subject to section 306, should be facilitated, not penalized; that the issue as 
to whether such a redemption is essentially equivalent to a dividend should not 
be left to the Treasury’s shortsighted policy of discouraging the flow of capital; 
and that the statute should be clarified by adding either to section 302 (b) a new 
paragraph in the form set forth at the end of this statement or to section 346 a 
similar new subsection. Such a provision would give statutory recognition to 
the indisputable fact that the redemption of preferred stock of the character 
specified cannot in fact be essentially equivalent to a dividend. It would further 
the stated purpose of the 1954 Code to encourage investment in corporate enter- 
prises through the acquisition of stock instead of bonds or other securities, and 
would thus benefit the revenue and end the present discriminatory treatment of 
small, closely held corporations whose stock has no market. 


COMMENTS ON PROPOSED AMENDMENT 


Our interest in making this proposal is based on our interest in the general 
proposition that the statute should expressly permit a redemption of preferred 
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stock to be considered a payment in exchange for the stock, and not the distribu- 
tion of a dividend, to the extent that the amount distributed in redemption does 
not exceed the amount paid in for the preferred stock. Although our sole 
interest is in this general proposition, in drafting the proposed amendment an 
attempt was made to cover certain other aspects of the problem which would 
naturally occur to a legislative draftsman. These other aspects do not arise in 
any matter for which we are responsible, but it seemed to us that those in 
authority would doubtless wish to cover them in this connection. These collateral 
points are as follows: 


1. Definition of preferred stock 

As a definition of preferred stock we have suggested stock which is, at the 
time of its redemption, and was at the time of its issuance, without voting rights, 
which is limited (i. e. nonparticipating) and preferred as to dividends and as tu 
distributions in liquidation. We believe that stock should be treated as pre- 
ferred stock even though it would have voting rights, for example, upon certain 
arrearages of dividends, whether or not there in fact have ever been sufficient 
arrearages to give the stock voting rights, so long as at issuance and at redemp- 
tion it cannot vote. 


2. Amount received which is not to be treated as ordinary dividend 


The draft of proposed amendment set forth at the end of this statement would 
permit the receipt in exchange for preferred stock, and not as an ordinary divi- 
dend, of money and property having a fair market value at the time of receipt 
which does not exceed in the aggregate the money and fair market value of prop- 
erty paid in for the stock redeemed, such value being taken at the time such 
property was so paid in. The question may arise whether any special provision 
is required where appreciated property is paid in for preferred stock in a tax-free 
transaction. In our opinion no such special provision would be required. Pre- 
sumably such appreciated property would continue to have a low basis in the 
hands of the corporation, so that the appreciation, if realized by the corporation, 
would be taxable to it. Presumably the preferred stock issued for such appre- 
ciated property would also continue to have a low basis in the hands of the 
original holder, so that on his sale of that stock for full value, or on his receipt 
of par, for example, on the redemption of the stock by the corporation, the 
original appreciation in the property would be taxable to him as on a sale or 
exchange. We would have no objection if it were believed that a special rule 
would be required where the original appreciation might be taxed at ordinary 
rates if realized, such as in the case of inventory or accounts receivable. The 
question may arise whether the amount to be received in redemption which is 
not to be treated as an ordinary dividend should be limited to the basis of the 
property paid in to the corporation in the hands of the person to whom the 
preferred stock was originally issued. Such a provision seems to us to be illogical 
and impractical, as it might have arbitrary results, for example, in the case of a 
stockholder who bought the preferred stock at full value from the person to 
whom it was originally issued, and might present administrative problems where 
the holder of the preferred stock at redemption was unable to learn the basis 
to the original stockholder of the property paid in. 


8. Thin corporation 

The proposed amendment attached to this statement provides that it should 
apply only to cases where the amount paid in at issuance for the preferred stock 
being redeemed, when added to the amount paid in at or prior to such issuance 
for all other preferred stock of the corporation then outstanding, does not exceed 
the fair market value of all other stock of the corporation then outstanding. 


4. Nontarable exchanges 

As rather arbitrary results might ensue if no such provision were made, we 
assume that the proposed amendment should extend to preferred stock which 
was received for other preferred stock in a nontaxable exchange, but we see 
no reason in principle why the amendment should extend to preferred stock 
received in exchange for nonpreferred stock, such as ordinary stock received 
in exchange for nonpreferred stock, such as ordinary voting common stock, or 
nonvoting common stock which is not preferred as to dividends or as to distri- 
butions in liquidation. 
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5. Partial redemptions 


In view of possible administrative difficulties with a series of distributions, 
each in a small amount, the draft of amendment submitted with this statement 
provides that it should apply only to amounts distributed in redemption of pre- 
ferred stock in a year in which all of the preferred stock then outstanding is 
completely redeemed. 


6. Earnings and profits 


Since we believe that a distribution in redemption of preferred stock, to the 
extent that it did not exceed the cash or property paid in for such stock, would 
be properly chargeable on the books of the corporation against such capital paid 
in, we do not believe that portion of the distribution would or should have any 
effect on the earnings and profits of the corporation. We accordingly do not pro- 
pose any amendment in section 312 (e). 


7. High redemption price 


It is the intent of our amendment to bring within section 302 (a), and therefore 
to preclude dividend treatment of, the amount received in redemption of pre- 
ferred stock to the extent that it does not exceed the value paid in for such 
stock. We recognize that the amount received in redemption may be in excess 
of the value paid in or in excess of the basis of the stock to the holder. We do 
not, however, advocate any particular treatment of such excess, aS our concern 
is only that the holder of preferred stock be permitted to receive in redemption 
the amount paid in as a return of capital and not as a dividend. 

8. Retroactivity 

We are not suggesting that any amendment be made which would apply to 
redemption occurring before the date of enactment of whatever statute is now 
under consideration, but we do believe that the principle in which we are inter- 
ested should apply to redemptions occurring after that date, regardless of whether 
or not the preferred stock in question was issued before that date. 


Darrell committee report 


We welcome the consideration given to the above problem at pages 9 and 10 
of the report of the advisory group on subchapter C, dated December 23, 1957. 
We agree with the advisory group that the small corporation must normally look 
to its stockholders as the only market for its preferred stock and that those pre- 
ferred stockholders are exposed to a very real likelihood of dividend conse- 
quences on the redemption of their preferred. We believe that it would be quite 
unreasonable and unduly restrictive to limit any remedial provision to preferred 
stock issued for cash as distinguished from preferred issued for property having 
a demonstrable market value. We entirely disagree that a proposal such as that 
discussed above by ourselves and such as that considered by the advisory group 
would be a deliberate exception to the general policy of subchapter C regarding 
the taxation of distributions having the effect of dividends, as we believe that 
a proposal to permit the redemption of paid-for preferred free dividend tax 
would be entirely consistent with the theory of our income tax, which is after 
all a tax on income and not on a return of capital. We also disagree that such 
a proposal would have a damaging effect upon the revenue, as it is our position, 
as set forth above, that it would have a favorable effect upon the revenue as well 
as upon the financial well-being of small business generally. We, therefore, 
strongly urge the Ways and Means Committee, not only to consider this problem, 
but also to act upon it unequivocally. 

We are interested only in the general principle set forth above. We offer the 
comments in the numbered paragraphs, 1 through 7, but without advocating any 
particular solution to the problems presented in those numbered paragraphs. 


SUMMARY 


The 1954 Code lacks any clear provision permiting the redemption of preferred 
stock to be relieved of treatment as an ordinary dividend to the extent that the 
amount distributed does not exceed the amount paid in for the stock. The Treas- 
ury Department declines to give assurance that such redemptions will be relieved 
of treatment as dividends. This situation results in an unintended hardship, 
as the history of the precursors of section 302 shows that it was intended to 
remedy other situations and not to discourage redemptions of paid-for preferred. 
The result is an undue incentive for debt financing, especially in the case of small 
corporations. This has three undesirable effects: A reduction in the revenue 
because the interest paid on such debt is deductible by the debtors; a diversion 
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of small business from sound equity financing; and a deterrent to the distribu- 
tion of excess capital in redemption of paid-for preferred. A proposed amendment 
to section 302 is attached. 


PROPOSED ADDITION TO SECTION 302 (B) 


(6) REDEMPTION OF NONVOTING PREFERRED STOCK.— 

(A) In GENERAL.—Subsection (a) shall apply to the amount distributed to 
any shareholder in redemption of preferred stock to the extent that such 
amount does not exceed the amount paid in to the corporation on the issuance 
of such stock. 

(B) Lrurrations.—This paragraph shall apply only— 

(i) if, at the time of issuance of any shares of any preferred stock of 
the corporation being redeemed, the amount paid in for such shares, 
when added to the amount then or theretofore paid in for all other pre- 
ferred stock of the corporation then outstanding, did not exceed the then 
fair market value of all nonpreferred stock of the corporation then out- 
standing ; and 

(ii) if all preferred stock of the corporation outstanding at any time 
during the taxable year of the corporation within which such redemp- 
tion occurs is completely redeemed during such year. 

(C) Derrnitions.—For purposes of this paragraph— 

(i) “preferred stock” shall mean nonvoting stock which is limited 
and preferred as to dividends and as to distributions in liquidation ; 

(ii) the amount paid in for preferred stock redeemed shall include 
amounts paid in for preferred stock for which the stock redeemed was 
exchanged in a transaction on which no gain or loss to the shareholder 
was recognized under any provision of this subtitle; and 

(iii) “the amount paid in” and “the amount distributed” shall mean 
the amount of money and the fair market value of property paid in or 
distributed, such fair market value to be determined in each case as of 
the time of such payment or distribution. 


(Appropriate amendments would be required to sec, 302 (a) and sec. 302 (b) 


(5), or the equivalent subparagraphs, to include references to the above provi- 
sions. ) 


THE WARNING oF “99.44 PERCENT PURE” DEPRECIATION 


Number 154 in a Series of Booklet-Editorials Devoted To Ideas That Appeared 
Worthwhile at the Time We Wrote Them. Published by Wonalancet Co., 
Atlanta, Ga., and Nashua, N. H. 


When the French franc tumbled recently to a new low, business paper editors 
and financial columnists missed an opportunity to score on our domestic infla- 
tionists. Not a single headline featured the fearsome facts. 


“PRENCH ACHIEVE 99.44 PERCENT PURE DEVALUATION” 


Americans are perfectly familiar with “99.44 percent pure soap” in the matter 
of cleanliness ; by odd coincidence, the French have been “taken to the cleaners” 
by the precise same degree, 99.44 percent. This is the amount of depreciation in 
the gold value of the franc in the 43 years since 1914. 

Where once 5.18 francs bought an American gold dollar, the French now pay 
officially 420 francs for a mere paper dollar. But they pay 18,600 francs for an 
American $20 gold piece, that is, 930 francs for a gold dollar. In 43 years the 
gold value of the franc has fallen from 19.3 cents to barely over one-tenth of 
leent. The franc depreciation is just 99.44 percent pure. 

The French are close to 100 percent depreciation of their national currency. 
It is an objeet lesson to us. As far as we can observe, the press here missed 
the point entirely. For the premium paid for a gold dollar over a paper dollar 
is more than 120 percent. Put another way, the American paper dollar in the 
eyes of the French has depreciated some 56 percent against gold. 
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To be sure, this still is far from 99.44 percent pure depreciation but we have 
been at paper-money finagling only about half as many years as the French. 
Nonetheless, in that time the cost of living has more than doubled. It has been 
enough, according to the responsible and authoritative Dr. Walter E. Spahr, to 
reduce the value of the great pools of American savings 56 percent since 1939. 
The figures in table 1 are grimly awesome if not utterly frightening. 


TABLE 1.-—Loss in purchasing power of selected pools of savings—19389 to 1956 


[Billions of dollars] 
U.S OO inet BORER sk inntvinkcnbadatibiondtlinutiiin tienen 23. 62 
"EATING, CO sieht eat nected shy ah tines ect thliaen dilantin ial iia 28. 39 
EA MOUs citnn dkstees ceded nhding 9s sink vista tala a Ee 113. 92 
TOCA) GRIGIO Fi BOP tinctiisin nines esdncanin inde ee tae been dae 623. 00 
SEOGTAL OC ETE TCE, Fos isn cqeensnnieriehn tive le ibe weigh ngnditadenctaphmnt bits 9.98 


Source: Losses in Purchasing Power Arising From Our Depreciated Dollar, Economists’ 
National Committee on Monetary Policy, 1957. 

This is the process which Andrew Dickson White, in his timeless work, Fiat 
Money in France,’ written in 1876 at the time of the upsurge of the American 
Green-Back Party, characterized in this succinct manner, “So came upon the 
nation the obligation of thrift.” 

This referred, of course, to the unlimited issue of the assignats of the French 
Revolution, 1789-96, but it applies quite as well to the French of today, and, to 
our sorrow, to us also. In the end, the assignats depreciated to nothing and some 
45 billion of them were repudiated when Napoleon Bonaparte took over and set 
up the government policy of “Pay cash in hard money or don’t buy.” 

This experience of revolutionary France is instructive. Then, as now, the 
paper money policy was attacked and it was defended by some of the most astute 
men of the times. The revolutionists were not wanting in brains; the Assembly 
of the times included such bankers as Necker, du Pont de Nemours, Savarin, and 
others as able, if not so well known to history. Witness the following defense of 
paper money irredeemable in gold as described by Dr. White: 

“In speeches, newspapers, and pamphlets about this time, we begin to find it 
declared that, after all, a depreciated currency is a blessing * * * the laws of 
political economy, however applicable to other times, are not applicable to this 
particular period * * * that the ordinary rules are not suited to the free and 
enlightened inhabitants of France at the close of the 18th century ; that the whole 
state of things (issues of irredeemable paper money), so far from being an evil, is 
a blessing.” 

FULFILLING A PROPHECY 


As then, so today. For the most recent example, one needs only to read the 
persuasive case made out by Prof. Sumner Slichter in the September—October 
1957 issue of Harvard Business Review. 

Says Professor Slichter in part: 

“In this article, I shall examine briefly, * * * ‘The economic gains that seem 
to be beyond our reach unless we accept a limited amount of inflation.’ What are 
the benefits that can be obtained only at the cost of accepting creeping inflation? 

“1. Creeping inflation is a normal result of many changes of resources from 
some industries and places to others that are characteristic of a dynamic 
economy. 

“2 Creeping inflation is a necessary cost of achieving a steadier growth of 
production and employment. 

“3. Creeping inflation is almost certain to be part of the cost of success in 
achieving rapid technological progress. 

“4. Creeping inflation is a part of the price that the community must pay for 
the advantages flowing from a vigorous and dynamic trade union movement.” 

This approach is a part of the process of history repeating itself; as Dr. 
White described and prophesied long ago, “* * * we begin to find it declared that, 
after all, a depreciated currency so far from being an evil, is a blessing.” Pro- 
tessor Slichter fulfills that prophecy. 

For a full appreciation of the reasoning behind the noted Harvard economist’s 
views, one must read in full his article, largely a refutation of the ( onservative 





1 Republished, 1933, D. Appleton Century Co., New York. 
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fiscal views of Neil H. Jacoby, dean of the University of California Business 
School and a former member of the Council of Economic Advisers, and C. Canby 
Balderston, Vice Chairman of the Federal Reserve Board. The war is on between 
the fiat money proponents and the defenders of the faith in fiscal soundness. 


WEIGHT OF HISTORY 


The weight of history is against the paper-money advocates. Sooner or later 
any deliberately depreciated currency must be repudiated and with its repudia- 
tion often goes the destruction of the nation. What happened to the Greek owl 
(Athenian tetradrachma) and to the Greeks? And so also with the Romans. 
For two and a half centuries before Christ, the Roman silver denarius was the 
standard of the then known world, its purity and weight unimpaired. And then 
came Nero, depreciating and mixing it with copper, first 10 percent, then with 
Trajan, 20 percent and ultimately by the time of the Emperor Elagabalus, the 
coin was a mere token and was repudiated. 

Nor did the Roman gold aureus avoid the same fate for the same reasons. From 
the time of Nero to that of Constantine its gold content diminished until it would 
no longer pass except by weight. But long before Constantine, certainly as early 
as Diocletian, Rome ceased to be the commercial and political pivot of the ancient 
world. 

In desperation, the Romans finally (about 360 A. D.) declared gold to be the 
only legal tender for the payment of debts. But it was too late; what funny- 
money began the barbarians finished at Adrianople when the recently invented 
saddle stirrup freed the two hands of their mounted bowmen to ride around and 
shoot down the famous legions. 

From then until now, including John Law, the South Sea Bubble, the Tulip 
Mania, and all the other numerous experiments with irredeemable currency, the 
end invariably has been disaster. The weight of history is against the 
inflationists. 

POVERTY IN STATESMANSHIP 


But the inflationists always have on their side one ally which the statesmen of 
nations seem unable to vanquish. It is the comparatively long time required for 
money depreciation to reach the explosive stage; it is the very fact that inflation 
always proceeds in the growth stage at an apparently creeping speed. 

Thus, statesmanship has found no permanent method for preventing creeping 
inflation. Small wonder that politicians, when the creep has become a canter 
and then a gallop, have been unable to halt it short of the brink of fiscal collapse. 
For instance: 

The average rate of price advances, 2.4 percent yearly, seems altogether insig- 
nificant. Continued for a few years, it appears to bring prosperity, full employ- 
ment, and gratifying higher values. Its virtues are praised in the highest sources 
and at times national leaders deliberately set out to bring about price advances. 
It has been only twenty-odd years since we heard dulcet tones by radio saying, 
“We intend to raise prices, if not by one means, then by another. But raise them 
we will.” 

This was in 1933, when the consumer price index stood at 55 and that of whole- 
sale prices at 50. Today with both indexes far more than doubled, one might 
possibly hear a ghostly whisper, “My friends, I seem to have overdone the thing.” 

But the time is not yet when the explosive phase of our current inflation can 
be foreseen. When that stage is reached, then everyone rushes from currency 
into goods, and prices skyrocket until the system collapses. Germany went 
through this in 1921-22 and again in 1945-48; the French are now close to the 
same end. But we, of course, “have built-in stabilizers and it can never 
happen here.” 

BUT THESE ARE SIGNS 


The valiant and thus far somewhat successful effort of the Federal Reserve 
authorities to halt inflation probably cannot do much more than limit credit 
expansion. But credit expansion, we think, may not be sufficient today as once 
it was. There is at present a huge source of inflationary purchasing media in 
existence over which neither the Federal Reserve, the banks nor the Treasury 
have the slightest control. 
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We refer to the $27 billion in currency outside of banks. Most of it lies unused, 
hoarded if you like, in sugar bowls and mattresses. Most of it never enters the 
market, at least as yet; if it did, it would begin to appear in bank statements as 
cash on hand. Where the banking system in its entirety has in the vault only 
some $3 billion, the people have at home nine times as much that cannot be reached 
until they choose to spend it. 

What has all this to do with the “explosive stage” of inflation? 

Only this, in our opinion, if and when the holders of this huge hoard of cash 
money believe that it is worth less than goods, some or all of these $27 billion will 
come to market. As an indication of what can happen to prices, one can refer 
back to the beginning of the Korean war in 1950—at that time cash outside of 
banks dropped approximately $3 billion in less than a year and prices soared. 
Not the only influence on prices then but a significant one. The imagination can 
picture what would occur if 10, 15, or 20 billions of this great idle hoard were to 
come suddenly into the market seeking goods. ‘That would be the “explosive 
stage.” 

An even greater source of new purchasing power likewise exists. Currently 
outstanding are some $55 billion of cashable savings bonds. The Government is 
bound to redeem them in cash, virtually on demand, at the option of the holders. 

If a guess might be risked as to the approach of the “explosive stage,” it 
would be this: watch for a shrinkage and especially an accelerating shrinkage 
in these two widely published indicators, “cash outside of banks” and “savings 
bonds outstanding.” For instance, as an experiment, note the changes in these 
two uncontrollable engines of violent inflation, reported in the Department of 
.Commerce’s monthly Survey of Current Business for August 1957; these figures 
permit a comparison of June this year and last year. And what do we find? 

The shrinkage in savings bonds (due to the excess of redemptions over sales) 
in a single 12-month period is $2.9 billions; the shrinkage in “cash outside of 
banks” was a half-billion dollars. Thus, nearly $3% billion of inflationary 
purchasing media went to work in the markets in a single 12-month period, 
an average of just under 300 million a month. 

One can do worse than to watch the months ahead to see whether or not 
this monthly rate accelerates or otherwise. If it does accelerate, it can hardly 
be less than significant of some flight from the dollar into goods. 

At least one economist uses as an indicator of the approach of the “explosive 
stage,’ the price of silver per ounce in New York. This indicator has been 
rising at roughly 3 percent yearly compounded over the past 20 years and is 
now slightly above 90 cents. The observer cited believes that when silver 
passes the “melting point” of the dollar, namely $1.30 an ounce, the last stages 
of the inflation will be upon us. At the 3 percent average rate of advance that 
critical stage would be reached about 1968-70. 

So, we are not without signs that are indicative if they cannot be taken yet 
as conclusive. They are worth watching. 


A SINGLE OMISSION 


In the current conflict between the inflationists and the sound-money advocates, 
the latter have yet to take full advantage of what is going on over most of the 
world, Russia included. Pick’s Yearbook has for years marked the steady 
deterioration of virtually every currency. Here and there a few leading banks 
cite the degree by which the currency of this and that nation has been depreciated. 
The newspapers speak fleetingly of “devaluation” and “readjustments” ; virtually 
none recognize the process for what it is, a continuous expropriation of the 
accumulated savings of citizens. 

And, more’s the pity, none of the financial editors took note of the achievement 
of the French in reaching “99.44 percent pure” depreciation. 

It is a singular omission. The American people could learn from it if they 
but knew it. And Americans do learn when they have the chance, and do not 
always choose the hard way to doit. Therein lies the hope of a return to fiscal 
sanity. 
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Debt outstanding in the United States* 








[In billions of dollars] 
Dec. 31, | Dee. 31, 
1956 1957 (esti- | Change 

mate) 
Federal, peckoting 3 Federal  ageney- I ee 300. 5 300. 6 +0.1 
State and local_- ude eeu sear sae ae .% 49.6 53.8 +4.2 
Total public. - i inde Bad dla cceareagy babes al wnnennnnnnn} $50.1, S544) +4.3 
SEEDS its cetkstet tekbennpupsne abcdheos nesevek 246.7 256. 2 +9.5 
Individual INI 6.858 So cin dens esnaudbcscmenad 207.5 221.3 +13.8 
oan se ahem inane naemting eipaeterriinsat 121.7 131.4 +9.7 
the Sa en ahh b nate epee scbcnbimataotadeedadaneacson 85.8 89.9 +4.1 
| AR A RT a ED 454.2 | 477.8 423.3 





RIN 5 she h she ee th a i We 004.3 | 831.9 +27.6 

















1 All liabilities, Jong- and short-term. 


The Cuarrman. Our next witnesses are Mr. Lentz and Mr. Dohan. 

Do both of you desire to testify, or just one of you? 

Mr. Donan. We thought, sir, that we would divide up the work, 
and I would testify as to subchapter K report and Mr. Lentz as to CG 
and J. 

The Cuarrman. Will you both, then, identify yourselves for the 
purposes of the record by giving your names, addresses, and the capac- 
ity in which you appear. 


STATEMENTS OF BERNARD V. LENTZ AND DAVIS H. W. DOHAN, 
PHILADELPHIA BAR ASSOCIATION, PHILADELPHIA, PA. 


Mr. Dowan. My name is Davis Dohan, of the Philadelphia bar, and 

I am “1 al tently here on behalf of the Philadelphia Bar Association. 
Lentz. My name is Bernard V. Lentz, also appearing here on 
behali of the Philadelphia Bar Association. 

The Cuarmman. You gentlemen may have seats if you desire. 

Mr. Dowan. Thank you, sir. 

The Cuarrman. Mr. Dohan, you will testify first ? 

Mr. Donan. Yes, sir. 

The Cuamman. You are recognized. 

Do you have a statement for the benefit of the members of the 
committee ¢ 

Mr. Donan. A statement was filed with the committee secretary 
this morning, sir. 

The Cuatrrman. You may proceed. 

Mr. Donan. In reporting on subchapter K, the committee of the 
Philadelphia Bar Association wants to state that it thinks the advis- 
ory group has done an admirable job. In our reports which we have 
filed, we make two minor comments. I would like to confine my re- 
marks here this morning to the effective date problem, which the 
advisory group did not cover in its report. 

This problem is a real curve, because it has many ramifications 
throughout subchapter K. Under the proposed amendments to sub- 
chapter K, notably those dealing with section 754, election to adjust 
basis, the provisions with regard to death or w ithdrawal of a partner 
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under section 736, and also in connection with section 751, these con- 
siderations raise a number of problems. 

Because of the intricacies of this subchapter and the interplay of 
the various sections upon each other, the committee feels that gener- 
ally speaking, the proposed amendment should be effective prospec- 
tively only, and with respect to taxable years beginning after the date 
of their enactment. There are, however, two particular features 
which merit comment. 

The first is that under the advisory group proposals, the present 
section 754 election would be split into two parts, one covering distri- 
butions and the other transfers, and a taxpayer could elect one without 
the other, which is not true under the present law. 

The committee of the Philadelphia Bar Association recommends 
that this privilege be accorded all partnerships who have elected to 
adjust basis under section 754 of the present law, and thus put all 
partnerships on the same footing. 

The second situation that merits special comment is that concerned 
with existing arrangements relating to payments and distributions on 
death or withdrawal of a partner under section 736. 

The effect of the proposed amendments is such that these arrange- 
ments would be very seriously affected, and there would be consid- 
erable difficulty encountered by partners who have perhaps hammered 
out a partneretife agreement with great difficulty, to renegotiate their 
partnership agreements. 

The committee therefore believes that the amendments to section 
736—and this will carry with it section 751 as amended, also, where 
section 751 assets are present—should be effective only as to those 
cases where the partnership agreement is entered into or modified 
after enactment of these proposed amendments. 

The reason for that is this: Under the proposals under section 751, 
the basis of so-called section 751 assets will carry over to the distributee 
partner. Under present law, there is a sale or an exchange. But 
under the proposal there will be a carryover of basis with the income 
tax consequences going with it. A partner may thus find himself with 
inventory assets having a zero basis or a very low basis, and all the 
income tax attributable to those assets, even though part of it really 
belongs to his partners or former partners. 

Partnerships are not aware of this problem, in the committee’s 
opinion, and should be given an ample opportunity to rearrange their 
partnership agreements to coincide with the proposed changes. 

The comments of the committee in connection with the advisory 
group’s report, other than the effective date, deal only with section 705, 
which is the basis of a partnership interest. Under that proposal, the 
present alternative and simple rule becomes the general rule, and any- 
one contending that the more complicated rule should be applied is to 
have the burden of proof. The committee report so states. 

But the proposed statute does not so state, and we recommend that 
that be made explicitly clear in the statute itself. 

The other comment deals with section 751 (b) of the present law 
and section 751 of the proposed, in which the advisory group recom- 
mends that if the parties so desire, they can use the sale and exchange 
theory of the present section 751 (b). That option is not expressed 
in the statute, and the committee believes that it is a meritorious sug- 
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gestion and should be properly reflected by appropriate amendment 
to section 751. 

That is all that we have on subchapter K, sir. 

The Cuatrman. Mr. Dohan, let me ask you about your recommenda- 
tions with respect to the advisory group’s report. You made a sug- 
gestion with respect to 754, and then you made a suggestion with 
respect to 751 (b). 

Mr. Donan. That is correct, sir. 

The Cuarrman. If we follow your suggestion with respect to 754, 
would it not be possible under your suggestion for what is otherwise 
ordinary income to be readily converted into capital gain? 

Mr. Donan. No, I do not think so. Under 754, your election is 
simply what the present law provides now, only liberalized. 

The Cuarrman. I am thinking in terms of where an inventory is 
distributed. 

Mr. Donan. Under my rule, the committee’s suggestion as to the in- 
corporation in the statute of this alternative, which appears on page 
40 of the advisory group report, says just that instead of the inven- 
tories, for example, going out to the partner receiving it at a zero basis, 
with a result that he has all the income attributable to that item when 
it is sold, he realizes more than his share of the ordinary income on 
that item, instead of that he can revert to present law, which treats it 
as a Sale or an exchange. 

The Cuarrman. Then, actually under the report, as I understand it, 
it does not go out at zero. 

Mr. Donan. It would only do so in the case of unrealized receiv- 
ables. It would go out at its basis in the hands of the partnership. 

But the effect of these proposals can be, in the case of partners who 
are not aware of these changes, to have very serious consequences of 
shifting ordinary income. The purpose of the advisory group sug- 
gestion on page 40 of their report is to give these people a chance, if 
they cannot renegotiate an agreement, to continue on the same basis 
as their existing agreement, which was presumably made under exist- 
ing law. 

The Cuarrman. Mr. Dohan, I want to understand you completely. 
You are suggesting certain changes with respect to 754 that the ad- 
visory group does not propose. 

Mr. Donan. I think the advisory group proposes them, Mr. Chair- 
man. 

The Cuarmman. With respect to 754 ? 

Mr. Donan. Oh, yes. ‘That is expressly in their report. 

My only comment on the 754 election dealt with the effective date, 
as to which the advisory group report is silent. 

The Cuarman. I see. 

Mr. Doran. The committee approves the 754 splitup, with that 
election. 

The Cuarmman. I wanted to be certain I understood you. I thought 
you were suggesting a change in what the advisory group is recom- 
mending. 

Mr. Douan. No, sir. 

The CuArrman. Mr. Lentz? 

Mr. Lentz. Mr. Chairman and members of the committee: In view 
of the time we were allotted in planning our presentation here, we 
have confined ourselves to what we, feel are controversial subjects. 
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We have limited them in number to about three out of the many recom- 
mendations we have made in our written report, and we have tried to 
confine them to those which we thought could be helpfully discussed 
orally and did not require too much reference to some of the language 
here. 

The Cuatrman. Mr. Lentz, let me ask you this. We have a state- 
ment from the Philadelphia Bar Committee on Taxation, on sub- 
chapter C, which is rather voluminous. You would want that in the 
record, would you not, in its entirety ¢ 

Mr. Lentz. Yes, we would like to. 

The Cuarrman. All right, sir. Without objection, it will appear 
in the record. 

Then, let me ask you with respect to this statement on subchapter J. 

Mr. Lentz. We would appreciate having that in the record. 

The Cuatrman. All right, sir. Without objection, it will be in- 
cluded in the record. 

The statement which you alluded to will also, Mr. Dohan, be in- 
cluded in its entirety in the record. 

Mr. Dowan. Thank you, sir. 

(The three papers referred to are as follows :) 


PHILADELPHIA BAR ASSOCIATION COMMITTEE ON TAXATION COMMENTS ON REVISED 
REPORT ON PARTNERS AND PARTNERSHIPS, ADVISORY GROUP ON SUBCHAPTER K 


GENERAL COMMENTS 


From an overall standpoint the committee approves the advisory group’s pro- 
posed amendments to subchapter K, which represent a substantial and com- 
mendable improvement over present law. 

It notes that no general effective date has been proposed, the only mention of 
any such date being on page 11 of the report with respect to the addition of a 
new subsection (c) to section 703 (relating to deduction of organizational expend- 
itures). The committee believes that if the proposals are enacted into law they 
should be effective prospectively only and should be applicable only to taxable 
years beginning after the date of their enactment. Two specific situations merit 
separate comment. 

Because of the effect such amendments could have, if enacted, on existing 
arrangements relating to payments and distributions upon death or withdrawal 
of a partner under section 736, the committee believes that the amendments 
should apply only to cases where the partnership agreement is entered into or 
modified after enactment of the proposals. Secondly, those partnerships which 
have elected the optional basis adjustment under section 754 should be permitted 
to modify their elections to accord with the proposals recommended by the 
advisory group. In this way all partnerships would then be placed on the same 
footing with respect to the election as it affects distributions and transfers occur- 
ring after the date of enactment. 

The committee would like to state further that while some of the proposed 
amendments could be enacted independently of others, the majority of the pro- 
posals are interdependent to a considerable extent and, if enacted, should be 
enacted in their entirety. Thus, for example, the amendments to section 751 
necessarily require amendment to a number of other sections. The committee 
believes that all the amendments proposed should be made, since it agrees with 
the advisory group’s recommendations in principle, and therefore recommends 
that if any amendments are to be made, they should all be made together as a 
group, whether or not they are interdependent. 

The committee has no comments or criticisms to make as to any section other 
than sections 705 and 751. 


DETERMINATION OF BASIS OF PARTNER'S INTEREST—-AMENDMENTS TO SECTION 705 


Report, pages 11-12 


The committee approves the proposed amendment to section 705, but believes 
the statutory language suggested does not carry out the announced intent. 
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The advisory group recommends that the present general rule for determining 
the basis of a partner’s interest in the partnership be replaced by the present 
alternative rule. The latter and simpler rule thus becomes the general rule 
under the proposal, but a limitation is imposed. The proposed general rule is 
not to be used, however, where there is a substantial difference between the 
result it produces and that produced by the new alternative rule (the present 
general rule). The report states on page 12 that this restriction is to apply 
only if the secretary or his delegate, or one or more of the partners, can estab- 
lish that there would be a substantial difference and the proponent so arguing 
is to have the burden of proof. The amended section 705 does not, however, 
make it clear that the person contending for the substantial difference has the 
affirmative burden of proof. 

While it is possible that, if the amended section is enacted, the regulations 
to be issued thereunder would so state, the committee believes the statute should 
clearly indicate where the burden of proof lies. It accordingly recommends 
that the proposed section 705 (a) (2) be changed by adding at the end thereof 
the following sentence : 

“The person seeking to establish such substantial difference shall have the 
affirmative burden of proof.” 


SALES OR EXCHANGES OF INTERESTS IN PARTNERSHIPS RESULTING IN ORDINARY 
INCOME—-AMENDMENTS TO SECTION 751 


Report, pages 37-438 


The advisory group recommends deletion of present section 751 (b) and in 
its place substitutes a provision which requires that “section 751 assets” shall 
always retain their character and basis upon distribution by the partnership. 
Despite deletion of present section 751 (b), the advisory group recommends that 
the parties be given the right to accomplish by agreement the results obtained 
under this subsection of present law. It adds that if this result is desired, the 
records of the partners and partnership must show that the partnership in 
form made an initial distribution of section 751 assets and that this was followed 
by a resale of the distributed assets to the partnership. This alternative is 
not reflected in the proposed amendment to section 751. 

The committee therefore recommends that an appropriate amendment be made 
to reflect this alternative. 


PHILADELPHIA Bar ASSOCIATION COMMITTEE ON TAXATION COMMENTS ON REPORT 
ON CORPORATE DISTRIBUTIONS AND ADJUSTMENTS TO ACCOMPANY SUBCHAPTER C 
Apvisory Group Proposep AMENDMENTS 


For convenience throughout these comments, the “Report on corporate dis- 
tributions and adjustments to accompany subchapter © advisory group proposed 
amendments” issued December 24, 1957, will be cited solely as “report,” the 
subchapter C advisory group proposed amendments issued December 24, 1957, 
will be cited simply as “bill’’ and the Internal Revenue Code of 1954 will be 
cited simply as “code.” 


DISTRIBUTIONS OF PROPERTY—-AMENDMENTS OF SECTION 301 


Report, pages 1 to 8; bill, section 2, pages 1 to 3, especially page 2, lines 11 through 
16 


While the committee is in accord generally with the amendments proposed 
to code section 301, it wishes to point out an uncertainty arising from the lan- 
guage proposed in the bill for section 301 (b) (1) (B) (ii). Neither the report 
nor the bill makes clear the application of this section to the proposed amendment 
in section 9 of the bill to section 311 of the code wherein “(d) Certain distribu- 
tions of inventory assets lead to the recognition of gross income equal to the 
deductions, credits, or allowances permitted the corporation with respect to 
such assets.” The committee is uncertain what taxpayer is to be allowed the 
benefits of the disallowed expeuse either in the form of basis for the property 
or as an expense deduction. 


DISTRIBUTIONS IN REDEMPTION OF STOCK-—-AMENDMENT OF SECTION 802 


Report, puges 3 to 10; bill, section 3, pages 3 to 14 
Application of constructive ownership rules to redemption from estates.—While 
the committee commends the advisory group’s initial effort to reduce at least 
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some of the fortuitously unfair results from the application of section 318 of 
the code, its deliberate decision to do nothing about attribution that results 
solely by reason of death is unfortunate. (See report, pp. 7 and 8.) The com- 
mittee believes that a mere statement of the problem indicates that it is un- 
likely to be a source of evasion. To be sure, people have been known to commit 
suicide to defraud insurance companies. The committee, however, believes that 
the same acts could but rarely occur in the field of tax avoidance. It submits 
that a redemption within code section 302 (b) (2) or (b) (3) on the instant 
before death should not be subject to different rules on the instant after death. 
If the relief were to be limited to redemptions carried out pursuant to a contract 
which required the estate to sell within a designated number of months follow- 
ing death, equity would be served without damage to the revenue. In view of 
the common difficulty of getting favorable ruling letters under code section 
302 (b) (1) in common stock redemptions, the advisory group view that “this 
situation can be adequately dealt with in the light of the special circumstances 
of each case and no special statutory rule is required” (Report, p. 8, line 13), 
has little practical value. 

Preferred stock in closely held corporations (Report, pp. 9-10).—The com- 
mittee endorses the advisory group’s recognition of the problem of preferred stock 
in closely held corporations. The committee was not impressed with the advisory 
group’s reasons for not recommending specific relief. (Report, p. 10, line 5.) At 
this point, unlike the advisory group’s suggestions relating to the use of code 
section 302 (b) (1), the advisory group has accepted the popular fallacy that 
any and all distributions at a time when a corporation has earnings and profits 
must inevitably be “dividends.” The committee recommends that a statement 
on this subject filed by John Bodine, Esq., and Hugh Satterlee, Esq., with the 
Ways and Means Committee in January 1958 deserves serious consideration. 


DISRIBUTIONS IN REDEMPTION OF STOCK TO PAY DEATH TAXES—-AMENDMENT 
OF SECTION 303 


Report, page 10; bill, section 4, page 14 

While the committee is in accord with the suggestions of the advisory group 
so far as they went, it recommends for consideration the following two propo- 
sitions: 

1. Revenue Ruling 56-270.—The solution to the problem posed in this revenue 
ruling imposes a premature tax upon situations in which there is no realization 
of gain in the true economic sense. No loss of revenue is involved since the com- 
plementary considerations of basis will adequately protect the ultimate interest 
of the Treasury. The committee recommends that the statute be amended to 
eliminate all, not merely some, of the inequities that result from Revenue Ruling 
56-270. 

2. Control of several corporations—Code section 303 (b) (2) (B) provides a 
special rule for stock owned by the decedent in two or more corporations, in order 
to meet the requirements of 35 percent of the gross estate and 50 percent of the 
net estate. Under this rule, if the decedent owns more than 75 percent in value 
of the outstanding stock of each such corporation, the stock in the several cor- 
porations can be combined. 

It is not uncommon today for business ventures to operate through multiple 
corporations. The committee’s members have experienced cases in which hard- 
ship has resulted because of the 75 percent rule. Inasmuch as control in many 
situations under the code is defined as 50 percent or more in value of the out- 
standing stock, the committee would recommend that section 303 be further 
amended to reduce the requirement under section 303 (b) (2) (B) to 50 percent 
rather than the current 75 percent. 


REDEMPTION THROUGH USE OF RELATED CORPORATIONS—AMENDMENTS OF 
SECTION 3804 
Report, pages 10-18 ; bill, section 5, pages 14-16 


The committee approves the suggestions of the advisory group and its proposed 
amendments to section 304 of the code. 


DISTRIBUTIONS OF STOCK AND STOCK RIGHTS—AMENDMENT OF SECTION 305 


Report, page 18 ; bill, section 6, pages 16-17 


The advisory group’s proposal is apparently to deal with the so-called citizens’ 
utilities type of exchange. The committee does not believe the problem can be 
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as summarily dismissed as it is in the report and proposed amendment to code 
section 305. (Report, p. 13, line 5.) Where the holder of the stock dividend pay- 
ing common can at his sole discretion convert such common back into cash divi- 
dend paying common, the proposed solution may be appropriate on the theory that 
such stockholder really has an option to take his dividends in cash. Where the 
option to exchange back does not exist, the policy for changing the law (or up- 
holding the current position of the Service if one should view the law differently) 
is less pressing. Where such option to exchange back does not exist, the com- 
mittee should seriously consider the constitutional questions which the proposed 
solution would raise against the extent of the alleged evil the amendment pur- 
ports to correct. 


DISPOSITION OF CERTAIN STOCK—-AMENDMENTS OF SECTION 306 


Report, pages 13-17 ; bill, pages 17-18 


Charitable contributions of section 306 stock—The committee sees no warrant 
in multiplying the complexities of an already complex statute by reducing a 
charitable deduction under section 170 to the extent that (a) section 306 stock 
is gifted, and (b), had such stock been sold, in the amount of the gain which 
would have been realized under section 306 (1) (A). 

While Treasury Department officials may regard the gift of section 306 stock 
as an avoidance device, in fact it is not. Full value is given, whether or not the 
charity later sells or redeems the donated stock, and the only benefit to the donor 
in using section 306 stock (usually nonvoting preferred) is that he has been able 
to maintain his percentage control of voting common stock without change. 
Surely this retained control position in the donor is not sufficient excuse for the 
suggested amendment. 

Moreover, in proposing the amendment the proponents seek to close a door to 
an assumed tax avoidance room of unexplored dimension. It may be but a very 
small closet, for there is no evidence of the extent to which section 306 stock is 
used for charitable giving. At best, it would be so used in only isolated instances. 

Additionally, the proposed amendment tends to discourage charitable giving, 
whereas the Government should encourage such giving inasmuch as most charities 
assume a public burden which otherwise would be imposed on the Government. 
We suggest that the proposed amendment well illustrates the maxim concerning 
the cutting off of one’s nose to spite his face—the proposed amendment is simply 
not worth its while. 

Section 351 exchanges and capital contributions of section 306 stock—The ad- 
visory group suggests amendment of sections 306 (a) (1) and 3851 to cover a 
supposed avoidance under present law in that section 306 stock contributed to 
eapital of a transferee corporation, which lacks earnings and profits, may have 
the result that the stock of the transferee held by the transferor would not 
take on section 306 characteristics. The committee has no objection to so 
conforming a “capital contribution” transfer of section 306 stock with an ex- 
change transaction involving similar stock. 

But with this as their springboard, the advisory group further recommends 
that under a revised section 351 the stock of a transfee corporation generally 
(with two exceptions) be treated as a taxable receipt if issued in exchange 
for section 306 stock. This committee suggests that so long as the transfer 
of section 306 stock has been in a tax-free exchange, and that new stock 
received by the transferor has taken on section 306 characteristics, it is alto- 
gether unnecessary to convert the transaction into a taxable transfer simply 
because and to the extent that section 306 stock has been one of the items of 
“property” transferred. The proposed amendment has no justification in theory 
or asa means of preventing tax avoidance. 

Stock having transferred or substituted basis —The committee agrees with the 
clarification amendment to make certain that stock received in a tax-free 
exchange for section 306 stock will itself have section 306 characteristics not- 
withstanding the fact that upon a subsequent gift the “basis” may be fair market 
value rather than cost in determining the gain from a later sale or redemption. 

Common stock received in reorganizations in respect of certain preferred divi- 
dend arrearages.—The committee agrees with the proposed amendment to 





attribute section 306 characteristics to common stock received for preferred 
stock dividend arrearages through the procedures of a recapitalization or other 
reorganization is well as, as at present, through the procedure of a dividend 
distribution. 
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Application of constructive ownership rules where stock is received in a 
corporate reorganization or separation—The committee disagrees that the al- 
ready cumbersome and, in many cases, inequitable constructive rules of owner- 
ship under section 818 should be extended to section 306 (c) (1) (B) to de- 
termine whether preferred stock issued in a corporate reorganization or 
separation has “the effect of” or is “substantially the same as” a stock 
dividend. 

It is believed that this extension originates with the Treasury Department 
inasmuch as the application of the section 318 rules to the present section 
806 (ec) (1) (B) has been the subject of differences of opinion within the 
Department. The statute should not be amended simply to resolve an intra- 
department difference of opinion. 

But more importantly, the corporate reorganization and separation trans- 
actions are already subject to the requirement of “good corporate business 
purpose,” and it is unlikely that any such transaction would so qualify and 
yet the preferred stock component be a dividend device against which additional 
protection would be needed in the form of section 318. No such additional 
protection is needed. 

Actually, the proposed amendment would work inequities. For example, 
assume that an older generation leaves the corporate business, taking only pre- 
ferred stock pursuant to a recapitalization which retains the common stock in 
the younger generation of the same family. The older generation lives in retire- 
ment on the income from the preferred stock, but under the proposed amend- 
ment could not sell that stock to provide for emergencies or need lest the sale 
be of section 306 stock (the younger generation’s common stock having been 
attributed to the older generation) and production of ordinary income. The 
amendment makes no sense—in logic or equity. 


BASIS OF STOCK AND STOCK RIGHTS ACQUIRED IN DISTRIBUTIONS—-AMENDMENT OF 
SECTION 307 


Report, pages 17-18 ; bill, pages 18-19 

The committee approves the suggestion of the advisory group to limit the zero 
basis rule to stock rights, the fair market value of which does not exceed $1,000. 
The committee is wholeheartedly in support of the policy underlying such a rule, 
namely, that the intricate and complex rules of the statute should not be forced 
into operation where the revenue involved or the tax to be paid does not warrant 
the burden imposed upon the taxpayer and his advisers. 


TAXABILITY OF CORPORATION ON DISTRIBUTION—-AMENDMENTS OF SECTION 311 


Report, pages 18-19 ; bill, pages 19-20 
The committee approves the recommendations of the advisory group for amend- 
ments to section 311 of the code. 


DEFINITION OF INDEBTEDNESS OF A CORPORATION—-AMENDMENTS OF SECTION 317 


Report, page 20; bill, section 10, pages 20-21 


In defining the debt-equity ratio within which an obligation will be deemed an 
indebtedness of the corporation, the proposed subsection (c) (4) limits the equity 
element to the greater of the fair value of the outstanding stock or the total of the 
capital and paid-in surplus accounts. (Bill, p. 21, 1, 20.) The committee recom- 
mends that the latter alternative should include all the surplus accounts. Fur- 
ther, the amendment should make clear that indebtedness includes that portion 
of an obligation which falls within the specified ratio and meets the other tests, 
even if the entire amount of the debt to stockholders exceeds the ratio. The 
tax consequences are severe for the taxpayer who overtimates the permissible 
amount of debt. Rather than disallow the entire amount of debt in such case, 
it would be more equitable to disallow only the excessive part of it. 

The committee proposes that subsection (c) (4) be rephrased to read: 

““(4) In case the obligation is initially held or guaranteed by a shareholder 
of the corporation, immediately after the obligation is created the principal 
amount of all obligations of the corporation held or guaranteed by its share- 
holders does not exceed by more than 5-to-1 the fair value of the outstanding stock 
of the corporation or the total of the capital and surplus accounts, whichever is 
greater. If the obligation initially held or guaranteed by a shareholder complies 
with the provisions of subsections (c) (1), (2), and (3), at least so much of the 
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obligation as does not exceed the aforesaid 5-to-1 ratio shall be deemed an indebt- 
edness of the corporation.” 

In several cases within the committee’s experience, the trade creditors 
of the business have insisted that any further borrowing be subordinated to 
their indebtedness. While the committee recognizes this is a difficult problem, 
it also recognizes that when a statute is as specific as the proposed amendment 
to section 317, the Service gradually tends to narrow its interpretive discretion 
to exclude all cases except those covered by the statute. Therefore, the committee 
recommends either the elimination of the proposed section 317 (c) (1) ora 
strong statement in the committee report to the effect that the failure to meet 
any of the requirements of subsections (c) (1) through (c) (4) shall not lead 
to the conclusion that the corporate obligation is not a bona fide indebtedness. 

The committee also recommends that if such an amendment to section 317 
is made, it should be made clear that it applies not only to obligations issued 
after the enactment of the section, but also to presently existing obligations. 


CONSTRUCTIVE OWNERSHIP OF STOCK——-AMENDMENTS OF SECTION 318 


Report, pages 20-24 ; bill, section 11, pages 22-28 

The committee requests the Ways and Means Committee searchingly to recon- 
sider the justification for an irrebuttable and fictitious presumption that Jones 
is considered to own Smith’s stock, without any regard for the facts of a par- 
ticular case. In Hoeper v. Wisconsin, 284 U. 8S. 206, 52 Sup. Ct. 120 (1931), the 
United States Supreme Court expressed the opinion that a taxpayer’s constitu- 
tional rights would be violated by the attempt of a State to attribute to the tax- 
payer property owned by another. Section 318 was an innovation in the 1954 
Code. The commitee belivees that even today, some 34% years later, few other 
than sophisticated practitioners comprehend its scope. In the experience of 
the committee, section 318 has repeatedly been found to complicate and hinder 
the conduct of normal corporate business relationships. 

The genesis of this code section apparently can be traced to the American law 
institute in a proposed Federal income-tax statute in 1954, II ALI Federal Income 
Tax Statute, February 1954, draft section X 533, p. 274. The general purpose 
was there stated, “Where the difference between dividend treatment and capital- 
gain treatment depends upon the extent of the taxpayer’s interest in the corpora- 
tion, attribution of stock ownership is required to deal with situations where 
2 shareholders are, for all relevant purposes, one and the same, or where there 
are 2 or more shareholders but there is unity of economic interests.” It is particu- 
larly noteworthy that in no decisions under the law as it stood prior to 1954 had 
any court attributed ownership of stock to any other person, however closely re- 
lated, unless there were some indicia either that the related person’s ownership 
was a mere sham or that the related person was actually dominated by the tax- 
payer. In this connection, compare Grimditch, 37 M. T. A. 402 (1938) and U. 8. 
v. Summerfield, —— F. 2d (6th Cir. 1957). 

At two different points in its report, the advisory group takes a diametrically 
opposite position on its theory of attribution. On page 21, it states, “It is believed 
that the attribution rules rest on ownership of the beneficial interest in stock, and 
not on principles of control of the stock.” At page 23, it states that “the attribu- 
tion to a corporation of all stock owned by minority shareholders can result in 
unfairness, since there may be no practical working relationship between them 
and the corporation or the other shareholders, and the information as to their 
holdings in other corporations may be difficult to obtain.” 

This committee believes that if there is justification for any attribution of stock, 
that justification must rest either upon actual control of the attributed stock by 
the taxpayer or upon a finding that the related persons’ holdings of the stock are 
either a sham or were arranged for tax avoidance purposes. To take any other 
position is completely to disregard the facts in many cases that related stock- 
holders are both independent means and independent ideas as to the control of 
their investments. To use broad, irrebutable statutory presumptions to foreclose 
the potential use of tax gimmicks in a few isolated transactions appears to this 
committee as the use of an atomic bomb to kill a mouse. 

(a) Attribution from grandparents.—It is difficult to understand the original 
policy of the 1954 code in attributing a grandchild’s stock to his grandfather. It 
is more difficult for the committee to see justification for attributing a grand- 
father’s stock to his grandchild. The advisory group’s report states that such 
attribution is supported by a natural expectation of inheritance of stock. This 
statement disregards the fact that such inheritance not only rests on the whim of 
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the grandfather but also must occur after the payment of at least 1 or sometimes 
2 Federal taxes upon the estates in passage. If such attribution is accepted at 
all, the committee suggests that it be limited, as it is in section 1239, to attribution 
between grandparents and minor grandchildren. Even in this case a valid objec- 
tion can be made that the assumed unity of economic interest is absent, since 
normally under State law the investments of the minor grandchildren may be 
made only by a legally appointed guardian and normally under State law relatives 
of the ward are not favored as such guardians. 

(b) Attribution in case of spouses separated by interlocutory divorce decrees.— 
The committee approves the recommendation of the advisory group. However, 
it wishes to suggest to the Ways and Means Committee that the necessity of such 
an exception is mere recognition of the unwisdom of placing in the statute pre- 
sumptions such as are contained in section 318, which the service must apply 
without any regard for the actual facts in a particular situation. Certainly, 
there are many factual situations other than those presented by an interlocutory 
divorce decree in which the husband has neither economic interest nor control of 
his wife’s investments. 

(c) Attribution from partnerships, estates, trusts, and corporations.—The 
committee is in wholehearted support of the elimination of the reattribution of 
stock from a partnership, estate, trust, or corporation. Under present rules of 
section 318 (a), partner B is treated as owner of stock actually owned by partner 
A solely because the stock was first fictitiously attributed to their partnership, 
and in turn reattributed to partner B. Again this committee suggests that the 
necessity of eliminating this rule is an illustration of the dangers of attempting 
to penalize sham transactions or tax avoidance schemes with any general statu- 
tory presumptions, however well conceived. 

The committee can see no warrant for the reduction of the 50 percent limita- 
tion on corporate attribution with the result that stock owned by a corporation is 
attributed proportionately to its minority stockholders. Such a rule apparently 
ignores the economic position of the minority stockholder even though the corpo- 
ration be a closely-held one. Suppose, for example, A is a one-third shareholder 
in a closely-held corporation and that A also owns 5 percent of a second corpora- 
tion’s stock. Assume that the first corporation owns 60 percent of the second 
corporation’s stock. Should A wish to reduce his investment in the second 
corporation he must either sell his entire 5 percent interest or attempt to persuade 
. the controlling interests in the first corporation to dispose of part or all of the 
investment in the second corporation’s stock. This minority shareholder may 
have perfectly good, normal business reasons for wanting to deal with his invest- 
ment in the second corporation—reasons that have nothing to do with tax miti- 
gation or tax saving. Is he to be restricted by arbitrary rules from so doing? 

These rules of attribution bear most heavily upon closely held corporations. 
Since most closely held corporations are small corporations, these attribution 
rules in practical operation create hardships and discrimination in favor of large, 
publicly held corporations. One of the proposals in H. R. 8800 in 1954 was to 
eliminate discrimination against the small, closely held corporations. 

If attribution is to be made from a partnership to a partner, this committee 
Suggests that it should be made solely upon the partner’s interest in the part- 
nership capital without regard to his share of profits. A partner who has no 
capital investment in the partnership, nor any control over or interest in its 
capital structure, may be given a substantial share of profits because of some 
specialized ability or service he will contribute. Whether or not for tax purposes 
the proceeds from the sale of stock may be treated as a dividend, as between part- 
ners the proceeds from the sale of stock normally fall to those partners whose 
capital was invested and was at risk. 

If stock is to be attributed from an estate in the course of administration to 
its beneficiaries, again this committee suggests that such attribution is warranted 
only when the beneficiary to whom the stock is attributed is in a position to 
control the action of the executor or administrator. Members of this committee 
have had experience with cases where dealings in a closely held stock acquired 
in the normal administration of the estate were hampered or restricted. The 
most reasonable administrative action open to the executor was not taken because 
fictional rules of attribution might give rise to a dividend tax to beneficiaries 
of the estate, although these beneficiaries were completely unrelated to the 
testator and were in no position to restrain the executor from redeeming some 
of their stock through his control of the corporation. In one of these cases the 
executor felt it to the best interest of the corporation to eliminate a 7-percent 
preferred stock. Employees of the company who were also beneficiaries of the 
common stock in the estate were thus subject to the risk that their cash invest- 
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ment in this preferred stock—when returned to them upon redemption—would 
be taxed to them as ordinary dividends. 

Under normal rules of property law the proceeds from the redemption of stock 
(whether or not called a “dividend” for tax purposes) inure, not to the benefit 
of the life tenant, but to the benefit of the remainderman. Section 318 (a) (2) 
(B) provides for attribution from an estate or trust to a life tenant as well as 
to a remainderman. It would seem, therefore, that the general rules proposed 
to the extent that they seek to include life tenants, attribute he ownership of 
the stock to the wrong parties. 

(d) Attribution to partnerships, estates, trusts, and corporations.—While gen- 
erally this committee feels that the amendments proposed by the advisory group 
in this area are more reasonable than the proposed rules of attribution from 
such entities, this committee would suggest a policy of having no attribution of 
stock from any of its beneficiaries to an estate in the course of administration. 
The normal administration of an estate consumes a relatively short period and 
generally the executor is charged with the duty of liquidating its assets promptly 
in the absence of some provisions to the contrary in the will. It is submitted 
that the arbitrary rules charge the executor with ownership of stock of which 
he may know nothing, and gives rise to inadvertent and unjust taxation which 
falls most heavily upon the uninitiated and is rather easily avoided by the 
sophisticated. 

(e) Options.—This committee suggests that the advisory group, as well as the 
1954 code and regulations, have failed to consider and clarify an important ques- 
tion relating to options. It should be made clear in the statute that an option 
to acquire stock contingent upon the happening of some future condition beyond 
the control of the taxpayer should be completely disregarded for purposes of 
attribution until the taxpayer has a present right to exercise the option. Under 
the normal buy-and-sell agreement as recommended by the Small Business Ad- 
ministration, there may be an option to acquire stock dependent either upon a 
shareholder’s desire to sell or upon his death. Under a literal construction of 
the present as well as the proposed option rule, stock could be attributed to the 
corporation or to individual shareholders long before the death of any shareholder 
and long before any shareholder might desire to sell his shares during his lifetime. 

(f) Conclusion.—This committee suggests that in the light of the history of 
stock redemptions taxable as dividends, and more particularly in the light of the 
extremely restrictive attitude taken by the service (See Revenue Ruling 56-103) 
and the failure of the Service in 1951 to achieve a more restricted and refutable 
type of attribution, that the Ways and Means Committee strike section 318 from 
the code and substitute in its place a provision that stock may be attributed to 
other than its actual owner under circumstances which conclusively indicate 
that the other person controls such stock and enjoys the economic benefit of its 
ownership, or that the ownership of such stock by a related person is merely a 
sham or was acquired as part of a plan of avoidance of Federal income taxes. 

As a much less desirable alternative, should the Ways and Means Committee 
believe that the irrebutable presumptions of section 318 are warranted, this 
committee respectfully suggests that a provision be added to the effect that no 
matter what the relationship between the shareholders, there should be no 
attribution of any stock separately owned by them provided such stock has been 
owned for at least 3 or possibly 5 years. 


GAIN OR LOSS TO SHAREHOLDERS IN CORPORATE LIQUIDATIONS-—-AMENDMENT OF SECTION 
331 AND REPEAL OF SECTION 335 


Report, pages 24-28 ; bill, section 12, pages 28-31 
The committee approves the recommendations of the advisory group for the 
amendment of section 331 and the repeal of section 333. 


COMPLETE LIQUIDATIONS OF SUBSIDIARIES-—-AMENDMENTS OF SECTION 332 


Report, pages 40-42 ; bill, section 13, payes 13-33 


The committee approves the recommendations of the advisory group for amend- 
ments to section 332 of the code. 


BASIS OF PROPERTY RECEIVED IN LIQUIDATIONS AND CERTAIN REDEMPTIONS 


Report, pages 28-29, 42-44; bill, section 14, pages 33-59 
The committee approves the recommendations of the advisory group and the 
amendments proposed in section 14 of the bill. 
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GAIN OR LOSS ON SALES OR EXCHANGES IN CONNECTION WITH CERTAIN LIQUIDATIONS— 
AMENDMENTS OF SECTION 337 


Report, pages 44-46 ; bill, section 15, pages 39-41 

The committee approves the recommendations of the advisory group for amend- 
ments of section 337 of the code. 

The committee respectfully requests an additional amendment to section 
337 (b) (2) of the code to change the words appearing therein, “to one person in 
1 transaction” to read either “in 1 transaction” or “in 1 day.” It has come to 
the attention of the committee that in the liquidation of a business under seec- 
tion 337, where several buyers wish to obtain a part of the inventory to be liqui- 
dated, the terms of the present statute force the seller to insist that they either 
form a joint venture or a corporation, purely artificial entities for this purpose, 
so that the seller will not lose the benefits of this section. The committee sub- 
mits that the purposes of the section, namely, to grant nonrecognition of gain 
when the inventory is liquidated other than in the normal course of the business 
at substantially one time, would be adequately served by the proposed amend- 
ment. 

COLLAPSIBLE CORPORATIONS 


Report, pages 29-40, 46; bill, section 16, pages 42-50 

The declared purpose of making the rules relating to collapsible corporations 
objecitve is commendable. The fragmentation of gain concept is more equitable 
than the present “all or nothing” result. The suggested solution, though com- 
plicated, is an improvement and the committee, therefore, approves the ad- 
visory group’s recommendation in principle. 

Correlation with code section 312.—The third sentence on page 31 of the re- 
port creates the impression (not supported by the legislative draft or the code) 
that section 343 assets and “certain inventory assets” under section 312 (b) are 
identical. It is suggested the inference is incorrect, in that not only will there 
be situations in which the desired equity to the taxpayer will not be rendered, 
but there are others in which section 343 will not apply (as where the only 
section 343 asset is distributed in a section 301 (c) distribution). No change in 
the language of 312 (b) seems desirable. Further returns to the “Hirshon and 
Godley” rules hardly seem indicated at this time. If the situation is to be cor- 
rected, it must be done by revision of section 343 (a) (1). 

De minimus rule—In view of the existing complications of the proposed 
section 343 rules, we do not agree that an adoption of a “de minimus rule” (report, 
p. 33, line 18) is not sufficiently in the public interest to justify this limitation. 
It is suggested that public interest in this and many other cases (subchapter 
K is a horrible example) does not justify complicating the taxpayer’s problems 
where it is likely to affect large numbers of relatively small taxpayers. An- 
other example is highlighted by page 34, lines 8-14, and page 36, lines 33-47, 
where a laudable decision not to complicate the corporate field by a rule com- 
parable to that in subchapter K (which affects almost a million reporting en- 
titles) is made, It is hoped that the committee in reviewing subchapter K rec- 
ommendations will adopt a similarly statesmanlike attitude. In the same vein, 
the decision to attain symmetry between sections 332 (a) (2) and 735 (a) (2), 
rather than adopt a more complicated and equitable solution, appears to be a 
case of the “tail wagging the dog.” 

Amendment to section 1221 (3).—In correcting section 1221 (3) (Report, p. 38), 
it is suggested that the addition of the words “in whole or in part” after the word 
“created” in the first line of the amended section 1221 (8) (B) and 1221 (3) (C) 
be inserted, if that is the intention of the advisory group. Otherwise insert the 
word “solely” at the same place. 

Effect of shareholder’s business.—The report (p. 39) suggests that certain 
property, not held by a corporation for sale to customers in the ordinary course 
of business, is section 343 property if the principal stockholder is a dealer, because 
if the stockholder should be the owner of this property, it would be a capital 
asset. Decided cases are uniformly to the contrary, and this inference can only 
stimulate litigation. If it is the intention to change the law, the report should 
say so. The language of the act (p. 44, line 15) would be clarified if it should 
go on to say “and will be taxed in accordance with the provisions of other 
applicable sections of this chapter” (i. e., as a capital gain). 


ar rs 
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PARTIAL LIQUIDATION DEFINED—AMENDMENT OF SECTION 846 


Report, pages 46-49; bill, section 17, pages 50-53 


Generally, the committee approves the recommendations of the advisory group 
with the exception of the newly added requirement that the amount distributed 
must be at least equal to 20 percent of the excess of the fair market value of the 
assets of the corporation over the liabilities of the corporation immediately before 
the distribution. (Proposed sec. 346 (c) (4), p. 51, lines 21 through 24, p. 52, 
lines 1 through 5.) The committee is of the opinion that the other requirements 
of the proposed section are adequate to prevent unwarranted tax avoidance and 
points out that since the 20 percent requires an evaluation of all of the assets, 
it opens all of the administrative problems required in the settlement of estate 
tax disputes over the value of closely held corporations. Moreover, it would 
appear to prevent the issuance of rulings since the Service has consistently 
taken the position that it will not rule on value questions. Furthermore, the 
section appears to discriminate against all dual business where one of the busi- 
nesses bears a ratio of less than 1-to-4 of the total properties of the business. 
The committee, therefore, believes that such a provision is wholly unnecessary 
both in section 346 and in section 355. It would merely hobble normal business 
operations of many corporations. 

In addition, the committee is of the opinion that the following important 
points which would have clarified several other questions relating to partial 
liquidations and distributions arising from the cessation of an active business, 
have been omitted. 

(a) Section 346 does not make clear by whom the active business must have 
been conducted, although the 1954 Senate committee report requires merely that 
the business have been “actively conducted (whether or not by it) for the 5-year 
period.” 'The Internal Revenue Service has ruled that a distribution is in partial 
liquidation of a parent corporation when the source of the distribution was the 
discontinuance of a business conducted by a subsidiary. It would be helpful 
if some such provision could now be incorporated in the statute. 

(b) Section 346 and the proposed bill both require that the distribution con- 
sist of the assets of the discontinued business or the proceeds from the sale or 
disposition thereof. Questions have arisen where the business had no assets 
other than working capital, as, for example, in the case of a business operating 
facilities leased from others. The Internal Revenue Service has ruled that the 
working capital fairly applicable to such a business may be distributed in partial 
liquidation, but it would be helpful if such a provision could be inserted in the 
statute. 

(c) The regulations now contain a provision preventing certain inventory 
items from qualifying under the 5-year rule if they are different in quantity or 
quality from those on hand during the 5 years. This provision (which has no 
justification in the statute) may not present so many practical difficulties now 
that a distribution of part of the assets of the discontinued business is clearly 
permitted ; but the work of practitioners and of the courts might have been sim- 
plified if the new bill had dealt expressly with this concept one way or the other. 

(d) The present statute, by requiring that the distribution must be in “redemp- 
tion” of stock, and therefore apparently requiring a surrender of some of each 
holder’s shares, produces much unnecessary inconvenience. The requirement 
that some shares must be redeemed almost invariably results in the necessity of 
issuing a large number of fractional shares as, if the stock is at all widespread, 
each shareholder usually finds that his holdings are not equally divisible by the 
fraction represented by the distribution in partial liquidation. 

Furthermore, the Internal Revenue Service takes the position that, regardless 
of the number of shares surrendered by each stockholder for redemption, the 
proportion of his total basis which is deemed to have been surrendered must 
depend upon the proportion which the value of the distribution bears to the 
total value of the corporation’s stock. As the latter proportion does not become 
final until after the whole transaction has been andited, the stockholder is 
left in the inconvenient position of surrendering some of his shares at the time 
of the liquidation, and of having a change made thereafter in the basis deemed 
to have been surrendered. The same result as that apparently desired by the 
Service could be achieved by relieving the stockholders from any requirement 
that they surrender any of their stock. At the time of the distribution the 
corporation could advise the stockholders of the proportion of their aggregate 
basis which, under the corporation’s computation, they are deemed to have sur- 
rendered. If this computation is later changed at the audit, the stockholders 
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ean be advised accordingly, but as they will not have surrendered any of their 
stock they will be able to make a pro rata adjustment in the basis of all of 
their shares. Such an amendment would also avoid the inconvenience of issuing 
fractional shares. 

The advisory group report at page 8 recommends no legislation on these 
points because they “are being adequately handled administratively.” 


TRANSFER TO CORPORATION CONTROLLED BY TRANSFEROR—-AMENDMENT OF SECTION 351 


Report, pages 49-50 ; bill, section 18, pages 53-56 

The committee approves the recommendations of the advisory group for the 
amendments to section 351, with the exception that for the reason stated above 
it opposes the last sentence of the proposed section 351 (a), page 54, lines 3 
through 8. 


EXCHANGES OF STOCK AND SECURITIES IN CERTAIN REORGANIZATIONS—AMENDMENT 
OF SECTION 354 


Report, pages 50-52; bill, section 19, pages 56-57 

The committee opposes the proposed amendment of section 354 contained 
in the advisory group report. Apparently the advisory group’s desire to tax 
shareholders upon any receipts from the disposition of their stock as dividends 
has led the advisory group into a fallacious premise. The alleged statutory 
defect described in the report at pages 50 and 51, completely disregards the fact 
that the transaction there described is a fully taxable transfer of properties 
which under present law has no benefit whatever of the tax-free exchange pro- 
visions. Although the advisory group report fails to disclose that this transaction 
in no way qualifies as a tax-free reorganization under present law, this under- 
lying fact is disclosed by the necessity of making the assumption “if the share- 
holders have a high basis for their stock in the corporation (for example, by 
acquiring it by inheritance or by recent purchase) they may possibly be in a 
position to consummate without tax to themselves a split-up of the corporation.” 
Here it should be noted that the alleged defect criticized by the advisory group 
is equally open if any shareholder should completely sell his interest in the 
corporation to a stranger. Moreover, the same tax results to the shareholder 
eould be achieved by selling only a portion of his stock to a stranger. In either 
case, the shareholder would be able to realize at no more than the price of a 
capital gains tax property which some might call the equivalent of the accu- 
mulated earnings in the corporation. Conceding, therefore, that the transaction 
described is a fully taxable transaction between the shareholder and the corpo- 
ration, this committee is unable to see any justification for writing a statute 
which could tax the shareholder on an alleged “dividend” far in excess of the 
actual economic gain realized by the taxpayer upon the transaction. 

The further discussion which likens the distributions to “boot,” is also a mis- 
nomer, since none of the tax-free exchange provisions apply to the transactions 
described. The reasoning of the advisory group, therefore, is as follows: On 
this transaction the shareholder has made a taxable disposition of his stock. 
Normally, any gain or loss is capital gain or loss. There are times, however, 
when “boot” can be taxed as a dividend under the advisory group recommenda- 
tions and under present law. The advisory group wants dividends in more cases. 
Therefore, the advisory group wants to call a fully taxable transaction a tax-free 
exchange. This will enable them to eall the gain “boot,” and under their pro- 
posed revision of section 356, tax even more than the gain as a dividend. This 
committee cannot approve such reasoning. 


DISTRIBUTION OF STOCK AND SECURITIES OF A CONTROLLED CORPORATION—-AMENDMENT 
OF SECTION 355 


Report, pages 52-58 ; bill, section 20, pages 58-63 

The committee opposes the recommendation of the advisory group to insert an 
additional, unnecessary, arbitrary requirement in section 355 that the market 
value of the stock or securities distributed be at least equal to 20 percent of the 
net worth of the distributing corporation. Even the advisory group, after 
recommending such an arbitrary requirement, immediately asks that the Com- 
missioner be given discretion to waive it. This committee believes that the 
present section is working well and that since, as a prerequisite to any favorable 
ruling under the section, the Commissioner must, under present law, be satisfied 
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that tax avoidance or a plan to distribute earnings does not exist, the Commis- 
sioner has adequate scope and power to accomplish whatever was intended to be 
accomplished by the 20-percent requirement. It has been the experience of the 
members of this committee that there are a number of corporations engaged in 
two separate businesses which would not meet the 20 percent requirement, but 
which have a valid business reason, such as the freeing of the two businesses 
from the risks of the other, the need for additional financing for one or the 
other of the two businesses, or the elimination of dissident elements in the cor- 
poration, none of which would meet the 20-percent requirement. Apparently, 
the advisory group was attempting to achieve “symmetry” with section 346. 
Again, the advisory group has overlooked the fact that although both sections 
make use of the concept of an active business, they are not even “symmetrical” 
in relation to their tax consequences—one results in a tax-free distribution, the 
other results in capital gain or loss. 

It is the considered judgment of this committee that the service is presently 
administering section 355 satisfactorily and that the possibilities of abuse, which 
the service has seen, seem to be adequately covered by the administrative tests 
imposed by the service in testing whether or not the service considers the dis- 
tribution a device for the distribution of earnings. 

With the elimination of the 20-percent test, the committee approves the other 
proposed amendments to section 355. 


RECEIPT OF ADDITIONAL CONSIDERATION—-AMENDMENT OF SECTION 356 


Report, pages 53-57 ; bill, section 21, pages 63-70 

Reversing theory of “Howard v. Commissioner.’—The committee approves the 
recommendation of the advisory group to reverse the theory of Howard v. Com- 
missioner. 

Boot received in 368 (a) (1) (D) reorganizations.—The committee approves 
the recommendation of the advisory group to bring certain transactions within 
the boot rule, even though no stock or securities are received from the transferee 
corporation, with the following provisos: 

1. The constructive ownership rules of section 318 shall not apply, and 

2. If, in the liquidation described, the shareholder uses cash or its equivalent 
to purchase operating assets from other shareholders, which are in turn rein- 
corporated, or to the extent he receives operating assets which are reincorporated 
which are placed in another corporation, such cash or assets shall not be treated 
as boot. 

Apparently, the purpose of the advisory group is to attack the reincorporation 
transaction on the theory that to the extent that a shareholder keeps out of 
corporate solution certain property, that property is the equivalent of a dividend. 
If the failure to receive stock or securities is to be disregarded in order to 
achieve dividend taxation, the advisory group should have continued its recom- 
mendation to be certain that to the extent that such property other than stock 
or securities which would have been issued had the distributing corporation 
formed the new corporation, as stock or securities, should under no circum- 
stances be considered in determining the amount of the alleged dividend. 

Elimination of gain requirement.—The committee considers this recommenda- 
tion a complete reversal of the case law and of the policy of the boot provisjons 
since their introduction in the Revenue Act of 1924. The committee was suffi- 
ciently divided upon the recommendation so that it can neither approve nor oppose 
it. In the event the recommendation is accepted by the Ways and Means Com- 
mittee, this committee recommends that it be modified to make clear that the 
rules of section 318 are not to be applied. 

Treatment of boot as partial liquidations or 302 (a) distributions.—The com- 
mittee has no comment on this recommendation. 

Boot received in exchanges for securities —The committee approves the recom- 
mendation of the advisory group that an amount having the effect of the payment 
of interest on securities shall be treated as interest income. However, the com- 
mittee feels that the statute should also make clear that to the extent an amount 
is treated as interest income, the distributing corporation shall be entitled to 
deduct such amount as interest in computing its taxable income. 

Boot which is not treated as a dividend, partial liquidation, 302 (a), redemp- 
tion, or interest.—For the same reasons as stated under elimination of gain 
requirement, the committee has no comment on this recommendation. 

Exchanges for section 306 stock.—The committee approves this recommenda- 
tion of the advisory group. 
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Receipt of stock in more than one corporation, a party to a 368 (a) (1) (D) 
regorganization.—For the same reasons as stated in the committee’s recommenda- 
tions under section 354, the committee opposes this recommendation of the ad- 
visory group. 


ASSUMPTION OF LIABILITY—AMENDMENT OF SECTION 357 


Report, pages 57-58 ; bill, section 22, pages 71-72 
Types of transactions to which section 857 (c) applies—The committee ap- 
proves this recommendation of the advisory group. 


Liabilities of the transferee.—The committee approves this recommendation of 
the advisory group. 


BASIS TO DISTRIBUTEES—AMENDMENT OF SECTION 3858 


The committee makes no comment on this recommendation of the advisory 
group. 


NONRECOGNITION OF GAIN OR LOSS TO CORPORATIONS—AMENDMENT OF SECTION 361 


Report, pages 59-60 ; bill, section 24, pages 76-77 
The committee approves the proposed amendments of the advisory group to 
section 361. 
BASIS TO CORPORATIONS—-AMENDMENT OF SECTION 362 


The committee has no comment to make relating to this proposal of the advisory 
group. 


DEFINITIONS RELATING TO CORPORATE REORGANIZATIONS—AMENDMENT OF SECTION 368 


The committee has no comment on this proposal of the advisory group. 


CARRYOVERS IN CERTAIN CORPORATE ACQUISITIONS—-AMENDMENTS OF SECTION 381 


Report, pages 69-73 ; bill, section 28, pages 84-90 

The committee generally approves the amendments proposed by the advisory 
group to section 381. 

However, the proposed amendments do not meet other basic criticisms of this 
section. There is some doubt whether section 381 (c) (1) applies to insolvency 
reorganizations under section 371. It seems more proper to permit survival of 
loss carryovers in insolvency than in other situations and an unreasonable 
result seems to be that if an insolvent corporation is reorganized out of court, 
the loss carryover survives, but it will not survive where the reorganization is 
accomplished under court jurisdiction. Section 381 (a) (1) (B) should be 
further amended to include transfers in connection with the reorganizations 
described in section 371. 

It is assumed that since section 381 as proposed will apply to corporate divi- 


sions and separations, a technical amendment reference to section 312 (i) will 
be made. 


SPECIAL LIMITATIONS ON NET OPERATING LOSS CARRYOVERS—AMENDMENT OF 
SECTION 382 


The committee has no comment on this recommendation of the advisory group. 





PHILADELPHIA BAR ASSOCIATION COMMITTEE ON TAXATION—COMMENTS ON REVISED 


First Report ON Estates, TRUSTS, BENEFICIARIES, AND DECEDENTS, ADVISORY 
Group ON SUBCHAPTER J 


IMPOSITION OF TAX-—-AMENDMENTS TO SECTION 641 


Report, pages 1-9 


The amendment to section 641 (a) (2) deletes the reference to income collected 
by the guardian of an infant, which is nontaxable under subchapter J. The 
committee approves this amendment. 

The advisory group recommends the addition of a new subsection (c) which 
is designed to prevent the tax avoidance through creation of multiple tax entities 
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in the form of separate trusts. In general, the committee approves of this 
proposed legislation, and recognizes that abuses may exist in this area, which 
should be curbed. The committee believes, however, that the exemption from 
the rule of separate inter vivos trusts not exceeding three in number which are 
created at more than 5-year intervals is unduly restrictive. It recommends 
that section 641 (c) (1) (A) (iii) be changed to substitute “36 months” for 
“60 months.” 

The advisory group recommends that, except for flagrant cases, the proposed 
section 641 (c) be made applicable to trusts created after December 1, 1956, in 
view of the fact that public announcement was made on November 7, 1956, of the 
submission of multiple trusts legislation to the Congress. The committee feels 
that the brief announcement of November 7, 1956, gives no actual indication of the 
complex and novel provisions now recommended by the advisory group to deal 
with the multiple trust problem. The committee believes that the proposed 
amendment would have an unfair retroactive effect, unless it takes effect only 
from and after the date of the advisory group’s report. Since the revised first 
report makes a number of changes, from its first report, the committee recom- 
mends that the proposed section 641 (c) be effective only with respect to trusts 
created November 22, 1957, after the date of the revised first report. 

If the advisory group’s proposal with respect to section 641 (c) is enacted 
into law without material changes, the committee earnestly recommends that 
serious consideration be given to elimination of subpart D, relating to the so- 
called “throwback rules,” since the proposal substantially eliminates one of the 
major reasons for the existence of subpart D. Furthermore, the committee ser- 
iously questions whether the complications inherent in subpart D, with their at- 
tendant difficulties and expense of administration, are worthwhile in view of the 
serious need for simplification of the statute. The committee’s attention is called 
to section 1.668 (b)-2 of the regulations in which a single example requires 12 
pages of regulations for solution. Until evidence is available that such complexity 
is needed to prevent substantial loss of revenue, the committee questions whether 
the complexity of subpart D is warranted. 


SPECIAL RULES FOR CREDITS AND DEDUCTIONS—AMENDMENTS TO SECTION 642 


Report, pages 9-14 

The committee approves the proposed amendment to section 642 (a) (3). 

The proposed amendment to section 642 (c) concerns the advisory group’s 
recommendation to change the treatment of charitable deductions by an estate or 
trust. This proposal involves amendments to sections 642 (c), 648 (a) (3) (A), 
643 (d), 651 (a), 662 (a) (1), 662 (b), 663 (a) (2), 663 (d) and 681, as well as 
miscellaneous changes in various sections outside of subchapter J. The stated 
purpose of these changes is to simplify the present code, avoid further complicat- 
ing corrective amendments which would otherwise be necessary, achieve less 
artificial results and simplify estate and trust administration. For convenience, 
the amendments to all of the foregoing sections will be discussed together. 

Under present law, the deduction for amounts paid or set aside for charity 
by an estate or trust is allowed as a deduction from gross income in computing 
taxable income. The proposed amendments would eliminate the deduction at 
the point of determining taxable income and allow it as part of the distributions 
deduction. In other words, the principle is to treat the charity in the same man- 
ner as a noncharitable beneficiary. The amendments, however, impose certain 
limitations on this principle, hereinafter discussed. 

The committee approves the principle of the proposed amendments, but because 
of the limitations imposed, the principle has been obscured and the provisions 
necessary to impose the limitations are so complex that no real simplification of 
the statute is possible. Contrary to the advisory group, it believes that the 
limitations are not necessary to prevent tax avoidance. It is of the opinion 
that they create results just 2s artificial as those under the present code prov- 
visions. The committee’s reasons for its position are contained in the following 
comments: 

(1) Section 662 (a) (1) as proposed treats charities as fourth tier benefi- 
ciaries. The declared purpose of this classification is to prevent “significant tax 
avoidance arrangements.” To illustrate the need for this provision, the report 
gives two examples. The first concerns a trust, all the income of which is to 
be paid to a charity and in each year the trustee is required to pay from corpus 
to the creator’s wife an amount equal to the net income. The report points 
out that by applying the tier system without qualification, the wife would pay 
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no tax. By making the charity a fourth tier beneticiary, the wife and charity 
are both in the same tier and the wife will be taxed on one-half the net income 
of the trust. 

The committee believes this is not a significant tax avoidance arrangement and 
that the result is totally artificial. The effect of the proposed treatment is to 
create income where none existed, for the corpus of the trust has, in fact, been 
depleted by the gift to the wife. From another viewpoint, one-half of the deduc- 
tion for a charitable gift has been disallowed. There appears to be no logical 
justification for treating the wife as having received only one-half of the income; 
why not simply create a nonrebuttable presumption that no gifts to charity can 
be made by any taxpayer except from principal and then treat her as having 
received all the income and thus really prevent tax avoidance? The second 
illustration is a variation of the same pattern and the same comments are 
applicable. 

(2) Since the proposed amendments allow a deduction for distributions to 
charitable beneficiaries, it is necessary to make provision for amounts perma- 
nently set aside for charitable purposes and section 663 (d) has been added to 
continue the policy of allowing deductions for amounts so set aside. The section 
provides that amounts permanently set aside for charity shall be considered to 
be amounts credited to a charitable beneficiary. It also imposes two limitations 
which are complex and restrictive. 

Present section 642 (c) limits the deduction to amounts set aside from gross 
income, without regard to whether the gross income is that of the current or 
a preceding year. The section, as proposed, would limit the deduction to amounts 
set aside out of the current year’s gross income. 

The second, and more important limitation of the two, limits the deduction 
for amounts set aside for charity to the excess of the distributable net income 
over deductions otherwise allowable for distributions to beneficiaries. The effect 
of this limitation is to prevent the avoidance of income taxes on distributions to 
noncharitable beneficiaries by the setting aside of income for future distribution 
to charitable beneficiaries. The report illustrates this limitation with the case 
of a trust, the income of which is to be accumulated during the life of A, an indi- 
vidual, with the corpus going to a charity on A’s death, but with A receiving from 
corpus each year an amount equal to that year’s income. By reason of the limi- 
tation, all the income is taxable to A. The committee believes the same comments 
are applicable here as were stated above in connection with the example discussed 
under section 662 (a) (1). It notes that then only one-half the income was tax- 
able to the individual beneficiary, whereas here all of it is taxed to him. The 
committee believes that the factual patterns are sufficiently parallel to warrant 
the same tax results. Not only is the tax treatment inconsistent, but the com- 
mittee believes that no tax should be imposed in either situation in view of its 
recommendation, infra, which would have the effect of simplification. This it 
considers a more important objective than a very small loss of revenue. 

(8) Another consequence of the advisory group’s proposed treatment of 
charities will be to change the law with respect to corpus deductions. The result 
would be to deprive individual beneficiaries of all or a part of the deductions now 
available where there are also present charitable beneficiaries. This would not 
only be inequitable treatment, but also would eliminate a deduction now per- 
mitted by law in a situation where the advisory group itself recommends 
continuation of the deduction. 

The committee recommends that charitable beneficiaries be treated in exactly 
the same way as any noncharitable beneficiary. 

This recommendation requires changes in the proposed amendments as 
follows: 

(a) The first part of section 662 (a) (1), as proposed by the advisory group, 
should be changed to read as follows: 

“(1) AMOUNTS NOT PAYABLE SOLELY OUT OF coRPUS.—Any amount 
whichis * * *” 

(b) The first sentence of section 665 (d), as proposed by the advisory group, 
would be changed to read as follows: 

“(d) AMOUNTS PERMANENTLY SET ASIDE FOR CHARITABLE BENEFICIARIES OR 
PURPOSES.—Any amount of gross income, without limitation, which is per- 
manently set aside in the taxable year for a charitable beneficiary, or exclu- 
sively for one or more of the purposes specified in section 170 (c), shall be 
deemed an amount credited to a charitable beneficiary in the taxable year.” 

The remainder of section 668 (d) as proposed by the advisory group should be 
deleted in its entirety. 
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The committee approves of the changes made in subsections (e) and (h) and 
the addition of subsection (i). 


DEFINITION APPLICABLE TO SUBPARTS A, B, C, AND D—AMENDABLE TO SECTION 643 


Report, pages 14-20 

The committee approves of the proposed amendments to sections 648 (a) (2) 
and (3), 648 (b) and 643 (c). 

With respect to section 648 (a) (3) (¢), which deals with the allowance of 
corpus deductions, the committee notes that the proposal as now revised corrects 
a deficiency in the first report. The first report made no reference to the alterna- 
tive tax computation and as a consequence the benefit of corpus tax was lost up 
to 50 percent. This deficiency has now been cured by the addition of the last 
sentence to section 643 (a) (3) (c¢). 


DEDUCTION FOR TRUSTS DISTRIBUTING CURRENT INCOME ONLY—-AMENDMENT TO 
SECTION 651 
Report, pages 20-22 
The committee approves the advisory group’s recommendations. 


INCLUSION OF AMOUNTS IN GROSS INCOME OF BENEFICIARY OF TRUSTS DISTRIBUTING 
CURRENT INCOME ONLY—AMENDMENTS OF SECTION 652 


Report, pages 22-2 
The committee approves the advisory group’s recommendations. 


DEDUCTION FOR ESTATES AND TRUSTS ACCUMULATING INCOME OR DISTRIBUTING 
CORPUS—AMENDMENTS TO SECTION 661 
Report, pages 24-29 

In general the committee approves the amendments made to this section, but 
notes the following typographical error in section 661 (b). The second sentence 
of this section reads as follows: “in the application of the preceding sentence, the 
items of the deduction entering in the computation * * *” 

It should read: “* * * the items of deduction entering into the computa- 
tion * * *” 

The commitee believes that the recommended amendments to section 661 and 
section 662, discussed infra, are a distinct improvement over the present provi- 
sions. The committee makes, however, the following suggestions relating solely 
to draftsmanship: 

The advisory group proposes to amend section 661 (a) to provide that the 
distributions deduction of an estate or trust shall consist of the sum of the four 
tiers governing the allocation of distributable net income among beneficiaries, 
the deduction being liimted of course to distributable net income. The commit- 
tee does not believe that enumeration of the four tiers is necessary at this point, 
and this provision would be easier to read if it followed the form of the exist- 
ing law, which provides for deduction of income required to be distributed cur- 
rently, plus any other amounts properly paid or credited or required to be 
distributed currently. In other words, the breakdown of the existing second 
tier into three separate tiers would seem to have significance only for purposes 
of section 662 and if this analysis is correct, the enumeration should be elim- 
inated from section 661. 


INCLUSION OF AMOUNTS IN GROSS INCOME OF BENEFICIARY OF ESTATES AND TRUSTS 
ACCUMULATING INCOME OR DISTRIBUTING CORPUS—AMENDMENTS OF SECTION 662 


Report, pages 25 and 29 

The committee approves the amendments of this section with the exception 
of those relating to charitable beneficiaries, already discussed in this report. 

The committee suggests, however, that the words “whether distributed or not” 
should be inserted in section 662 (a) (1) (A) immediately after the word “year” 
and before the semicolon. This language is included in existing law and its 
retention is desirable to avoid any misunderstanding. It is possible that the 
last sentence of section 662 (a) (1) is technically sufficient to produce the same 
result, but this is arguable and the committee therefore believes that the date 
should be eliminated. 
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SPECIAL RULES APPLICABLE TO SECTIONS 651, 652, 661, AND 662—-AMENDMENTS OF 
SECTION 663 
Report, pages 29-36 


The committee approves the amendments made to this section as recommended 
by the advisory group. 


POWER IN PERSON OTHER THAN GRANTOR TO VEST CORPUS OR INCOME IN HIMSELF— 
AMENDMENTS OF SECTION 664 
Report, pages 36-388 

Section 664 replaces section 678 of the 1954 code. The advisory group proposes 
to remove 678 from subpart E and insert it as a new section 664 in subpart D, 
with certain changes. The advisory group thus takes the section out of the 
substantial ownership area of the code and places it in the area dealing with 
complex trusts. From this it follows that the concept of substantial ownership 
is abolished and, in its place, the person possessing the power is treated as 
a beneficiary. The reasons given by the advisory group for this change are as 
follows: 

1. A person having power to withdraw corpus should be taxed thereon as 
if it were a distribution and not merely on the income earned by such corpus. 

2. Clarify taxation of income subject to withdrawal 1 day after the close of 
the taxable year. 

3. Clarify the situation where the power is only to withdraw ordinary income 
so that capital gains would not be included. 

4. Make certain that a limited right withdrawal will not result in shares of 
capital gains being taxed to the person possessing such power. 

The committee believes that as a result of the removal of the section from 
subpart E and its insertion in subpart D, a person other than the grantor pos- 
sessing the powers referred to is treated less favorably than would be a grantor 
reserving such power. A grantor under section 677 is taxed only on the income 
from the proportion of corpus over which the power extends, whereas a person 
other than the grantor could be taxed on an amount equal to the value of the 
proportion subject to the power under the proposed section. This result is 
anomalous. The committee strongly recommends that the section be retained 
in subpart B. 

The committee also recommends that the section be amended to make it clear 
that where a person has limited power to withdraw a portion of the corpus 
each year, such person will not be taxed on any capital gain of the trust for 
such year. Should such a withdrawal be made, however, it would be treated 
as a distribution under section 662. 

In order to make the section comparable to present section 667 (b) the com- 
mittee recommends the addition of the word “legally” before the phrase “obligated 
to support or maintain” in subsection (b) of the proposed section 664. 

The absence of this word may result in this section being extended further 
than the correlative provision section 667 (b). 


DEFINITIONS APPLICABLE TO SURPART D-—-AMENDMENT OF SECTION 665 


Report, pages 39-40 
The committee approves the changes recommended by the advisory group. 


TREATMENT OF AMOUNTS DEEMED DISTRIBUTED IN PRECEDING YEARS—AMENDMENTS 
OF SECTION 668 
Report, pages 40-41 
The committee approves the amendments proposed by the advisory group. 


TRUST INCOME DEDUCTIONS AND CREDITS ATTRIBUTABLE TO GRANTORS AND OTHERS 
AS SUBSTANTIAL OWNERS—AMENDMENTS OF SECTION 671 


Report, page 42 


The advisory group has recommended an amendment to section 671 to conform 
to the provision of the regulations under section 1.671-2 (c) relating to the com- 
putation of taxable income and credits where the grantor of a trust is a corpora- 
tion. The committee approves of this amendment, but believes that it should 
be effective perspectively only, and not retroactively to the date section 671 
originally became effective. 
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The committee has no comments and approves the advisory group’s proposed 
amendments to sections 674, 675, 677, and 681. The amendments to section 681 
are, for the most part, conforming amendments to implement the proposed 
changes in the treatment of charitable contributions which have already been 
commented on above. 

Mr. Lentz. The advisory group. picked out one phase of 306 stock 
and decided that there was tax avoidance in the transfer of that stock 
to charitable institutions and foundations. They therefore proposed 
that when 306 preferred stock was given to charity or other exempt 
institutions, the deduction should be reduced by the amount of ai 
nary income which the donating shareholder would have realized, had 
he sold the 306 stock. In other words, they do not give him credit for 
the part that would have been ordinary i income. 

This seemed to us a rather isolated attack on what is a much broader 
problem. There are many cases we know of giving away appreciated 
securities. In most instances the fact that by selling them you might 
have realized a short-term gain or even an ordinary income item in the 
case of a dealer in securities, has not detracted from the size of the 
charitable deduction which the donor has received. 

We could not see why 306 stock was particularly picked out for this 
treatment. 

The Cuairman. Let me ask you on this point, Mr. Lentz, is there 
anything to the fear that the advisory group felt as outlined in the 
report in the closing paragraph on page 13, and over on page 14. I 
think there is. If I am wrong, I want you to correct me. fReading) : 

The advisory group believes that charitable contributions of section 306 
stock are substantially different from charitable contributions of other stock. 
By making a contribution of section 306 stock the shareholder is able, under 
present law, to obtain a charitable contribution deduction based upon corporate 
earnings and profits which have not been taxed to him and, at the same time, 
he is able to keep unchanged his interest in the control and in the future earnings 
of the corporation. 

Now, sir, is that statement wrong or correct ? 

Mr. Lenz. I think that is entirely correct. But the thing that we 
are really concerned about, as I read between those lines, is that if the 
man had sold it, he would have had ordinary income. 

Tf that is the underlying source of their concern, then it seems to me 
they are raising a question that has a much broader policy problem 
behind it as to whether you are going to let anybody get a credit for 
something he gave away which, had he sold it, would have realized 
either short-term capital gain or ordinary income. 

We did not see why this was the one place to take up that broad ques- 
tion that runs through the code over a broad front, and we more or 
less felt had been settled in favor of allowing the deduction in other 
instances, in the interests of promoting charitable contributions. 

The Cramman. Whether it runs through that code or not, Mr. 
Lentz, I have difficulty in understanding why we should not make a 
correction here so as to prevent these transactions from taking the 
nature of bail-outs which I do not think any of us should condone for 
any special treatment. 

Mr. Lentz. Of course, the charity does get the money. 

The Cramman. Oh, certainly. But what we are thinking about is 
the tax consequences of such action by the donor. 

Mr. Lentz. We only submit that it does seem to be a departure from 
policy that is applied elsewhere in the code, and we also would point 


GENERAL REVENUE REVISION 3253 


out that the same thing can and undoubtedly has been done with 
common stock. 

The Cuairman. Mr. Lentz, there is a decided difference in the two 
situations, the one the advisory group is talking about and the giving 
of common stock. There, you give up control. 

Mr. Lenrz. May I suggest that if we assume a man owning a 
closed corporation which has 306 stock and common stock, and he 
gives some of that common stock to a foundation, it is almost inevitable 
that the people deciding the investment program of that foundation 
will sell it back to the corporation, if he has retained a majority 
control, is in control of all the operations of the corporation, its 
dividend policy, and the chances are, as I say, that the common 
stock will end up right back where the preferred stock would. That 
is, it would be sold back to the issuing corporation. 

The Cuarrman. As you know and I know, the example you gave 
would result in a dividend tax. 

Mr. Lenrz. If that is the difficulty, wouldn’t that also solve the 
problem here ? 

The Cuatrman. I do not know, frankly, whether it would or not. 

Pardon me for interrupting you. Go ahead with your statement. 

Mr. Lentz. We recognize it is a controversial question, and I think 
[ have said all I can say on it. 

The other important question I guess all of us are concerned with 
is 318 and attribution. It has been said up in Pennsylvania that there 
are not 12 men in Pennsylvania who were able to foresee all the difli- 
culties of this 318, either as it now stands or as it might be amended. 
It covers such a multitude of possibilities that our mind runs short 
of the capacity to visualize them all. 

We proposed a rather drastic solution, whereby we would in effect, 
throw 318 out and simply provide that stock would not be attributed 
except in cases where the ownership by the other person or related 
entity was merely a sham, and that the true ownership was in the 
person to whom attribution was intended to be made, or that there 
was evidence that the person from whom attribution is to be made 
was dominated by the person to whom it was to be made. 

We have somewhat of an analogy in our Clifford type of statute, 
where we speak of people being presumably subservient and related, 
but we do not force a conclusive presumption that one man owns 
another man’s stock. 

We have had a great deal of trouble with the question, as we know. 
Accidents happen in the case of estates and interest in estates, and 
if we go Saad to the principle of evidence of domination, which is 
broad, and we feel will deter those who are trying to play with the 
statute rather than work under it, from going ahead with a bail-out, 
we would shed ourselves of all the problem produced by the conclu- 
sive presumptions that one man may own a partner’s stock, his grand- 
son’s stock, or his grandfather’s stock, and any combination of those. 

The Cuatmrman. Does the suggestion you make, Mr. Lentz, raise 
the possibility that we would have even greater confusion than we have 
at the moment, through the question of distributions that ought not 
to be questioned at all? 

Mr. Lentz. We did not feel so. 
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The Cuarrman. You place an awful burden, it would seem to me, 
upon the Internal Revenue Service, to be certain that there is no 
element of attribution with respect to all; do you not ? 

Mr. Lentz. It would seem to us it would narrow the field of their 
inquiry toa very little area. 

If you are going to establish a sham ownership or a dominated 
ownership, you do not have to look nearly as far as these present 
attribution rules make you look. 

The CuarrMan. [agree with you on that. 

Mr. Lentz. You get down to where now you are working in a very 
small area, and we have the question of determining the reality under- 
neath the surface, running through the code in so many places. The 
courts are in a position to police this somewhat, and have. 

The Cuarrman. But that is the point. Would the agent be prone 
to let the court police it, rather than make the decision himself? 

Mr. Lentz. It was our view when we discussed it, and we were not 
unanimous, that there would be a benefit in that field rather than the 
other way around, that as it stands today, and as I am sure the com- 
mittee is aware, when one of these cases comes up for review, if it 
is not one that has already been submitted for an advance ruling by 
the Treasury Department, which is true in many cases, if an agent 
comes in and is looking over one of these cases that involves the appli- 
cation of 318, he first of all of course has to get a fairly complete life 
history of the man. He has to know all his business affairs. He has 
to know what trusts he might have an interest in. He has to be able 
to read and understand those trusts, although in many instances he 
is not trained as a lawyer. He has to look through various corporate 
relationships and keep this multiplication table going, and the per- 
centages in his head, and lay out this tremendous amount of factual 
material, whether we are or are not clearly within some of the ex- 
ceptions. 

he Cuarrman. Mr. Lentz, as I understand you, what you think 
might result from your suggestion is that it would facilitate your 
getting a ruling. It is that point that I question very seriously. 
Would you be able to get more rulings or more prompt action. Be- 
cause of the increased responsibility that we would be placing upon 
the Department with respect not only to the case you are thinking 
about, but with respect to the broad area as well, I doubt it. 

Mr. Lentz. I think there might be cases where, even though you 
were within some of the specific sanctuaries that are in the code now, 
and which the advisory group enlarges slightly, there might be cases 
there where a ruling would not be issued, where it would be issued 
now. But it is hard for me to imagine which one it is, because if there 
is nobody that they meet here [indicating paper], nobody here that 
they have met to whom it would be attributed, I do not know who it 
would be. 

It seems to me you can take a practical, realistic approach to it that 
in cases where rulings are not had—and not everybody is sophisticated 
enough to get aruling. In fact, I know there are many small corpora- 
tions that do not know about 318. 

The Cuarrman. Even the sophisticated do not get the rulings that 
they want. 

Mr. Lentz. That is very true, indeed. 
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There are various degrees of sophistication, too. I do not claim 
to be among the most sophisticated as to 318. I forget it myself, 
between weekends. 

It just seems to us that in the smaller cases we are dealing primarily 
with the small corporation here, or at least the closely held corporation, 
and we know the nightmares this thing creates. We know the acci- 
dents that can happen. It was rather amazing to me, and I think 
speaks quite eloquently against the whole system, that the advisory 
group said, “We are now giving you one extra specific sanctuary. If 
you only own 1 percent of common stock, you can redeem: your pre- 
ferred. But be careful how much you own, because there may be a 
fellow, through some corporation or other business relationship you 
have, who owns aught-aught-one, and if these attribution rules bring 
it back to him, then even though you own 1 percent, you are outside 
that sanctuary.” 

There is a perfectly understandable tendency on the part of those 
enforcing the law and administering it to gradually move over to 
where it was intended as a haven or sanctuary, so that it becomes a 
prison, and if you are caught outside that prison, you are a fugitive 
from justice, and you do not get the same impartiality of approach 
under the old essential equivalents test, at least we do not feel you . 
do, that you would have had if these havens had not been there. 

Even though we say that here now, merely because it does not fall in 
a haven, a statutory haven does not necessarily mean you are all washed 
up. It does go on to say, “But you had better consider everything that 
is in 318.” And that leaves you in a fairly ahaa state of mind as to 
just how hard and how seriously we consider all the terms in 318. 

The Cuarrman. Have you completed your statement, Mr. Lentz? 

Mr. Lentz. I have one more, if I may, sir. 

The Cuamman. Goright ahead. 

Mr. Lentz. I heard here earlier, section 10 of the advisory group’s 
proposed bill discussed. We will not go into the areas that have been 
discussed, but there was one that we felt, while on the surface was 
perfectly sensible, on analysis may cause trouble to people who are 
again not among the most sophisticated and not among the most 
wealthy. 

Referring patricularly to the language that says that the debt will 
be treated as debt under this sanctuary provided in the new section 
317, it says: 

The circumstances of its issuance must not negative any reasonable expectation 
of payment. 

Must not negative any reasonable expectation of payment. And 
yet, the first additional requirement is that the obligation is not by its 
terms subsordinated to the claims of trade creditors generally. 

Our proposal is to remove that one requirement, to permit the obli- 
gation by its terms to be subordinated to trade creditors’ claims. 

We are still forced to ey with the requirement that there be 
nothing to negative a reasonable expectation of payment. But in 
beginning a small business, we often have the case of a man who is 
willing to invest with one of his fellow men, only one of them has 
money; he is willing to put up money, he wants to be a creditor, he is 
willing at the early stages to subordinate those claims to trade creditors 
generally. If the other tests are met, if the stake of 5 to 1 is to be 
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regarded as a sufficient stake in terms of percentages and the stake is 
in there, the equity stake, and if the circumstances do not negative 
any reasonable expectation of payment, to bring in another objective 
test that sometimes may be fair in its application but other times may 
not, seemed to us to put a real damper on financing some of these 
small businesses, where the man is putting up the money, is willing 
to come below the trade creditors, but wants to be and will insist on 
being a creditor. 

The cases brought to our attention are cases where quite soon after 
the company has been doing business awhile, the subordination becomes 
immaterial, anyway, because the credit is built up and established, and 
the creditors no longer insist on it. But in the very beginning, when 
you are really straining, if the stockholders had put in the necessary 
nestegg down to the equity, percentagewise—and they said here, 5 to 
1—we are fearful that even though there is a reasonable expectation 
of payment, that requirement will either scare a lot of people away 
from putting money in or will in the end lead to a construction of the 
law that unless your claims are superior to those of trade creditors, 
you do not have debt. 

The Cuatrman. As I understand the advisory group report on that 
point, what they are trying to do is to establish a rule for the clear cases 
along the line of what the courts have decided, and not exclude other 
cases from equitable treatment. 

Mr. Lentz. I think that is true. 

The Cuarrman. Isthere anything wrong with it? 

Mr. Lenrz. I think there is, in the sense that when we list here 4 
cardinal virtues, so to speak, and really there are 5, because you must 
have the reasonable expectation of payment, I greatly fear and our 
committee feared almost unanimously that in the administration of 
the law, when the revenue agent comes along and is looking over a 
small business that has one of these situations, he will feel that he had 
better disallow it if the obligation is subordinated to claims of trade 
creditors, even though there is a reasonable expectation of payment. 

The Cuamman. That is a material factor, of course, in the decision, 
that they might be in trouble. 

But what impressed me in the report is on page 20, where they 
discuss the proposal, this language: 

* * * and is intended to be without prejudice to the determination of the 
status of other alleged obligations not coming within its strict requirements. 

Mr. Lentz. I appreciate that. But I think we all, at least I only 
present the experience of the committee which I represent, that a 
test of this type is likely to lead to drawing the conclusion that if 
= do not have it, you are through. For the small man being audited 

y a revenue agent who, as I say, cannot ee in all cases be trained 
in the law, it may mean he has to go all the way in the litigation where, 
it seems to us, if there is a reasonable expectation of payment, you 
have met a test that this thing is attempting to establish. 

Again, it is a double application of how good is the debt. We just 
did not see the functional necessity of this, and if it is not necessary 
and could cause trouble, we would urge its being dropped. 

The committee does not say that has to be in ete and we could see 
no reason for its being in there. 

The Cuarrman. Do you have anything further, Mr. Lentz? 

Mr. Lentz. No,sir. That is all I care to talk about. 
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The Cuatrman. Gentlemen, we thank you for coming to the com- 
mittee and giving us the benefit of the views of the Philadelphia bar 
on the advisory reports. 

Mr. Donan. Thank you, sir. 

Mr. Lentz. Thank you, sir. 

The Cuarrman. Thank you, gentlemen. 

That concludes the call of the calendar. The committee will adjourn 
until 2 o’clock this afternoon for an executive session in room B15 
in the Capitol, and until 10 o’clock in the morning, when the hearings 
will resume. 


(The following statement, letters, and enclosure were filed with the 
committee :) 


STATEMENT OF PENNSYLVANIA Bark ASSOCIATION RE ESTATE TAXATION OF 
INSURANCE 


We understand that once again the House Ways and Means Committee is con- 
sidering the possibility of introducing a premium-payment test for the estate 
taxation of life insurance proceeds. Under this test, although there may be differ- 
ences in detail in various proposals, proceeds of life insurance are included in the 
estate of a decedent even though at the time of his death he did not own the policy 
if at sometime or other he paid the premiums. We oppose any such test. 

We believe that such a proposal is contrary to the purposes of the estate-tax law. 
This law is characterized as an excise tax upon the transfer of property at death 
from the decedent to his estate or directly to his beneficiaries. The premium pay- 
ment test imposes a tax on property which has been transferred prior to death, 
or, in some cases, on property which the decedent did not own at any time. Thus, 
life insurance would be singled out for tax treatment which is inconsistent with 
and more burdensome than the tax on property of other types. The result is that 
the burden is felt by estates of moderate size, where reliance upon investments 
in life insurance is greatest, and in small business, where the protection of life 
insurance is needed to stabilize long-run financial structure. The owner of a 
large estate can circumvent the premium payment, simply by transferring other 
income-producing property to his spouse, who can take out insurance on the life 
of the donor and pay the premiums out of the income she receives from the donated 
property. Such an arrangement does not involve the transfer of the policy or 
does the donor pay the premiums directly or indirectly. 





Fesruary 5, 1958. 
Hon. Witsur D. MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 

My Dear Mr. CHAIRMAN: I am transmitting herewith a supplementary report 
of the committee on taxation of the Philadelphia Bar Association, which recom- 
mends for your consideration an amendment to section 355 of the Internal Reve- 
nue Code of 1954 to reduce the control requirement in the case of a so-called 
“spin-off’’ from 80 percent to 51 percent. 

Respectfully submitted, 

STEPHEN T. DEAN, 
Chairman, Committee on Taxation, Philadelphia Bar Association. 


Tax COMMITTEE OF PHILADELPHIA BAR ASSOCIATION—RECOMMENDATION RELATING 
To SecTion 355 oF THE INTERNAL REVENUE CODE 


The tax committee of the Philadelphia Bar Association supplements its prior 
recommendations under subchapter C and recommends that section 355 of the 
Internal Revenue Code of 1954 be amended to reduce the 80-percent control 
requirement to 51 percent. 

Section 355 provides that a corporation which controls another corporation 
may distribute the stock of the other corporation if the other requirements of 
section 355 are met. Control means ownership of stock, possessing at least 80 
percent of the total combined voting power of all classes of stock entitled to vote, 


and at least 80 percent of the total number of shares of all classes of stock 
of the corporation. 
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The introduction of the control test in the 1954 code represents a change from 
the Internal Revenue Code of 1939. Under section 112 (b) (11), a corporation 
owning 51 percent (or possibly less) of the stock of another corporation could 
place the stock of that corporation in a third corporation controlled by it and 
then distribute all of the stock of the third corporation tax-free. The use of 
the third corporation was to compiy with the reorganization provisions of the 
1939 code which previously were eliminated in the 1954 code. That this trans- 
action could be accomplished tax-free is shown by regulations 111, section 
29.112 (b) (11)-2. 

There appears to be no reason why the test for this purpose should not now 
be the same as it was under the 1939 code, and it is, therefore, recommended 
that the 80-percent requirement be reduced to 51 percent. 


WEIL, GOTSHAL & MANGES, 
New York, N. Y., December 23, 1957. 
CHAIRMAN OF THE House WAYS AND MEANS COMMITTEE, 
House of Representatives, Washington, D.C. 

Dear Srr: I should like to take this opportunity to bring to your attention an 
inequity relating to individuals on a calendar-year basis who are members of 
a partnership on a fiscal-year basis. 

If an individual on a calendar-year basis severs his membership in a fiscal- 
year partnership, the consequence is that he is required to report more than 12 
months of income in 1 year. To take the most extreme case, suppose such an 
individual severs his connection on December 31, 1957. For 1957 that individual 
will have to report 23 months of income for Federal income-tax purposes, as 
follows: 

(a) His distributive share of the partnership income for the 12 months 
ended January 31, 1957. You will realize that for tax purposes he is deemed 
to have received all of this income on January 31, 1957, although as a prac- 
tical matter he probably received a substantial part of it by way of drawing 
over the previous 12 months. 

(b) His distributive share of the partnership income for the 11-month 
period, February 1, 1957, to December 31, 1957. 

Needless to say, with the graduated surtax rates, the burden upon the indi- 
vidual in such a situation is quite heavy. Nor is this a situation that is un- 
likely to arise. Almost any person who leaves a fiscal year partnership to take 
a salaried position will face this problem. Hven if he leaves the partnership 
prior to December 31, he will still have 23 months of income, since he will have 
to report his salary for the period from the date he left the partnership to the 
end of the calendar year in addition to the items mentioned above. 

The only possible way to hedge against such a situation is for the individual 
to adopt a fiscal year himself which coincides with the fiscal year of the partner- 
ship. Leaving aside any question of the consent of the commissioner to such a 
change, the individual then runs afoul of the provisions of section 443 (b) (1) 
of the Internal Revenue Code of 1954. This section provides that, in the event 
of such a change, the income for the short year must be annualized—that is, the 
income for the short year must be multiplied by twelve, the tax computed, and 
the result divided by twelve. 

The result of this annualization requirement can be quite harsh. Assume an 
individual on a calendar year basis is a member of a partnership having a fiscal 
year ending January 31. The individual decides to change to a January 31 fiscal 
year. Asa result, he is required to file a return for the short year, namely, Jan- 
uary 1 to January 31, 1957, and to annualize this income. Let us further assume 
that the individual’s sole income was his distributive share of partnership income 
for its fiscal year ending January 31, 1957, that this amounted to $15,000 after 
deductions and exemptions, and that the individual was married but had no 
children. His tax for the short period would be computed as follows: 


Se Nie 8 sii 1 cnistiebtabus bee 5) nakininiss curiteensad ene $15, 000 
Ci)i Ah amnion 4 $15,000 15: 32 ) ins schnell 180, 000 
UN a I A I ch itn en penne palin vier enn AEE Rote dE 117, 240 
(a): em pevaiiio: (17/12 8 (C))) oc sk es icici ey eh saci eee obese 9, 770 


For a person to have to pay a tax of $9,770 on a net income of $15,000 is to 
put it mildly a heavy burden. 

Section 443 (b) (2) purports to provide some relief by allowing a taxpayer in 
such a situation te recompute his tax after a period of 12 months from the begin- 
ning of the short period and then taking a prorata amount of that tax (i. e., that 
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proportion which the net income for the short period bears to the net income for 
the 12-month period). 

Let us assume that the individual taxpayer described above continues as a 
partner and has no other income than that derived from the partnership. His 
income will, therefore, remain at $15,000 for the 12-month period January 1, 
1957 to December 31, 1957, since the next partnership distribution date will be 
January 31, 1958. At the end of 1958, he may then compute his tax on the basis 
of $15,000, which will amount to $3,620, and obtain a refund of $6,150. 

The difficulty with the relief provisions of section 442 (b) (2) is that one 
needs to have the cash to finance the change of taxable year. It seems strange 
indeed that the practical availability of a provision of this kind should be depend- 
ent upon the financial condition of the taxpayer. I do not believe that such a 
situation fits into the basic philosophy upon which our tax laws are predicated. 

The argument may be made that the individual in the situation described had 
a year free of tax when he was originally made a partner. The fact is, however, 
that he merely postponed his liability to tax; he was not relieved of a year’s 
taxes. Eventually these taxes have to be paid, and, as the law stands now, at 
higher surtax rates. 

I suspect that, in enacting section 443 (b) (and its predecessor section 47 (c) 
of the 1939 code), Congress never considered the impact of annualization on an 
individual who derived his principal income from a partnership. In all prob- 
ability Congress had in mind the situation of an individual who received his 
taxable income fairly ratably over the year and inserted section 443 (b) to cover 
situations where occasionally a slight variation might arise. 

The inequitable situation which I have described can, I believe, be taken care 
of by the addition of a subsection (3) to section 443 (b) reading as follows: 

“(3) Rule in case of partnership income.—If the gross income of the taxpayer 
for the short period includes the taxpayer’s share of the net income of a partner- 
ship for a taxable year ending within the short period, then the following rules 
shall apply in computing the tax as provided in subsection (1) : 

“(A) the taxpayer’s share of the net income of such partnership shall be ex- 
cluded and the tax shall be computed as provided in subsection (1) ; 

“(B) the tax shall be computed on the taxable income for the short period, 
including the taxpayer’s share of the net income of such partnership, but without 
placing such income on an annual basis as provided in subsection (1) ; 

“(C) the tax shall be computed on the taxable income for the short period, 
excluding the taxpayer’s share of the net income of such partnership, but without 
placing such income on an annual basis as provided in subsection (1) ; 

“(D) the final tax shall be the tax as computed under subparagraph (A) plus 
the tax as computed in subparagraph (B) minus the tax as computed in sub- 
paragraph (C).” 

If the above amendment is applied to a sample situation, its operative effec. 
will be clearer. Assume an individual on a calendar year basis is a member of 
a partnership having a fiscal year ending January 31. He decides to change to a 
January 31 fiscal year. As a result he is required to file a return for the short 
period; namely, January 1 to January 31, 1957, and to annualize. Let us further 
assume that the individual has $1,000 of interest income and $15,000 of distrib- 
utable income from the partnership for its fiscal year ending January 31, 1957, 
and that all deductions and exemptions are ignored except for the fact that the 
taxpayer as a married man is entitled to split his income. 

If there were no annualization, the taxable income would be $16,000, and the 
tax payable would be $3,920. 

Applying my suggested amendment, the tax would be computed as follows: 

(A) Income $1,000. Annualized $12,000. Tax on $12,000—$2,720. Tax pay- 
able (1/12th)—$226.67. 

(B) Income $16,000. Tax payable—$3,920. 

(C) Income $1,000. Tax payable—$200. 

(D) Final tax—$226.67 plus $3,920 minus $200, or $3,946.67. 

I respectfully urge that consideration be given to the problem I have described 
and that a provision along the lines above suggested be inserted in the amend- 
ments to the Internal Revenue Code to be proposed at this session of Congress. 

I shall, of course, be pleased at any time to furnish additional information 
and discuss the matter with you or the staff of your committee. 

Sincerely, 
THEODORE TANNENWALD, JR. 


(Thereupon, at 12:30 p. m., the committee adjourned, to reconvene 
at 10a. m., Thursday, February 6, 1958.) 
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(Mutual Fire and Casualty Insurance Companies; and 
Miscellaneous Subjects) 


THURSDAY, FEBRUARY 6, 1958 


Hovust or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEAns, 
Washington, D. C. 

The committee met at 10 a. m., pursuant to recess, in the Committee 
Room, New House Office Building, Hon. Wilbur D. Mills (chairman), 
presiding. 

The Cuatrman. The committee will please come to order. 

Our first witness this morning is our colleague from Louisiana, 
whom we all know and respect. For the purpose of this record, 
would you please give us your name, address, and the capacity in 
which you appear. 

Mr. Brooxs. Thank you, Mr. Chairman. 


STATEMENT OF HON. OVERTON BROOKS, A CONGRESSMAN FROM 
LOUISIANA 


Mr. Brooxs. I am Overton Brooks from Shreveport, La., repre- 
senting the Fourth Congressional District in the United States 
Congress. 

Mr. Chairman and gentlemen of the committee: This is the first 
opportunity I have had to appear here since the elevation of my col- 
league, Mr. Mills, to the chairmanship of this extremely important 
committee. I have been talking to the members of the committee, 
and I know how heavy is your work. Those of us who are in Con- 
gress and who know what the problem is, of keeping abreast of not 
only your office but your committee assignments, know what a ter- 
rific job the new chairman has and what a heavy job the members 
of the committee have. 

Iam not going to take any unusual amount of time this morning. I 
am going to finish, in fact, as quickly as Ican. I have a typewritten 
statement which I would like, with the committee’s consent, to file in 
the record. 

The CuHairMan. Without objection, the typewritten statement may 
be niade a part of the record. 

Mr. Brooks. Then I would like to explain briefly the case. I think 
I can save the committee’s time by using an ad hb approach, rather 
than following my written statement. 
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(The statement referred to is as follows: ) 


STATEMENT OF CONGRESSMAN OVERTON Brooks ON H. R. 6076 


Mr. Chairman, I come here today to strongly urge your committee’s attention 
to and consideration of the bill I introduced in the 1st session of the 85th 
Congress—H. R. 6076. This bill would amend the Internal Revenue Code of 
1954 to increase the maximum amount of the deduction for medical expenses 
and for other purposes. The measure to which I ask your committee to give most 
careful consideration would amend section 213 of the Internal Revenue Code 
relating to the deduction from the gross income of the taxpayer medical, dental, 
hospital, and other expenses incurred due to prolonged and aggravated periods 
of illness of the taxpayer or dependents of the taxpayer. 

H. R. 6076 would increase the deduction allowed for such expenses to a 
maximum of $15,000 for each dependent or person claimed by the taxpayer as an 
exemption for the taxable year. : 

Under the present limitations of section 213 of the Internal Revenue Code of 
1954 only those expenses which exceed 3 percent of the adjusted gross income 
of the taxpayer up to $2,500 per exemption or dependent or an aggregate of 
$10,000 may be taken by the taxpayer as an itemized deduction on his tax 
return. Due to numerous cases which have come to light since this section 
became operative it is felt that an amendment to the law should be made so as 
to allow relief to those individuals and families who have cases of severe and 
prolonged illnesses. This amendment would apply only with respect to expenses 
paid in taxable years after December 31, 1956. 

The legislation I propose would also allow a 5-year carryover for medical and 
hospital expenses which are in excess of the maximum limitation. This feature 
is needed as there are cases where the total medical expenses for one individual 
in a family exceeds the maximum which would be established for any one year. 
In these cases it is felt that by allowing a carryover for not longer than 5 years 
the medical expenses incurred can be appropriately listed as an itemized deduct- 
ible and thus still maintain a ceiling on the maximum medical deductible for 
any one year. 

Under the provisions of this measure, Mr. Chairman, greatly needed relief 
will be given in those cases where sickness due to cancer, tuberculosis, strokes 
from thrombosis, cerebral hemorrhage, paralysis, and numerous other illnesses 
has caused lengthy and costly medical care both in the hospital and at home. 
We feel that legislation of this type is reasonable, fair, and equitable and 
definitely is a step in the right direction to preserve the taxpayer. 

In introducing this bill, I did not contemplate a sweeping change of the tax 
laws nor is your consideration of this bill intended to bring such a sweeping 
change about. My intention is only to provide some relief in certain hardship 
eases and to amend the law to provide for proper remedies in these cases. I 
believe that H. R. 6076 will adequately correct these inequities now being per- 
petrated upon our people by the administration of section 213 of the Revenue 
Code. 

I have very definite opinions as to other phases of the income-tax structure 
which I feel should be looked into by your committee, Mr. Chairman, but I am 
not here today to discuss these opinions—only in support of H. R. 6076. 

In many instances these large medical expenses fall upon the taxpayers who are 
in the later years of life and have saved over the years for retirement. Many 
have denied themselves to provide for this period when they are not able to 
actively carry on their normal occupation, and they are required to live on funds 
and resources they have reserved for this period. The law as now written allows 
the Internal Revenue Service to reach out and cut deep into their reserve funds. 
These individuals have to pay taxes on funds which have been reasonably spent 
for medical care and attention. This, we feel, is not just, equitable, nor the inten- 
tion of a considerate Congress. 

I know of a number of very distressing cases throughout Louisiana and the 
country caused by heavy medical bills and the necessity of paying an income tax 
on these medical bills of sick and hospitalized persons. The result of the limi- 
tations imposed by the present ruling is that persons besieged by the misfortune 
of failing health or that of a member of the family dependent upon them have 
already been drained of their reserve assets before taxpaying time. This works 
a decided hardship upon them. 

Mr. Chairman, I know of and fully understand the need of revenues necessary 
to the proper function of our Government. I know also that this matter of taxes 
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is very pressing upon this committee. At the same time, the Members of Congress 
must realize the severe hardships and financial distress vented upon the taxpayer 
who is suffering from extremely heavy medical bills. The law as it now operates 
saps the accumulation of assets of our sick and infirmed people. 

In many instances the taxes are imposed on funds which had to be expended 
in order to keep the taxpayer or his dependents well and able to work and earn. 
Without this expenditure the taxpayer often may die and cease to be a support 
for our Government in the normal payment of income tax. The assets of these 
people have been depleted by the need for long, expensive and tedious nursing; 
long periods of hospital care ; expensive physical therapy ; and continually mount- 
ing doctor bills. These people need our assistance. We have a duty to these i 
citizens also. This bill would give them this needed assistance. My amendment { 
to the present law would adequately preserve the accumulation of assets of our { 
infirmed citizens who now must pay income tax upon money which is expended I 
on medical expenses. 

Mr. Chairman, there appears to be much discussion that any tax cuts made this ) 
year will be for political purposes. I want to say that this bill is in no way 
political. It is a humanitarian bill. This bill is designed to help those unusual | 
cases, or the out of the ordinary cases, caused by extreme or aggravated expendi- : 
tures for medical reasons. It is true that these cases are few in number, but | 
the hardship suffered by the taxpayer in such cases is terrific. It is for his relief 
that this measure was introduced and for which I ask the committee’s support. : 
If this amendment is adopted, the cost to the Government in dollars and cents i 
will be negligible due to the limited number of cases which would come under this ; 
amendment. Yet, Mr. Chairman, there are enough such cases to warrant and | 
justify this change in section 213. The law as it is now administered unreason- ; 
ably penalizes many of our people for being ill and at a time when they can least 
afford to be penalized. Every year the cost of living continues to climb. Hvery- 


thing now costs more than it did several years ago. Amid this ever mounting 
cost, no one other expense has increased to the degree as has medical costs. Any 
family that has had an illness recently can testify to this. The hospital costs 
are up, the costs of medicine are up, our doctors charge more for their services 
now, ambulance and nursing care costs are up, in fact, all services surrounding a 
sick or injured person cost far more now than previously. 
Even Members of Congress now have to pay $20 a day for a room when they 
have to go to Bethesda for treatment. Our taxpayers also pay a similar amount 
for hospital rooms. We have today many so-called miracle drugs and wonder 
drugs. These medicines do an excellent job in healing the sick. However, the 
cost of these drugs are such that in many cases they are almost prohibitive. 
When a person is ill they must have these drugs and they must be paid for. 
Mr. Chairman, your committee was cognizant of this spiraling of costs and 
in 1954 increased the deduction for medical expenses from $2,500 to $10,000, the 
present maximum. This has been of great benefits to our people and has helped 
immensely. However, this spiral has continued and now there are instances 
where additional assistance in tax relief is needed due to excessive medical 
expenses. There is a definite need to increase the allowed deductible for medical 
expenses per year. By increasing this amount to $15,000, the taxpayer who has 
been unreasonably burdened with illness and hospitalization will receive needed i 
relief. This is only fair and equitable. 
I have discussed this bill with many of our colleagues, businessmen, doctors, 
farmers, lawyers, and others in almost every walk of life. Support for this 
measure among these persons was overwhelmingly in favor of its passage. I 
believe it is a good bill and one worthy of the committee’s full support and I | 
strongly urge your favorable consideration of H. R. 6076. | 


Mr. Brooxs. There is before the members of the committee a short 

statement from the Honorable N. B. Stoer of Shreveport, La. This 

bill was first introduced at his request. Since then, I have found any 

number of cases all over the United States of a similar nature. In 

fact, numbers of Members of Congress have talked with me about 

this same problem, and even members of the committe have discussed 

it with me. : 
The simple purpose of this bill, H. R. 6076, is to amend subsection | 

(c) of section 213 of the Internal Revenue Code of 1954, The deduc- 

tion allowed for hospital and medical, sick expenses, in the light of | 
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the present situation, is not quite realistic. For instance, the deduc- 
tion allowed now by the amendment of 1954 to the code is $2,500 per 
person, or a total of not exceeding $10,000 for hospital, medical, and 
doctor expenses. This bill would increase that amount of deduction 
to $15,000. 

This bill would also make it cumulative. That is, if a person had 
a very heavy medical expense here in the current year, he might carry 
that forward for 5 years. During that time, he could prorate the 
expenses that he has incurred, so that it would not completely put him 
out of business. 

We all recognize the fact that the taxpayer, and his dependents, too, 
who is ill has to get well if he is going to be put back on the list of 
active producers of wealth in this country, and likewise as active 
taxpayers. Therefore, his duty to himself primarily is to get well 
and come back into society as an active producing individual. Until 
that is accomplished, he is a cripple on society and he is dependent. 

We have to face the fact that during recent years the cost of hospital 
treatment, medical expenses, and even of medicine has soared. For 
instance, the Members of Congress who go out to Bethesda today will 
find that they have to pay in excess of $20 per day for merely a room 
out there, and of course, the incidental treatment. If we are doing 
that and that is the cost for officials of the Government, the cost to 
the individual throughout the United States for a room alone will 
be in proportion, if not in excess of that amount. 

Then, your cost for nurses has risen as the cost of everything else 
has gone uP» and the person who has to have three nurses a day for 
any extended period of time is not able even to approach getting 
within the limits of the deductions allowed by the act of 1954. 

In addition to that, we have developed wonderful medicines; miracle 
drugs they are called. But when we developed those, we also ran the 
price of drugs up. Some of these miracle drugs are beyond the reach 
of even Members of the Congress, and certainly are beyond the reach 
of some of our average people. 

So we have to face the fact that the deduction is not realistic for a 
man who is paralyzed, we would say, and who lies on a bed of pain 
over a eriod of time. It is not realistic for any man who has to be 
hospitalized over a period of time. 

In the instant case, Mr. Stoer has a wife who has been in the hospital 
for 2 years, and she has had to have nurses during that entire period 
of time. What is happening there is that he is paying a tax on the 
expenditures, and a heavy tax on the expenditures, necessary to keep 
his wife alive. This situation could have applied just as well to 
Mr. Stoer if he were the one who was ill. 

I have a neighbor who is a heavy taxpayer. He has recently died. 
He was paralyzed several years. The expenses that he incurred at 
times exceeded $150 a day, and they were necessary expenses in order 
to keep him alive with the hope of bringing him back as an active, 
functioning, producing taxpayer. 

But when he came to taxpaying time, there was no provision in the 
law that would adequately take care of him in a case like that. 

I think we ought to be realistic now in these times of inflation and 
try to help those who are in real, acute distress. 

I want to say this, finally. The cost of this is not going to be heavy. 
While we do not have a report from the Treasury on it, the cost can- 
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not be heavy, because it is the most unusual case that would be covered 
by this amendment, the novel case. A person with just a minor illness 
or slight injury is not going to be affected, one way or the other. But 
it is the unusual, aggravated case that needs to be helped. 

I submit to you members of the committee that consideration of 
this bill, from a humanitarian viewpoint, is not going to cost the United 
States Treasury any large amount of money. 

Thank you very much, Mr. Chairman and gentlemen of the com- 
mittee. If there are any questions, I will be happy to answer them. 


The Cuarmman. Mr. Brooks, the members have a letter from a Mr. 
N. B. Stoer, addressed to the members of the committee in behalf of 
H. R. 6076. Would you like that to appear in the record in connec- 


tion with your statement ? 

Mr. Brooks. I would like it very much. 

The Cuamman. Without objection, the letter will be made a part 
of the record. 


(The letter referred to is as follows :) 
JANUARY 16, 1958. 
Hon. Wripur D. MILs, 
Chairman of the Ways and Means Committee, 
House of Representatives, Washington, D.C. 

Mr. Chairman and members of the committee, here is respectfully submitted 
to your honorable members of the Committee of Ways and Means, a bill, H. R. 
6076, by Congressman Brooks of Louisiana, a copy of same having been furnished 
prior to this date. 

This bill is just and fair and necessary to bring about an adjustment in the 
income tax laws, to prevent injustice to citizens of the United States. 

The bill, if adopted, will prevent confiscation of funds of the unfortunate, 
faced with excessive costs of medical bills of all kinds after heart attacks, throm- 
bosis, and cerebral hemorrhage, resulting in many cases in paralysis, requiring 
trained nurses, doctors, and hospitalization for long periods. 

My personal experience is made clear by the accountant’s total of expenditures 
for the year 1956, of $21,821.15. 

Just think how unfair it is that the public have to pay the Government in 
similar instances about $10,000 in taxes on bills paid on the illness of their 
families, and think also of the fact that all of the people employed are paying 
a part of what they receive in taxes, such as nurses, doctors, drug stores, rest 
homes, et cetera. 

People in all walks of life who I have talked to agree with me, that the present 
law is unjust and unreasonable. 

You represent the people, this is what the people want, more than they want 
a tax cut; they want adjustment in the law to cover just such unreasonable and 
unfair requirements of the present law. 

Should you and I admit that this great and powerful and resourceful land of 
ours will be in any way lessened in its strength to be reasonable and fair with 
its citizens? 

We, the people, solicit your careful consideration of this bill, or something in 
your opinion as good or better, so clearly designed that there will be no question 
about your intentions to bring about this very seriously needed relief. 

In the name of all in the United States now suffering as a result of the unjust 
provisions of the existing income tax laws, in this particular respect I ask your 
favorable recommendation to Congress of this bill. 

Respectfully submitted. 

N. B. Storr. 


Mr. Brooks. As I say, Mr. Chairman, Mr. Stoer’s wife has been in 
the hospital for about 2 years. She is paralyzed. She is in a condi- 
tion where she is in a coma. For 2 solid years she has been in that 
situation. They cannot move her out of the hospital without expect- 
ing to lose her at once, and she is not useful in any respect. She re- 
quires the ultimate in attention. That type of case would be covered. 
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Mr. Foranp. Mr. Chairman ? 

The Cuarmman. Mr. Forand. 

Mr. Foranp. Mr. Brooks, I am sure all of us sympathize with the 
situation you have described. I want to announce for the record that 
Mr. Boggs has spoken to me about this case and had hoped to be 
here when the testimony was taken. The reason why he is not, as 
he know, is that he had to go down to Louisiana for the election, and 

e just has not gotten back in time. I wanted the record to show that 
that was the reason why he was not here this morning. 

The Cuarrman. Mr. Reed. 

Mr. Reep. Congressman Brooks, I am very much interested in your 
testimony. It brought to my mind something that occurred very close 
to my farm. A neighbor of mine, a young man, was riding in his 
tractor on a hill, and the tractor turned over and rolled on him, crush- 
ing his ribs, penetrating his liver, and making his legs practically 
useless. He was in the hospital in Buffalo for 1 year, and his hospital 
bill and doctor bill entailed an expense of several thousand dollars. 
He is back on his feet again, of course wearing all sorts of contraptions 
to carry on. He has developed a dairy with a pushbutton system to 
take care of the work on the farm and get along. 

Cases such as this and the one you described are certainly very real 
cause for alarm, and we would all like to see something done for them 
if we could. 

Mr. Brooks. This will cover your type of case, too. 

In Mr. Stoer’s case he has told me that his expenses exceed $20,000 
a year. He is not a wealthy man. He offered to come up here, and 
I told him that he was under such a heavy expense already through 
the illness that I thought we could present the matter and the commit- 
tee would understand his bill without the necessity of the expense of 
his coming here today. That is why he is not here. 

I thank you very much, Mr. Chairman. 

The Cuatrman. Are there any further questions? 

If not, Mr. Brooks, we appreciate your coming to the committee 
and discussing your bill and the problems involved with us. 

Mr. Brooxs. Thank you kindly, Mr. Chairman. 

The Cuarrman. Thank you, sir. 

(The following letter and enclosure were received by the com- 
mittee :) 

AMERICAN DENTAL ASSOCTATION, 
Chicago, Ill., March 10, 1958. 
Mr. Leo IrwIn, 
Clerk, Committee on Ways and Means, 
House of Representatives, 
Washington, D.C. 

Dear Mr. Irwin: There is enclosed a letter from the Council on Legislation 
of the American Dental Association to the chairman of the Ways and Means 
Committee, urging the elimination of the existing limitations on taxpayers’ right 
i: ‘en dental and medical expenses (sec. 213 of the Internal Revenue Code 
ot ive ° 

If the opportunity still remains, I will appreciate having the enclosed letter 


from Dr. Creig included in the record of the general tax revision hearings. 
Sincerely yours, 


BerNARD J. CONWAY, 
Secretary, Council on Legislation. 
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AMERICAN DENTAL ASSOCIATION, 
Chicago, Ill., March 10, 1958. 
Hon. WILBUR MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 

Dear REPRESENTATIVE Mrtis: The American Dental Association strongly urges 
that the existing limitations on a taxpayer's right to deduct dental and medical 
expenses under Federal income tax laws be eliminated from section 213 of the 
Internal Revenue Code of 1954. This recommendation was unanimously approved 
by the association’s house of delegates at its 1957 annual meeting. The official 
action is as follows: 

“Resolved, That Federal and State governments be requested to declare the 
payment of all dental and medical expenses as casualty losses and, as such, tax 
deductible.” 

The opportunity to deduct all dental and medical expenses as a casualty loss 
would be particularly beneficial to the taxpayer who has borne the expense of a 
catastrophic illness for himself or one of his dependents. The small business 
operator, for example, who because of a serious and complicated illness bears a 
$3,000 expense for hospitalization and treatment, suffers a casualty loss at least 
as disastrous as a business fire loss or any other recognized business casualty 
loss. In fact, recovery from the typical business casualty may be much easier 
than recovery from a serious or disabling illness or injury. 

Additionally, the American Dental Association is convinced that the removal 
of the limitations on dental and medical expense deductions would encourage 
many citizens to seek treatment for their health conditions at an early stage of 
illness. This would unquestionably act to reduce not only the tremendous cost 
of health care, but, more importantly, it would make for healthier citizens bet- 
ter able to contribute to the much needed expansion of our national economy. 

The American Dental Association again urges that the existing limitations on 
the right of taxpayers to deduct dental and medical expenses within section 213 
of the Internal Revenue Code of 1954 be eliminated. 

Sincerely yours, 
RALPH CrEIG, 
American Dental Association. 


The Cuarrman. The next witness is our colleague from Wyoming, 
Mr. Thomson. Is Mr. Thomson present ¢ 

(No response. ) 

We will now hear from our colleague, the Honorable Victor L. 
Anfuso, of New York. 


STATEMENT BY CONGRESSMAN VICTOR L. ANFUSO, OF NEW YORK 


Mr. Anruso. Mr. Chairman and members of the committee, I appre- 
ciate the courtesy you are extending me in presenting my views on two 
of my bills which your committee is considering. 

The first bill I want to discuss is H. R. 3601, which I had introduced 
originally in the 84th Congress and reintroduced in January 1957. 
This bill seeks to help the low-income taxpayer in two ways: (1) raise 
the existing tax exemption from $600 to $800 for all taxpayers and 
their dependents; (2) provide a special deduction to taxpayers for 
educational expenses up to $1,000 which they incur in connection with 
the college education of their dependent children. 

I prefer to call it “The Poor Man’s Tax Reduction and Education 
Bill,” because of the two features it contains. 

Income tax day, April 15, is almost around the corner and soon we 
shall be deluged with complaints from taxpayers who are having a 
tough time making ends meet. This year, with a growing unemploy- 
ment and a mild recession, the demands for decreasing the tax burden 
will be greater by the low- and middle-income groups. These groups 
have shared very little in tax reductions in recent years, most of the 
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tax benefits having gone to the upper income strata, the big investors 
and big business generally. 

Because of the limited time allotted me, I shall not dwell at length on 
this phase of my bill. I merely want to stress that a tax cut for low- 
wage families is urgent because of the high cost of food and other es- 
sentials of life. Adoption of my proposal would mean about $3 more 
each week in the average wage-earner’s pay envelope, or about $150 
additional income per family per year. This cut will not necessarily 
constitute a total loss to the Government. The added income will aug- 
ment the purchasing power of the Nation, it will stimulate greater 
consumption of all types of goods, and will improve business every- 
where—something which is highly desirable at this time. Some of this 
money will be coming back into the United States Treasury in the form 
of income tax, sales tax, and other taxes. 

The second phase of my bill, namely, providing a tax deduction of 
up to $1,000 for college expenses, is a most timely proposal. We hear 
a great deal about the need to train scientists, engineers, teachers, 
and so forth. There are a number of proposals for establishing schol- 
arships for high school students who are ready to enter college. But 
the proposal I make in this bill seems to me to be the most logical and 
the least of the giveaway proposals. In providing a tax deduction for 
parents who must carry the burden of a college education for their 
children all by themselves, we shall help them carry this burden with 
greater ease and we shall also provide an incentive to learning for 
many others who could not otherwise afford a college education. This 
idea, to me, seems more democratic because it is a direct aid to those 
parents and students who require such aid. 

I think it should be clearly understood that all these races in which 
we are currently engaged, in science, in weapons, in nuclear and atomic 
energy, in the race to influence men’s minds, constitute basically a 
battle for brainpower. Whoever wins that battle will win the struggle 
for survival. The battle for brainpower will be determined by the men 
and women now in the process of training and those to be trained in 
the future. In other words, our national security, our prosperity, our 
very survival in the future is being decided in today’s classrooms in the 
schools and colleges. This is one battle we cannot afford to lose. 

There is no doubt in my mind that we have the brainpower, but I 
am not so sure that we are developing it sufficiently. I feel that we 
are not doing enough to encourage our youth, to afford them with the 
means and the opportunities to develop their capabilities in accord- 
ance with the needs of the country in this crucial era. I feel that we 
should encourage larger number of American youth to seek a higher 
education. 

In a report of the Subcommittee on Research and Development of 
the Joint Committee on Atomic Energy, dated July 12, 1956, on the 
subject “Shortage of Scientific and Engineering Manpower,” one 
of the recommendations reads as follows: 


Greater encouragement of students with high ability to continue their education 
beyond the high school and removal of economic barriers. 


Note the last part of that recommendation “removal of economic 
barriers” as a means to enable students to continue their education. I 
need not belabor the point that a college education is an expensive 
undertaking these days, which is often beyond the reach of low and 
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middle income families. Parents today find themselves in a tight 
spot when they have to spend $1,500 to $2,000 or even more per year 
for their child’s college education. The $600 tax deduction, for a 
dependent child to which they are entitled is pitifully below the real 
costs of maintaining a child in college. Thus, many capable and 
worthy students who should continue their education are deprived 
of this opportunity. 

Let me give you an example with which I am personally acquainted. 
My administrative assistant has a boy of 17, who is graduating from 
high school next June. The boy is president of his class, ranks in 
the upper third of the graduating class of some 400 students, he is 
president of the dramatic club, a member of the debating club, the 
school band, the military cadets, the radio workshop, the student 
council, and other school activities. His first desire was to enter 
Cornell University, but upon checking it was learned that enrollment 
at Cornell’s Arts and Science School would cost about $2,000, in- 
cluding room and board. By enrolling in a school in the District 
of Columbia, where the boy would live and eat at home, the cost for 
tuition, books, fees, and so forth would be about $1,000. But even 
this expense is being weighed, since there are two younger children 
and an aged mother who lives with the family. A tax deduction for 
college expenses, such as indicated in my bill, would do the trick. 
At the present time, the boy’s continued education is in the doubtful 
stage. 

The loss in such instances is not merely that of the individual con- 
cerned or his family. When multiplied in the thousands and tens of 
thousands it constitutes a loss for the whole Nation—a terrific loss of 
brainpower. For this reason, for our own self-interest, we must adopt 
a more realistic approach to this problem. A deduction on college 
expenses up to $1,000 is a step in the right direction. 

t may be asked: How much of a tax saving would this proposal 
mean for parents, and how much of a loss in revenue would the Gov- 
ernment suffer? I can only make a rough estimate. The number 
of college students in the country is about 1,900,000. Taking into 
account expenses for tuition, room, board and other costs, the total 
loss in revenue to the Government would be around $200-250 million 
annually. Parents granted this deduction would have about $100- 
150 annually, which means they would be helped to the extent 
of about $500-600 over the 4-year period when their child attends 
college. This may not be a huge sum, but it would be helpful and 
encouraging to many parents and prospective college students. 

Let me point out another factor to this committee. A taxpayer 
is allowed a deduction for contributions made to educational imsti- 
tutions. In that case, I ask: If the taxpayer can deduct such con- 
tributions for the education of others, not known to him, why should 
he not be entitled to a deduction for his contribution toward the 
education of his own children? I believe it makes sense. 

And, finally, unless tax deductions are permitted to ease the burden 
of the costs of higher education, our colleges and universities will 
become more and more dependent on Federal and State subsidies, 
grants through scholarships, and so forth. While I regard such sub- 
sidies and grants as necessary to some extent, I believe grave damage 
will be done to our system of education in the future if our institu- 
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tions of higher learning become totally dependent on the support of 
the Government, and the role of the individual is completely over- 
shadowed or ignored. 

Mr. Chairman and members of this committee, I feel that your 
committee is now in a position to render a great service to the Ameri- 
ean people, to the American system of education, and to the future 
security of our Nation, by the adoption of the proposal to allow tax 
deductions for college expenses along the lines indicated in my bill. 

(H. R. 3601 is as follows :) 


[H. R. 3601, 85th Cong., 1st sess.] 


A BILL To increase from $600 to $800 the personal income tax exemptions of a taxpayer 
(including the exemptions for a spouse, the exemption for a dependent, and the additional 
ee for old age or blindness) ; and to provide a deduction for certain expenses 
paid by a taxpayer for the education of his children 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That (a) the following provisions of the 
Internal Revenue Code of 1954 are amended by striking out “$600” wherever 
appearing therein and inserting in lieu thereof “$800” : 

(1) Section 151 (relating to allowance of deductions for personal 
exemptions) ; 

(2) Section 642 (b) (relating to allowance of deductions for estates) ; 

(3) Paragraphs (1) and (3) of section 6012 (a) (relating to persons 
required to make returns of tax) ; 

(4) Section 6013 (b) (3) (A) (relating to assessment and collection in 
the case of certain returns of husband and wife) ; and 

(5) Section 6015 (a) (2) (A) (relating to declaration of estimated income 
tax by individuals). 

(b) The following provisions of the Internal Revenue Code of 1954 are amended 
by striking out “$1,200” wherever appearing therein and inserting in lieu thereof 
“$1,600” : 

(1) Section 6012 (a) (1) (relating to persons required to make returns 
of tax) ; and 

(2) Section 6013 (b) (8) (A) (relating to assessment and collection in 
the case of certain returns of husband and wife). 

Sec. 2. (a) Section 3 of the Internal Revenue Code of 1954 (relating to optional 
tax if adjusted gross income is less than $5,000) is amended by striking out “who 
has elected for such year to pay the tax imposed by this section, the tax shown 
in the following table:” and inserting in lieu thereof ‘“‘who has elected for such 
year to pay the tax imposed by this section— 

“(1) In the case of a taxable year beginning after December 31, 1956, the 
tax shown in a table which shall be prescribed by the Secretary or his 
delegate. The table prescribed under this paragraph shall correspond in 
form to the table in paragraph (2) and shall provide for amounts of tax 
in the various adjusted gross income brackets approximately equal to the 
amounts which would be determined under section 1 if the taxable income 
were computed by taking the standard deduction. 

“(2) In the case of a taxable year beginning before January 1, 1957, the 
tax shown in the following table:”. : 

(b) Section 4 (a) of the Internal Revenue Code of 1954 (relating to rules for 
optional tax) is amended by inserting after “the table in section 3” the following: 
“and the table prescribed under section 3”. 

Sec. 3. (a) Section 3402 (b) (1) of the Internal Revenue Code of 1954 (relating 
to percentage method of withholding income tax at sources) is amended by 
striking out the table and insering in lieu thereof the following: 
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“Percentage Method Withholding Table 





“Payroll period 2 — 
*Payro! one - 
holding 
exe 
Weil. on céncccns ccc cbd gids pacdesusesd lian bere. Daa abla oe $17. 00 
AWE io cavinnc ccvndwtnindcvddiinnsbdinsodundcidegetlds tie Csaba casein 37. 00 
Hemlmensny. ooo ccnn ccc inccccccasdecscc pe ctandceassaneencsscuheccks ase eeeseaysnahseese 37. 00 
i nincctcnnceacsiesth aipadpadesynadtcbadsendendh ay tedaneboeanadana aan 74.00 
QE (idnd da ceccccbnccoviudlpascessededouiesdicbuebtis a til skis. sds tlodh been 222. 00 
Gen AO nin sax asscsonnnsdwcctdecittnnws+ncewbqanoneeeqvetandamnnehwemegbeemtnteds 444.00 
IE 15, a thn caeninnibine nie embtdansnidiadsdehhandimanonndeinacdcllassiede dmummmdioal 889. 00 
Daily or miscellaneous (per day of such period) ...-.........--.-.---.----------------.-- 2. 40” 


(b) So much of paragraph (1) of section 3402 (c) of the Internal Revenue 
Code of 1954 (relating to wage bracket withholding) as precedes the first table 
in such paragraph is amended to read as follows: 

“(1) (A) At the election of the employer with respect to any employee, 
the employer shall deduct and withhold upon the wages paid to such em- 
ployee after December 31, 1957, a tax determined in accordance with the 
tables prescribed by the Secretary or his delegate, which shall be in lieu 
of the tax required to be deducted and withheld under subsection (a). The 
tables prescribed under this subparagraph shall correspond in form to the 
wage bracket withholding tables in subparagraph (B) and shall provide 
for amounts of tax in the various wage brackets approximately equal to the 
amounts which would be determined if the deductions were made under 
subsection (a). 

“(B) At the election of the employer with respect to any employee, the 
employer shall deduct and withhold upon the wages paid to such em- 
ployee before January 1, 1958, a tax determined in accordance with the 
following tables, which shall be in lieu of the tax required to be deducted 
and withheld under subsection (a) :”. 

Sec. 4. (a) Part VII of subchapter B of chapter 1 of the Internal Revenue 
Code of 1954 (additional itemized deductions for individuals) is amended by 
adding at the end thereof the following new sections: 


“SEC. 218. EXPENSES FOR EDUCATION OF CHILDREN. 


“Amounts paid by the taxpayer during his taxable year for the education of 
an individual, but only— 

“(1) if such individual is the son, daughter, stepson, or stepdaughter 
of the taxpayer and the taxpayer is entitled to an exemption for such 
year under section 151 with respect to such individual ; 

“(2) if such individual is pursuing a bona fide course of education beyond 
the high-school level at a school, college, university, or other educational 
institution ; and 

“(3) to the extent that the amounts so paid during the taxable year do 
not exceed $1,000 with respect to such individual. 

Subsistence expenses shall be allowed under this section with respect to any 
individual only while such individual is attending an educational institution 
away from home. For the purposes of paragraph (1) of this section, a legally 
adopted child of a person shall be considered a child of such person by blood.” 

(b) The table of sections for such part VII is amended by adding at the end 

thereof the following: 
“Sec. 218. Expenses for education of children.” 

Sec. 5. The amendments made by the first two sections of this Act, and by 
section 4 of this Act, shall apply only with respect to taxable years beginning 
after December 31, 1956. The amendments made by section 3 of this Act shall 
apply only with respect to wages paid after December 31, 1957. 


Mr. Anruso. My bill, H. R. 4737, which I introduced just about 
a year ago, seeks to amend the Internal Revenue Code of 1954 by pro- 
viding that interest received by individuals from United States savin 
— shall be excluded from their gross income and, therefore, not S 
taxable. 


20675—58—-pt. 83-54 
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For some time now the United States Treasury Department has been 
reporting that the American people have been redeeming more Gov- 
ernment defense and savings bonds than are being purchased. I have 
some official figures here which I obtained from the Treasury Depart- 
ment which indicate the trend: 


Series BE and H bonds sold to individuals 


1956 1957 
gn NR RR A I a eae i a A a Sl _.| $5,043, 000, 000 $4, 507, 000, 000 
4, 832, 000, 000 5, 469, 000, 000 


Redemptions of E and H bonds......___._...........--------------- 





Thus, while in the year 1956 the Treasury sold $211 million more 
bonds than were redeemed, we find that in the year 1957 the American 
public has cashed nearly a billion dollars worth of bonds ($962 million, 
to be exact) over what has been sold in the same year. 

While I do not pretend to know all the reasons for this situation, I 
believe that the low interest rates paid on these bonds had something 
to do with it. In other words, it is very likely that many people, par- 
ticularly larger investors, cashed in their bonds and invested the money 
elsewhere where they were able to get 314, 4, or even more percent on 
their investment instead of the 314 percent they get on United States 
savings bonds. 

Another likelihood for the large redemptions may be the steadily 
rising cost of living or unemployment which necessitates using family 
savings to meet essential needs. 

Incidentally, it is worth noticing that of the $5,469,000,000 worth of 
bonds redeemed in 1957 the interest accruing on these bonds amounted 
to $772 million. Since the $772 million is considered gross income and, 
therefore, taxable, the net value of the bond was actually less. 

Millions of Americans are holding series E and H bonds worth a total 
of $41,578,000,000. This isan important part of our Nation’s financial 
structure, as well as a sizable savings nest for millions of families. 
Many of them are now wondering what to do about their bonds. In- 
flation has wiped out much of the value of the interest earned on the 
bonds, while taxes on the interest takes the rest. This, too, explains 
why there is a growing trend of redemptions or cash-ins. 

If this trend continues, it will mean that the United States Treasury 
will have to make huge outlays of funds to finance the redemptions— 
and that may have an adverse effect upon our economy at a most in- 
opportune time. It may help speed the current recession. We must 
find ways to convince the American public to hold on to these bonds 
and to purchase new ones as a profitable investment. 

I suggest that one of the most attractive ways to achieve this is to 
make the interest earned on savings bonds tax-exempt. By making the 
series E and H bonds nontaxable, we would provide such an incentive 
for people to hold on to their bonds and purchase new bonds. I urge 
you to approve my bill and in this way help to reverse the current trend 
and stimulate greater sales of United States savings bonds. 

(H. R. 4737 is as follows :) 
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[H. R. 4737, 85th Cong., 1st sess.] 


A BILL To amend the Internal Revenue Code of 1954 to provide that interest received by 
individuals upon United States savings bonds shall be excluded from gross income 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That section 103 (b) of the Internal Revenue 
Code of 1954 (relating to exclusion from gross income of interest on certain gov- 
ernmental obligations) is amended by adding at the end thereof the following 
new sentence: “Notwithstanding the preceding sentence and notwithstanding the 
provisions of section 4 (a) of the Public Debt Act of 1941 or of any other law, 
gross income does not include interest received or accrued by a taxpayer (other 
than a corporation) upon United States savings bonds issued under section 22 of 
the Second Liberty Bond Act.” 

Sec. 2. The amendment made by the first section of this Act shall apply only 
with respect to taxable years ending after the date of the enactment of this Act. 


The Cuarrman. Our next witness is Mr. James W. Cassedy. 
Please come forward, Mr. Cassedy, and identify yourself for the 


record by giving your name, address, and the capacity in which you 
appear. 

{r. Hertone. Mr. Chairman, I wonder if I might have unanimous 
consent to put an item in the record. 

The Cuarrman. Mr. Herlong. 

Mr. Hertone. I have here a statement issued by Dr. Oliver C. Car- 
michael, president of the Converse College, Spartanburg, S. C., in 
connection with the tuition tax credit plan for colleges. I wonder if I 
might get permission to put that in the record. 

he CHarrMAN. Without objection, it will be included in the record. 
(The statement referred to is as follows.) 


STATEMENT OF Dr. OLIVER C. CARMICHAEL, PRESIDENT OF CONVERSE COLLEGE, 
SPARTANBURG, 8S. C. 


THE TUITION TAX CREDIT PLAN—-AN ANSWER TO FEDERAL AID 


American colleges and universities, both public and private, face greater 
challenges than ever before in their history. The era of sputnik makes it im- 
perative for them to render ever-expanding services. And yet, they cannot 
obtain sufficient revenues to permit even a minimum satisfactory pay scale for the 
members of their faculties, let alone a pay scale which will attract young people 
to the teaching profession. To permit further deterioration will intensify the 
crisis in geometric progression. 

Private institutions have been unable to keep pace with the inflationary spiral 
because of decreased value of endowment income and the inability to adequately 
increase tuition and fees because to do so would price them out of the market. 
State colleges and universities have suffered because of the Federal-State tax 
structure which takes proportionately more and more money from the people for 
operation of the Federal Government and less and less for State, county, and 
local activities. 

Great strides have been made to increase corporate, individual, and church 
support for private colleges. State and local governments have levied taxes to 
increase revenues for the public colleges and universities. However, financial 
resources continue to be woefully inadequate. Whereas salaries paid in other 
professions and vocations have kept pace with the rising cost of living, faculty 
salaries have fallen to a point where the entire educational structure is in danger. 
Action must be taken to reverse these devastating trends. 

The American people sense this crisis in education. They are properly de- 
manding and expecting remedial legislation. On the other hand, there is a deep- 
seated fear of Federal control, the loss of independence by the private and 
church-related institutions, and a decrease in autonomy of State colleges and 
universities. The answer to this dilemma is the tuition tax-credit plan, a plan 
which helps all the people, and its grants proportionately greater tax benefits 
to those in the low-income brackets than the high. Although such a plan has 
been presented in many forms, it is one which would permit credit up to a certain 
amount of the total income tax due by an individual. 
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In order to illustrate the principle involved as well as distinguish it from a 
tax-deduction plan, the following example is given: 

At the end of a tax year, Mr. Taxpayer owes a Federal income tax of $750. 
He has paid tuition and fees of $400 for his son to attend college. 

If the tuition tax-credit plan permitted up to $300 credit, Mr. Taxpayer would 
be entitled to a full $300 credit. By subtracting this amount from the $750 due, 
he would pay Federal income taxes of $450. 

The advantages of the tuition tax-credit plan are many. Immediately upon 
the passage of such legislation by Congress, all colleges and universities could 
increase their charges up to the full amount of the tax credit allowed. Such 
an increase would not affect adversely any parent who pays a Federal income 
tax of $300 or more a year. For those who pay less or no taxes at all, a scholar- 
ship program based on need could be established. If such legislation were 
extended to include tax credit for anyone paying tuition and fees, regardless 
of his relationship to the student, adequate scholarship moneys would be forth- 
coming from private sources alone. 

Such a plan would assist every college and university in the land. A college 
of 500 students, for example, would be able to increase tuition by $300 per 
student, thus increasing annual operating income by $150,000. <A State university 
of 10,000 students could increase its annual operating revenue by $3 million 
without adding a single State tax. If every college and university took full 
advantage of this enabling legislation, based on the present enrollment of 3 
million students, $900 million would be directed into the lifeblood of our colleges 
and universities. As enrollments increase, additional moneys would be forth- 
coming. 

It has been argued that this type of legislation would be unwise because of the 
loss of revenue to the Federal Government. Assuming that higher education 
needs these moneys, and there seems to be general agreement on this point, this 
argument is not sound. What is the difference revenuewise between spending 
$1 billion as a subsidy and collecting $1 billion less taxes? 

On the other hand, under the tuition tax-credit plan there would be no expen- 
sive overhead and no possibility of the regulation of the individual colleges by 
the Central Government. Both public and private colleges and universities could 
avail themselves of the increased revenues in direct proportion to the number 
of students enrolled in each institution. The plan is flexible, for Congress could 
regulate the amount of tax credit up or down—depending upon the estimated 
financial needs of institutions of higher learning. 

The tuition tax-credit plan is reasonable legislation and clearly in the public 
interest. 

If you desire strong colleges and universities, if you believe in preserving the 
American dual system of education wherein approximately one-half of the stu- 
dents attend private colleges and.the other half public colleges, if you wish for 
control to remain in the hands of private boards of trustees, churches, States, 
eounties, and local communities, if you feel the necessity for immediate action 
without sacrifice of these principles, you should write your Congressman, Senator, 
and the chairman of the Ways and Means Committee of the United States Con- 
gress urging passage of a tuition tax-credit plan. 


The Cxamman. Mr. Cassedy, have you identified yourself for the 
record ? 


STATEMENT OF JAMES W. CASSEDY, IN BEHALF OF THE MOTOR & 
EQUIPMENT WHOLESALERS ASSOCIATION, WASHINGTON, D. C. 


Mr. Cassepy. Mr, Chairman and members of the committee, my 
name is James W.Cassedy. J am the general counsel of the Motor and 
Equipment Wholesalers Association, and on behalf of our members 


I thank you for the Opportunity of presenting a statement relative to 
the reduction of individual and corporate income tax rates. 


The Motor and Equipment Wholesalers Association is a large and 
very active trade association composed of nearly 2,000 independent 
automotive wholesalers, who are engaged in the sale and distribution 
of automotive parts, equipment, tools, and accessories in the automo- 
tive replacement market through approximately 4,000 wholesale trade 
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outlets located in every State of the United States, the District of 
Columbia, and a few also in Canada, 

The Cuarrman. Mr. Cassedy, can you complete your statement in 
the 5 minutes that have been allotted to you, sir? 

Mr. Cassepy. Yes. 

The Cuatrman. Fine. If any portions of it are omitted in your 
overall testimony, they will be included in the record. 

Mr. Cassepy. ‘Than you, Mr. Chairman. 

Mr. Chairman, our members are engaged in business as individuals, 
partnerships, unincorporated firms, and corporations under the laws 
of the various States and the District of Columbia where they are 
located. Many are very small, employing less than 10 employees, 
while a few are more substantial, employing as many as 100 employees; 
but all of our members may be classified as typical small-business men 
with limited capital and scope of operation. 

Our members buy their automotive merchandise from manufac- 
turers that make and sell products for the automotive replacement 
market and resell such merchandise to garages, repair shops, service 
stations, car dealers, fleet operators and other retail trade outlets. In 
so doing, our members compete not only with other automotive whole- 
salers, but also with automobile manufacturers, oil companies, rubber 
tire companies, car dealers, chain stores, mail order houses, and others 
that sell and distribute automotive replacement products. 

During the present year it is estimated that there will be more 
than 65 million automobiles, trucks, buses, and other vehicles on high- 
ways and streets. The transportation of officials, laborers, and em- 
ployees to their place of work in private industry and in Government, 
helen and teachers to their schools, the sick and injured to hospitals, 
and other travelers for business and receration make it necessary, to 
maintain our American way of life on wheels, that these automotive 
powered vehicles be repaired when disabled and kept in good operating 
condition. 

To do this it is the function of our members and other automobile 
wholesalers to provide ready availability of literally hundreds of thou- 
sands of different replacement parts for the many different makes and 
models of automotive vehicles produced during the past 15 or more 
years and still being used. Obviously, if an automotive wholesaler 
is to perform this function properly, he must invest his money in a 
tremendous inventory of automotive merchandise, must tie up his 
capital in stock on the shelf that is slow moving and rapidly depre- 
ciates to the point of no value, becomes obsolete and is unsalable. 
Thus, obsolescence is an economic factor that is as important to an 
automotive wholesaler as his operating and marketing costs, in deter- 
mining the value of his capital resources and the amount of the profit 
or loss in his business. 

Our members realize that inadequate capital resources and under- 
capitalization cause the majority of small-business maladies and fail- 
ures, and are even more common causes of the failure of a business to 
grow. In these days of inflation, particularly as to prices, a business 
may appear to have grown considerably, while in reality it has stood 
still or possibly regressed. Conservative estimates have been made 
that inflation is responsible for 5 percent or more of the annual sales 
increase. 
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Under the present Internal Revenue Code, there is a personal ex- 
emption of $600. A similar exemption for small business could work 
wonders in their profit structures. For example, suppose an auto- 
motive wholesaler has a net sales volume of $400,000. Of this amount, 
it is estimated that 5 percent of $20,000 is due to inflation. If the tax 
rate is 30 percent, he will have to pay $6,000 for income taxes, even 
though the business has made little or no profit from its operations. 
This small business, then, is in a position of having $6,000 less for its 
capital available to purchase new inventory to replace that sold. The 
inevitable result is a curtailment of business growth. 

An idea suggested by one of our members, to compensate for that 
curtailment of growth, is a revision of the Internal Revenue Code to 
allow a deduction from taxable income that would compensate for 
the loss due to inflation. He assumes, as in the previous example, the 
automotive wholesaler has a capital investment of $200,000, which is 
a reasonable figure, according to accountants. If he were given a 
deduction of 3 percent of his capital investment, it would amount to 
$6,000, which would equal the amount of his taxes, that are due to 
inflation. If this amount were credited to his income-tax account 
to compensate him for the inequity of paying taxes when he has made 
little or no actual profit, but only paper profit due to inflation, his 
capital position would be considerably improved. 

I do not know that this idea is novel, or whether or not it has 
possibly been presented in other forms to you. But we do believe that 
it is something that should be considered. 

Capital positions similarly improved for small businesses across 
the Nation will most certainly result in improved business conditions, 
and business growth will inevitably follow. It is axiomatic that tax 
revenues will increase in direct proportion to the success of a growing 
business. 

Our members are cognizant of the views publicly expressed by our 
governmental leaders regarding the need for huge increases in our 
defense spending. We are fully in agreement with the proposition 
that our Government should spend what is needed to protect our 
Nation, but despite inevitable increased expenditures in light of to- 
day’s world conditions, we believe a reduction in taxes is feasible. 

Documentation now exists of governmental’ waste and inefficiency 
through overlapping of Federal functions and duplication of effort 
in virtually all areas of governmental activity. We believe that this 
waste and inefficiency can be eliminated through adoption of more of 
the recommendations of the bipartisan Hoover Commission for re- 
organization of the governmental agencies. We understand that over 
60 percent of these recommendations have not yet been adopted. We 
believe that many unneeded items in our defense budget can also 
be eliminated. 

Moreover, it is our bleief that the present high combined corporate 
income tax rate and the steeply progressive individual income tax rate 
are serving to prevent an adequate flow of venture capital into new 
and expanding business; that the present income tax rates are oppres- 
sive, unfair, and discriminatory: that they penalize hard work, dis- 
courage initiative and ambition, restrict capital formation, destroy 
industrial vitality, and frustrate business achievement. 

Specifically, we believe that a reduction in the tax rates would re- 
vive our economy, would stimulate production, sales and consumption 
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of products, and would result in an increase in the national income 
over and above our normal economic growth. 

During past sessions of Congress many bills have been introduced 
that dealt with the subject of taxation, but in our opinion the princi- 
ples in the Sadlak-Herlong bills, H. R. 6452 and H. R. 9119, provide 
a definite, orderly, and sensible plan for the reduction of corporate and 
individual income tax rates by curtailment of governmental expendi- 
tures and by taking the reductions from the increased revenues of our 
normal economic growth during the next 5 years. In other words, we 
endorse the Sadlak-Herlong bills as being the best of numerous solu- 
tions that have been offered for our problem. We think that it is a 
realistic tax reduction program. It comes closest to fulfilling needed 
tax reform of all those that we have studied. 

The individual income tax rates in each bracket would be reduced, 
the lowest bracket being reduced from 20 to 15 percent and the highest 
bracket being reduced from 91 to 42 percent. The corporate income 
tax rate would be reduced from 52 to 42 percent. 

Under the present tax laws, an automotive wholesaler corporation 
with a $40,000 taxable income in 1957 would pay 30 percent of $40,000, 
or $12,000, plus 22 percent of $15,000, or $3,000, making a total of 
$15,300. 

Under the Sadlak-Herlong bills, the same corporation will pay: 

For 1958: 28 percent of $40,000, or $11,200; and 22 percent of 
$15,000, or $38,300, making a total of $14,500 and a saving of $800. 

For 1959: 26 percent of $40,000, or $10,400, and 22 percent of 
$15,000, or $3,300, making a total of $13,700 and a saving of $1,600. 

For 1960: 24 percent of $40,000, or $9,600, and 22 percent of $15,000, 
or $3,800, making a total of $12,900 and a saving of $2,400. 

For 1961: 23 percent of $40,000, or $9,200, and 21 percent of $15,000, 
or $3,150, making a total of $12,350 and a saving of $2,950. 

For 1962: 22 percent of $40,000, or $8,800, and 20 percent of $15,000, 
or $3,000, making a total of $11,800 and a saving of $3,500. 

The total tax saving of this 1 automotive wholesaler corporation 
during the next 5 years under the Sadlak-Herlong bills, in the event 
there are no postponements of the effective dates of reductions, would 
be $11,250. It is estimated that there are approximately 12,000 auto- 
motive wholesalers. On this basis, if it is assumed that one-third 
are corporations with an annual taxable income of $40,000, the com- 
bined tax saving of this small segment of 1 industry during the next 
5 years would be $45 million. 

Thus, the effect of the enactment of legislation containing the princi- 
ples of the Sadlak-Herlong bills would stimulate the flow of new 
capital into new and expanding business, replacement of inventory, 
machinery and equipment, additional employees, debt retirement and 
a broader scope of operation. Such legislation would pave the way 
to a sound national economy by bringing into balance Government 
spending and tax revenue, would discourage inflation, would create 
more incentive for constructive work and thrift, and would give the 
taxpayers some relief from an unreasonable tax burden. 

In conclusion, the Motor & Equipment Wholesalers Association 
recommends : 

1. That inefficiency and waste through unnecessary governmental 
spending, overlapping of functions, and duplication of effort be elimi- 
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nated by adoption of more of the recommendations of the Hoover 
Commission. 

2. That the Internal Revenue Code be revised so as to allow a busi- 
ness an exemption, in the form of a deduction of 3 or more percent 
of its capital investment, or otherwise to compensate for the progressive 
increase in the cost of inventory each year and the inequality of paying 
taxes when the business has made little or no actual profit , but only 
paper profit due to inflation. 

8. That a realistic tax reduction program be enacted containing the 
principles of the Sadlak-Herlong bills which we believe come closer 
to fulfilling needed tax reform than any we have studied. 

We thank you for this opportunity. 

The Cuatrman. We thank you, sir, for coming to the committee 
and giving us the benefit of the views of yourself and your organiza- 
tion. 

Are there any questions? 

Thank you, sir. 

Our next witness is Mr. John J. Wicker, Jr. 

Mr. Wicker, will you please identify yourself for the record by 
giving us your name, address, and the capacity in which you appear. 


STATEMENT OF JOHN J. WICKER, JR., COUNSEL, MUTUAL INSUR- 
ANCE COMMITTEE ON FEDERAL TAXATION, RICHMOND, VA. 


Mr. Wicker. Mr. Chairman and gentlemen of the committee: My 
name is John J. Wicker, Jr. I am a lawyer from Richmond, Va. I 
am now and have been for a number of years counsel for the Mutual 
Insurance Committee on Federal Taxation. In that capacity, I repre- 
sent over 600 mutual fire and casualty companies with millions of poli- 
cyholders and taxpayers. As you may see from the tabulation of mem- 
ber companies, filed herewith, the mutual committee membership in- 
cludes mutual companies of all sizes, principally the smaller companies, 
from all sections of our country. 

Mr. Chairman and gentlemen, to save the time of the committee, and 
in view of all that the committee has been through, which I appre- 
ciate somewhat—because some years ago I was a member of the finance 
committee of the Senate of Virginia, and we used to have to sit through 
many long times on things such as you are going through—I will not 
read from the charts attached to my statement, but I would like to have 
them, as well as the lists, included in the record, please. 

The Cuarrman. Without objection, the charts and other appendixes 
will be made a part of the record. 

Mr. Wicker. Thank you, sir. 

(The charts and lists referred to begin on p. 3299.) 


MUTUALS ARE NOT SEEKING TAX REDUCTION 


Mr. Wicker. At the outset I want to make this very clear. We are 
not here seeking any tax reduction, for ourselves or anyone else. Nor 
are we seeking to shift our tax burden to anyone else. We are here 
because there has been presented to you what we believe to be a dan- 
gerously unsound tax proposal, one that would nearly double the tax 

urden of over 25 million mutual policyholders, and yet produce no 
appreciable increase in tax revenue for the Federal Government. 
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NATIONAL COMMITTEE FOR INSURANCE TAXATION IS BASICALLY THE 
ALLSTATE COMMITTEE 


On January 14, 1958, a statement urging the adoption of a tax plan 
was presented to your committee by representatives of an organization 
calling itself the “National Committee for Insurance Taxation.” That 
committee came into being about 4 years ago to serve as a front for 
fae fore shlietate Insurance Cos., which are solely owned by Sears Roe- 

uck & Co. 

Since this new organization has been and is dominated and con- 
trolled and largely financed by the two Allstate Cos., and since the pro- 
pore tax plan was first presented by the two Allstate Cos., and since, 

urther, 1 of the 2 speakers that appeared before you recently on behalf 
of that organization was a high official of Allstate, we will refer to 
that organization hereinafter as the Allstate committee. 


ALLSTATE COMMITTEE MEMBERSHIP INCLUDES HARDLY ANY MEMBERS OF 
NATIONALLY RECOGNIZED STOCK INSURANCE ASSOCIATIONS 


It is significant, we believe, that with very few exceptions no member 
company of the Allstate committee is a member of the National Board 
of Fire Underwriters nor of the Association of Casualty & Surety Com- 
panies. These two organizations have long been recognized as the 
leading trade associations of purely stock insurance companies, and 
the members of these associations write the great bulk of the stock 
fire and casualty insurance business. 

To the best of our knowledge, neither of these associations has indi- 
cated any desire for a change in the insurance tax laws, either for 
themselves or for the mutuals. And, although there are some elements 
in the present law that we do not like, we are not asking for any 
changes either. 


FACTORY MUTUALS AND RECIPROCALS COVERED BY SEPARATE STATEMENTS 


The mutual committee does not include the 13 companies generally 
referred to as factory mutuals. Their attitude with regard to their 
own Federal taxation has already been presented to you. Nor do we 
represent the interinsurance exchanges, generally called reciprocals, 
whose position will be presented to you jater tody. 


EXISTING TAX PLANS IN EFFECT SINCE 1942 


For the record, may I remind you that mutual fire and casualty com- 
panies are taxed under sections 821, 822, and 823 of the Internal Reve- 
nue Code as amended. Under these sections mutuals pay taxes each 
and every year at regular corporate rates on taxable investment income 
(including realized net capital gains) provided that the tax cannot 
be less than 1 percent of the sum of taxable investment income and 
premiums, after deducting dividends to policyholders. 

The tax exemption for a mutual company, found in section 501 (15) 
of the code, applies only to the very small companies whose total an- 
nual income from all sources (premiums, investment income, etc.) 
does not exceed $75,000. These very small companies, comparable to 
the exempt small-income individual citizens, aggregate approximately 
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80 percent of the total number of mutuals, but they account for less 
than 3 percent of the mutual premium volume. 

Stock companies are taxed under sections 831 and 832 of the same 
code. Stock company taxes are computed on taxable profits by first 
combining investment income or losses, and capital gains or losses, 
and underwriting gains or losses (with deductions for any dividends to 
policyholders), and then applying regular corporate rates on the 
combinations, thus resulting in a tax on net profits or a tax credit 
carryback and carryover on net losses. 

utual companies are not all entirely happy, by any means, because 
the tax floor of 1 percent on gross receipts sometimes has the effect of 
being a tax upon adversity. In other words, there are some years in 
which catastrophic losses, or even unusual losses, compel an unusually 
large net premium collection, either by assessment or by a reduction 
in dividend. At such times the imposition of this arbitrary tax on 
increased receipts, which are being collected solely because of unusual 
losses, seems to be rather harsh and inequitable. At the same time, the 
mutual companies as a whole realize that no system of taxation devised 
by man can ever be completely satisfactory. 


FUNDAMENTAL DIFFERENCES BETWEEN STOCK AND MUTUAL COMPANIES 


The existing law was designed to recognize the fundamental differ- 
ences between stock companies and mutual companies. 

A stock company has three entities: company, policyholders, and 
stockholders. The stockholders organize and own and operate the 
company primarily for the purpose of making profit for their stock- 
holders while affording insurance protection for their policyholders. 
The surplus of a stock company belongs to the stockholders, and can, 
within limits, be paid to them as dividends. 

But a mutual company has only two entities: the company itself 
and its policyholder members. There is no other interest to which a 
part of the company’s surplus may be diverted. The policyholder 
members and the company are, to all intents and purposes, one and 
thesame. This is a fundamental difference and affects the disposition 
that may be made of surplus. 

In a mutual company, only the policyholder has a beneficial interest 
in the surplus and the surplus serves only as a protective fund for 
him. A policyholder’s dividend is the return to the policyholder, out 
of surplus, of the unused and unneeded portion of his own money. 

It is only natural that the stock companies are taxed on a profit- 
income basis, because they are owned by third-party stockholders and 
engaged legitimately in business with the hope of making and 
distributing profits. 

The larger their net profits, the larger their taxes. The smaller 
their net profits, the smaller their taxes. Gains or losses from one 
branch of business, such as underwriting, may be offset against gains 
or losses in another branch, such as investments. A stock insurance 
company may be able to do a tremendous volume of business in some 
particular year and yet experience such heavy losses that the year ends 
up without any net profits and sometimes with net losses. In such 
cases, stock companies are not chargeable with any income tax, and 
should not be. Where they have net losses, those losses can be carried 
back against past operations or carried over as credits against future 
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operations—and sometimes both backward and forward—just as is 
the case with other profitmaking business corporations. 

In the case of mutual insurance companies, the only revenue that 
can ever be properly classified as taxable income is the net investment 
income derived from investment of the funds that the company has in 
hand. On these funds, that is, entire net. investment income, ever 
since 1942 every mutual fire and casualty insurance company in the 
United States, with the sole exception of the very ae companies 
whose gross receipts do not exceed $75,000 per year, has paid not less 
than the full corporate Federal income tax, each and every year, re- 
gardless of whether underwriting results have been favorable or 
otherwise. 

Whenever this full corporate rate taxation on the entire net invest- 
ment income of a mutual does not equal at least 1 percent of its entire 
grces receipts (less only refunds and refund-dividends to policy- 

olders), then this 1 percent tax floor is applicable. 

Mutual fire and casualty insurance companies stand unique, in this 
respect, among all taxpayers of the United States, because they are the 
only class of taxpayers, either personal or corporate, having a definite 
tax floor operating on them each and every year. 


MUTUALS HAVE PAID, AND ARE PAYING, SUBSTANTIAL TAXES UNDER 
EXISTING TAX LAWS 


Under these established tax laws and plans, which have been in 
effect over since 1942, mutual fire and casualty insurance companies 
have paid substantial Federal income taxes. These mutual taxes 
ranged steadily upward from a little less than $6 million ($5,859,000) 
in 1943 up to more than $29 million ($29,049,000) in 1954, and they 
aggregate a grand total of more than $227 million ($227,588,000) in 
the 14-year tax period of 1943 to 1956. 


ALLSTATE COMMITTEE QUOTATIONS REFER TO CONDITIONS PRIOR TO 1942 
TAX REVISION 


The Allstate committee statement quotes liberally and frequently 
from the 1942 hearings before the Committee on Ways and Means 
and from some statements and recommendations made by the Treasury 
at that time. It is significant, however, that they could not quote any 
statements from authoritative sources except those issued 16 years 
ago, prior to the enactment of the 1942 Revenue Act, which set up the 
existing system of separate taxation for stock and mutual fire and 
casualty insurance companies. 

This existing system has proven so satisfactory and fair that with 
the sole exception of the Allstate committee ,no nationally organized 
industry group is complaining about the mutual insurance tax status. 


THE ALLSTATE COMMITTEE’S TAX PLAN PROPOSAL 


Acboowt the Allstate committee argues that stocks and mutuals 
should all be taxed under the identical statute and identical plan, it 


carefully avoided recommending the taxation of all companies either 
on the stock plan or on the mutual plan. Instead, the Allstate com- 
mittee proposed a tax plan substantially the same as that which the 
Allstate insurance companies first proposed nearly 5 years ago. 
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Reduced to its simplest terms, the Allstate committee proposal calls 
for all fire and casualty insurance companies—stock, mutual, and 
reciprocal—to be taxed on the following basis: 

(a) Exclude from income-tax calculations all underwriting profits 
or losses. 

(6) Levy a tax at regular corporate rates on net taxable investment 
income and net realized capital gains. 

(ce) Impose a tax of 1 percent on net premiums written, less $150,000 
premiums and less dividends to policyholders. 

The records reveal that the two Allstate companies, in marked con- 
trast to most of their principal stock competitors, usually have large 
net profits from their underwriting or insurance operations and com- 
paratively small taxable investment income. 

Since the Allstate committe plan would eliminate all taxation of 
underwriting profits (which usually constitute the great bulk of the 
profits of the two Allstate companies) and substitute a 1-percent (sales 
tax) premium tax (which sales tax Allstate suggested be passed on to 
the policyholders) it is obvious that the Allstate committee plan’s 
principal effect would not be tax equality, but rather a tremendous tax 
reduction for the two Allstate companies and a few others at the ex- 
pense of the mutuals, reciprocals, and many stock companies. 


EFFECT OF PROPOSED 1-PERCENT SALES TAX ON INSURANCE COMPANIES 
GENERALLY 


The Allstate committee argued that the sales-tax portion of its 
roposal would not be a burden upon fire and casualty companies 
ause it should be passed on to policyholders in the rates. Total 
premium volume of the fire and casualty business for 1956 was $11,- 
131,847,483. Thus, the added burden to policyholders under the pro- 
posal could be at least $111,318,000 per year. 

We have serious doubts that such a pass-on of a sales tax as a sub- 
stitute for an income tax would be permitted under State insurance 
regulation. Furthermore, there are many large business firms which, 
because of their very size, are self-insured. A still larger number 
are on the border between self-insuring and placing their risk in 
insurance companies. 

State premium taxes, which average about 2 percent, plus the All- 
state proposed 1-percent sales tax, if included in rates, would certainly 
drive many of these borderline companies into self-insurance. This 
is particularly true in the field of group insurance and workmen’s 
compensation. To the extent that these large business firms turn to 
self-insurance, the premium volume of the insurance companies and 
hence the tax revenue to be derived from insurance companies by the 
Treasury would be reduced. 


EFFECT OF ALLSTATE COMMITTEE PLAN ON STOCK COMPANIES 


Some stock companies, especially the two Allstate companies, as 
shown hereinafter, would be benefited by the proposed plan. But 
many stock companies, including some of the principal competitors of 
the two Allstate companies, would suffer heavy increases in their tax 
burden. 

And all stock companies would lose the right they now have to offset 
underwriting losses against investment income. 
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I wish I had the time to give you some figures just taken from 
Best’s. You know the Best’s reports. They are “the Bible” of the 
insurance industry. These figures show that the underwriting losses 
in 1957 are staggering on some individual stock companies running 
up to millions of dollars. If these stock companiés could not offset 
these underwriting losses against investment income, that would be 
very unfair to those companies. 

At the current 52 percent corporate tax rates, a stock fire or casualty 
company earning underwriting gains of 2 percent per dollar of 
premium collected would pay just about the same under the Allstate 
committee proposal as under the present stock tax formula, 

But a stock company earning less than 2 percent on net premiums 
written would be penalized by the proposal. This penalty would be 
more pronounced in the case of stock companies with underwriting 
losses, such as have been so common during 1956 and 1957, Under 
existing law, the underwriting loss may be subtracted from invest- 
ment income and the tax paid on the net difference. This would not 
be possible under the Allstate committee proposal. 

n effect, such a company would be subject to the tax at corporate 
rates on its investment transactions, plus 1 per cent of net premiums, 
less policyholder dividends, in a year of underwriting loss when such 
a tax would be most burdensome. 

The opposite would be true of a company making in excess of 2 
percent underwriting gain per dollar of net premium written. Here 
the 1 percent tax on net premiums discharges the tax obligation on 
underwriting gains regardless of how large these may be in propor- 
tion to net premiums written. 

Hence, it may be said accurately that the Allstate committee pro- 
posal would give its greatest advantages to those companies, like the 
two Allstate companies, with the highest rate of underwriting gain. 
In short, the proposal is contrary to the basic principle of a net income 
tax : namely, ability to pay. 


EFFECT OF ALLSTATE COMMITTEE PROPOSAL ON MUTUAL COMPANIES AND 
MUTUAL POLICYHOLDERS 


The mutual tax would be almost doubled. As admitted by the 
Allstate committee statement and tabulations, the tax burden on 
mutual companies (and consequently on mutual policyholders) for 
the 1943-56 period would have increased from $227,588,000 to 
$4.00,309,000. 


EFFECT ON THE TWO ALLSTATE COMPANIES 


The Allstate committee statement and tables disclosed that if its 
proposal had been in effect in 1943-56, the net tax decrease to stock 
companies as a whole would have aggregated $54,250,000. But they 
did not disclose the fact that the two Allstate companies, writing less 
than 2 percent of the total stock company business, would have real- 
ized more than half of that net total tax decrease. 

As shown by the table below, we estimate that the tax decrease for 
the two Allstate companies would have amounted to about $28,600,000. 
This would have been nearly 53 percent of the total tax decrease of 
all stock companies combined. 
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We frankly concede that it is practically impossible to attain abso- 
lute accuracy in calculations based upon ublished statistics. We 
have, however, relied upon the very best and latest information avail- 
able, published by such recognized, reliable sources as Best’s Insur- 
ance Reporte, Best’s Guide, et cetera, and we believe our figures and 
calculations are substantially correct. 

(The table referred to above is as follows :) 


14-year period, 1943-56 
Effect of Alistate committee proposal on the 2 Allstate companies 


morris premne. gl eg ee or $95, 881, 000 
eee petieymneners 1Otvidends. 20 ak a i teks 9, 742, 000 
Nee nn eneudtcininienthen emma 86, 139, 000 
eee eennne Wrrenree onto 3 Ue a ual 1, 329, 875, 000 
Ree lee one Imeem a bi. Sh ee 9, 742, 000 
Net premiums written (less policyholders’ div.)_..._______ 1, 320, 133, 000 


Actual taxes under existing law : Corporate tax on net taxable in- 
vestment income, plus 
Tax on net underwriting profits; (computed at the corporate 
rates applicable) viz: 1943-44-45 percent; 1946-47-48S—49 
at 38 percent ; 1950, at 42 percent; 1951, at 503%, percent ; 1952- 
BB-O-50-66, at 52 percenttiu) 20. oo ee Le 41, 877, 000 
Taxes under Allstate committee plan: Same corporate tax on net 
taxable investment income as under existing law, plus 
1 percent tax on these net premiums written (less policyholders’ 
ge Stas ete ccc tes aad Renate tet a aliens. aibelatall tl ce 13, 201, 000 


Estimated tax decrease for the 2 Allstate companies for the 
14-year period (1943-46) if their proposed plan had been 
aa le en tind Bienes I a hl ae 28, 676, 000 


DAMAGING EFFECTS ON MANY ALLSTATE COMPETITORS 


In order to help the Ways and Means Committee to appreciate 
how the Allstate proposal would have shifted part of the tax burden 
of the two Allstate companies over to a number of Allstate’s com- 
petitors, we have prepared the following tabulations, covering the 
latest 5-year period (1952-56), showing what the damaging effect 
would have been on a number of stock companies, of varying sizes 
and types from various States, including some of the companies listed 
among the members of the Allstate committee. 

We understand that the Allstate committee proposals would have 
been of varying benefit to some other companies in these same States. 
But, as pointed out before, an inordinate and unjustifiable share of 
the tax reduction benefits, which the proposal might have brought 
about, would have been absorbed and retained by the two Allstate 
companies themselves. 

We believe our statistics, taken from Best’s, are correct and our 
calculations are substantially correct, although we realize it is ab- 
solutely impossible to obtain complete accuracy. However, we think 
these are correct. We would be glad to have your staff check them. 
If there are any discrepancies, they are entirely unintentional, and 
we have confidence that they will not affect in any substantial degree 
the main logical result and what we have said here. 

The tabulations referred to above—calculated as accurately and 





fairly as available statistics permit—are as follows: 





GENERAL REVENUE REVISION 3285 


Effect of “Allstate Committee” taw proposal, 1952-56 


{In thousands] 

















(1) (2) (3) @ | © 1 
Net pre- Net 52 per- 
miums under- | 1 percent | cent net 
less writing | net pre- | under- | Increased 
Company State pee profits mium writing tax 
olders less (1 per- rofit burden, 
divi- policy- cent, 0.52 x 3 to 4 | 
dends holders col. 1) col, 2) i; 
dividends / 
, 
Thomas Jefferson._.............| Kentucky...--_.-- $471 -17 5 -9 14 
ee eas ee ee 1, 034 —57 10 —30 40 
Bankers Insurance..............| Arkamsas_...-.---- 611 —73 6 —38 44 
DMO s 5. ened dies 3-6 5e4-254) LO «5-5 sd. 7, 935 59 79 31 48 
ea al ths kien a bia aed a Rime eae 1,471 —117 15 —61 76 
American Bankers..............| Florida_...._.-..-- , 502 301 157 73 | 
American Universal............| Rhode Island. 11, 304 45 113 23 
Riverside. ........._-- ..-| Arkansas...._- 4, 803 —122 48 —63 ill 
North American.-.......-.....-- Virginia._........- 15, 947 70 159 36 123 
Southern Fire & Casualty ---_-- Tennessee..---.-..- 11, 561 —44 116 —23 139 / 
Under writeres. oo s.c2 ice ck J Rp eaee 7, 521 —124 75 —64 139 / 
Northwest National. -_......---- Wisconsin... ....- 74, 013 1,019 740 530 210 / 
PEW less acid. LEP ecb ag ccidécase 10, 048 —222 100 —115 215 
ee Pe eee | SEER 17, 304 —107 173 —56 229 
Ee ND EPIEOT once con ss -coccclananaeincene seus 7, 695 —309 77 —161 238 
Western Pacific... ........-.-- Washington..__._. 5, 786 —544 58 —283 341 
I. on nance ttn tntotes abel — 598 é —3il 350 
Gulf Insurance... ........---- 782 322 460 
Selective Insurance... -....--...- 1,017 262 —529 791 
Providence Washington - - - —1, 474 142 —766 
Anchor Casualty... ...- —1, 384 465 —720 1, 185 
Sh Bi Ble Seite ncahdies 13, 438 9, 965 6, 988 2, 977 
Metropolitan Casualty. . - —3, 009 1,463 | —1, 564 3, 
American Automobile - - .- e pucks 715 3, 528 372 3, 156 
Manufacturers Casualty_.......| Pennsylvania. -_.- 83, 349 —5, 491 833 —2, 855 3, 688 
Firemens Insurance-..--......-- New Jersey------- 315, 681 —1, 190 3, 157 —619 3, 776 
Firemens Fund.................| California. .......- 510, 031 —47 5, 100 5, 076 
Providence Washington. -..__.- Rhode Island- -._- 113,973 | —8, 103 1,140 | —4,214 5, 354 
Aetna Insurance............-.--| Connecticut.......| 466,560 | —6, 888 4,666 | —3, 582 8, 248 
Home Insurance. ...--......-...| New York.-....-. 948,444 | —16, 168 9,484 | —8, 407 17, 891 





Tax decrease 


AIS ce cictiinimiabte ts acd 





05,925 | so, 005 0.28 | sau | —20, 921 





The foregoing tabulations include some stock companies in differ- 
ent States of the members of your committee. We realize that there 
are some other stock companies in your States that would benefit some 
by this Allstate plan. But here are some stock companies in various 
States, that would have been greatly damaged if this proposal had 
been in effect for the past 5 years. 

Here are companies in various States that would have been dam- 
aged by increased tax burdens, ranging all the way from $14 million 
to nearly $18 million in the past 5 years alone. And the ones that 


would have been damaged the most would be the ones that had the 
worse underwriting results. 


NO COMPETITIVE ADVANTAGES DEVELOP FROM PRESENT TAX LAWS 


In its presentation, the Allstate committee tried to make it appear 
that the stock companies, as a whole, have suffered greatly from 


mutual competition and that this had resulted in the stock companies 
losing an increasing percentage of the insurance business to the mu- 
tuals, You will remember they filed a chart indicating that the stock 
companies back in 1943 had 80.5 percent of the premium volume, while 
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in 1956 they have only 76.4 percent—a smaller percent; that the mu- 
tual companies then had 17.8 percent, while in 1956 they have 22.4 
percent—a larger percent. 

at was just a trick of statistics. They made that comparison, 
in table F of their presentation, on the relative premium volumes 
after deduction of refunded dividends to policyholders. 

Their chart and comparison is fallacious and misleading because 
it fails to recognize that in recent years, because of the adverse un- 
derwriting results experienced by most insurance companies, the 
rate and amount of mutual dividend-refunds to Saeraion has 
gradually decreased. Consequently, the dollar volume of mutual 

remiums, after policyholder dividends and in relation of premiums, 

as necessarily increased. But such increase in net dollar volume 
does not necessarily indicate a corresponding increase in the business. 
If a mutual in 1943 refunded to policy hbliléee a $20 dividend on a 
$100 premium the remainder of $80 was net premium, whereas if the 
refund dividend was only $10 in 1956, then the $90 would be net 
premium. That would increase the net premium volume of the mu- 
tual in 1956 compared with 1943 and yet it would not increase in any 
way or change the mutual share of the business. 

s far as the charge of competitive advantage or disadvantage is 
concerned, it is rather overwhelmingly disproved by a look at the 
two Allstate insurance companies themselves. I speak, of course, 
of the Allstate Insurance Co. and the Allstate Fire Insurance Co. 

These two companies are among the largest, wealthiest, and most 
prosperous insurance companies in America. They have made such 
tremendous profits after Federal taxes, that they now claim have dis- 
criminated against them, that in the past 3 years alone, 1954-56, they 
have paid to their sole stockholder cash dividends aggregating $9 
million. That is almost double the total cash investment the sole 
stockholder has made in the entire period of the companies’ life. 

Furthermore, in return for a total investment of a little more than 
$5 million ($5,127,000), the sole stockholder of the two Allstate com- 

anies received, in 1943-56, cash dividends of $16,900,000, plus stock 

ividends of $2,300,000, or a grand total in cash and stock dividends 
of $19,200,000, nearly 4 times the total amount invested in stock and 
contributed to surplus. 

Further, during this same period of 1943-56—the period during 
which the present tax law which’ Allstate complains of has been in 
operation—the two Allstate companies increased their premium vol- 
ume from $6,967,000 to $281 million and increased their policyholder 
surplus from $5,097,000 to $87,396,000. 

heir sole stockholder is now receiving $3 million annually in cash 
dividends, which is equal to the entire par value of the stock of the 
Allstate Insurance Co. 

And all this has been achieved during the period in which Allstate 
claims to have been discriminated against by the tax laws. Lord knows 
what they would have done if they had not been discriminated against. 

In view of these facts, it cannot be successfully contended that the 
Allstate companies have suffered or are suffering any competitive 
disadvantage under the existing tax laws. 
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THE FALLACY OF CONTENDING THAT DIFFERENT TAX TREATMENT WAS IN- 
TENDED TO MUTUALS TO SELL NONASSESSABLE POLICIES 


The Allstate committee contended that the differences in tax treat- 
ment between stocks and mutuals was originally intended to permit 
mutuals to build surplus and thus qualify to write nonassessable 
policies. .It also contended that since today most mutuals are not writ- 
ing such assessable contracts, the reason for the difference in tax 
treatment has disappeared. 

It is true that there has been a trend on the part of the smaller ad- 
vance-premium mutuals to increase their surplus so as to qualify under 
the various State laws to write nonassessable policies. In Virginia, 
for example, you have to have a minimum of $300,000 surplus to write 
nonassessable policies. These State requirements are in some cases 
sizable, but they still represent only minimums. 

The needs of fire and casualty insurance companies for surplus is 
less a matter of meeting statutory requirements than it is a matter 
of prudent management a surplus to support the volume and 
the variety of coverages needed and desired by their policyholder- 
members. 

The pressure for adequate surplus is acute as small fire companies 
move into the casualty field, and casualty companies take on the risks 
of fire and allied lines in conformity with the trend toward multiple 
line underwriting. Mutual companies needing this increased capacity 
do not have access to the capital market as do their stock competitors, 
and hence must find their additional surplus out of retained income. 

Any tax, such as that proposed by the Allstate committee that would 
impede the accumulation of these needed funds would be punitive, 
and would be particularly harmful to the great bulk of mutual com- 
panies which are small businesses as compared with the giants of the 
stock insurance field. 

It should be noted, in ee that the practice of discontinuing the 
writing of assessable policies is not entirely new, nor has the practice 
of writing assessable policies disappeared. The Nation’s oldest in- 
surance company, the Philadelphia Contributionship for the Insur- 
ance of Houses From Loss by Fire, gave up writing assessable policies 
before the first stock insurance company was organized. Today, of 
the 270 advance premium mutuals listed in Best’s Guide, 1957 edition, 
70 have some sort of assessment liability, and have a total premium 
volume of over $404,500,000. In addition, there are 1,658 farm- 
assessment mutuals with a total premium volume of $69,924,710. 


MUTUALS RETAINED NO GREATER PERCENTAGE OF TOTAL INCOME THAN 
STOCKS WHILIE THE TWO ALLSTATE COMPANIES RETAINED A GREATER 
PERCENTAGE THAN STOCKS AS A WHOLE OR MUTUALS 


The Allstate committee spokesman conceded frankly, under cross- 
examination at the January 14 hearing, that the surplus and reserves 
of the mutuals is not excessive. But in the text and in table E of 
the Allstate committee statement, it is erroneously claimed that the 
mutual companies have retained in the business a greater percentage 
of income than has been retained by the stock companies. 

The fallacious nature of their contention is made perfectly ap- 
parent by even a casual inspection of table E, which shows that while 


20675—58—pt. 3———_55 


oF SO NO ane Fre SIN 











3288 GENERAL REVENUE REVISION 


the mutuals had 4.2 percent of their receipts left, after payment of 
losses, expenses, and taxes, the stock companies had a slightly larger 
percentage, namely, 4.8 percent, left before they distributed a little 
over half of their net income to their stockholders. 

Of course, such distributions by stock companies are entirely 
proper. But it is manifestly improper, in calculations of income re- 
tained in the business, to deduct amounts neither refunded to nor used 
for the benefit of the policyholders, from whom the gross revenues 
were derived. 

In this connection, if the figures on table E had been given for 
the 2 Allstate companies, they would have shown a retention of 
$94,708,000, which is equivalent to 7.17 percent. This is far higher 
than the percentage attributed either to the stock companies as a 
whole or to the mutual companies. 


THE ABSURDITY OF CHARGING TAX INEQUALITY BECAUSE OF DIFFERING 
RATIOS OF TAXES TO NET PREMIUMS 


The absurdity of alleging tax inequity because of differences in 
the ratio of taxes to net premiums is w ell illustrated when we exam- 
ine the ratio of taxes to premiums of various classes of stock com- 
panies, all subject to the same tax base. 

Attached to this statement is an exhibit showing percentages of Fed- 
eral income taxes to net premiums for 30 subclassifications of stock 
companies, which shows wide variations in the ratios of taxes to pre- 
miums for these groups. 


TAXATION OF ALL COMPANIES BY THE SAME STATUTE AND PLAN WOULD 
NOT PRODUCE IDENTICAL TAX RATIOS 


From time to time through the years there have been various sug- 
gestions that all fire and ‘casualty insurance companies should be 
taxed in identically the same manner and by identical statute. This 
suggestion is usually made with the laudable but mistaken idea that 
taxation on the same plan and by the same statute would insure tax 
equality. 

Even under the same identical tax plan and the same identical tax 
statute, different. companies—with approximately the same premium 
volume and the same under writing results—will frequently end up 
with vast differences in their taxes. This comes about because of the 
differences in operating expenses and of the differences in the types 
of investments made by the different companies. 

For example, stock fire insurance companies are taxed under the 
same identical statute and tax plan as stock casualty companies. Yet 
stock fire company taxes, as a class, have averaged for many years 
substantially less percentagewise in relation to their net revenues than 
the taxes of the stock casualty companies. 

Furthermore, any number of instances can be pointed out where 
different stock fire insurance companies with approximately the 
same amount of net revenue paid substantially different amounts in 
Federal income taxes. The same contrasting examples can be found 
frequently among stock casualty companies. Yet they are all taxed 
under the same identical Federal statute and the same Federal tax 
plan. 
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The same variations can be found among mutual companies, except 
to the extent that the 1-percent gross receipts tax floor comes into 
the picture. 

If you take a look at the records, you find that under the same 
identical law, governing both the stock fire-insurance companies and 
the stock casualty companies as a class, the stock fire companies have 
generally paid net, in relation to the premiums, a smaller tax as 
a class, substantially less than the taxes of the stock casualty com- 
panies, percentagewise. 

That is because of a difference of business. Even among stock 
casualty companies, you will find under the same identical law and 
plan quite a difference in percentage; and you find the same thing 
among the mutual companies, all operating under the same plan, same 
tax law. 

The reason, of course, is the different types of investments that 
different companies make. Some of them have enough surplus so 
that they can afford to invest more in higher income-producing secu- 
rities, while others have to be more careful. Companies out in the 
cyclone belt have to be more careful. Incidentally, Virginia com- 
panies are going to have to be more careful, because the weather peo- 
ple tell us that cyclones are moving out of Florida and coming north 
up toward Virginia, so that if they are correct, we are going to have 
to watch out for that. 


INCOME TAX EQUALITY CANNOT BE MEASURED BY SALES TAX STANDARDS 


A sales tax imposed uniformly on all vendors is the only kind of 
a tax which would show uniform percentages of tax dollars to sales 
dollars. Thus, to say that the prevailing net income-tax structure 
is wrong because under it stock companies have paid out in taxes a 
larger percentage of their sales dollars than mutual companies is 
equivalent to saying that the present net income tax is wrong because 
it is not a sales tax. 

On this basis, one could argue that General Motors had been dis- 
criminated against, if General Motors paid a higher ratio of Federal 
income taxes to net sales than did Chrysler. 

There is another defect in these premium ratio comparisons. A 
substantial part of the taxes paid by stock companies have been taxes 
paid on investment income. Stock companies have realized more in- 
vestment income per dollar of premium than mutual companies, be- 
cause they have more assets per dollar of premium and because they 
have invested a larger share of them in high-income securities. 

They have more assets because : 

(a) A larger policyholders’ surplus is required for fire lines than 
for casualty lines, and the stock data used in the Allstate committee 
presentation involves more fire insurance than the casualty data. 

(6) Mutual companies writing participating or assessable policies 
do not need as large a policyholders’ surplus for equivalent security. 

(c) Mutuals cannot invest as great a proportion as the stock com- 
panies of their assets in high-yield common stocks because the mutual 
ratio of surplus to premiums does not permit them to do this with 
safety. 
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THE NONPROFIT NATURE OF MUTUAL INSURANCE 


In its appearance before this committee, the Allstate committee 
argued that mutuals were not nonprofit organizations merely because 
they frequently have both underwriting and investment gains. Cer- 
tainly, we have both underwriting and investment gains. Our con- 
tracts of insurance would not long be acceptable to our policyholders 
if we did otherwise. But it is not the presence of underwriting and 
investment gains that determines whether an insurance company is 
profit or nonprofit, but, rather, the ownership and ultimate disposi- 
tion of those gains. 

Mutual companies make every effort to conduct their affairs on the 
basis of sound insurance principles. Like other insurance companies 
in the field, we anticipate that our premiums will be sufficient to cover 
operating costs and losses, and with a little left over. This small 
amount, as an addition to surplus, has a different connotation in insur- 
ance accounting than it has in ordinary accounting. 

Ratemaking is not an exact science. Insurance-company rates, based, 
as they are, largely on past experience, are assumed to be adequate to 
cover losses and expenses. But losses often exceed expectations. As 
the Allstate committee correctly stated, funds to meet unusually large 
losses are shown as surplus in insurance accounting, rather than as 
reserves. Surplus, then, policyholder surplus, is in reality the only 
source of reimbursement to hes the policyholder may look under 
such adverse circumstances. 

Obviously, as you all know, income taxation is not based on volume 
of business. In the case of profit-making companies, it is based on 
what you have got left, net profits. In the case of nonprofit com- 
= owned by the policyholders instead of outside ownership, its 

asis should be on the only earnings that they make; namely, invest- 
ment income. 

Neither the amount of the contribution to surplus nor the surplus 
itself, as long as it is held and used exclusively for the protection and 
benefit of policyholders, can ever be considered a profit. Thus, when 
we speak of a mutual insurance company as being nonprofit, we mean 
that its ownership resides in the policyholders alone, and that there 
can be no diversion thereof to any outsider (third-party stockholders), 
as is the case in a stock company. 


NO CRITICISM OF STOCK COMPANIES AS A WHOLE 


Please understand that any reference I make to stock companies is 
in no way critical of stock companies as a whole. We mutuals are 
competitors with the stocks, but we have a high regard for them. We 
feel that they are ethical as a whole, and that they are rendering good 
service to their policyholders and their roehatiens. are doing a fine 
business, and bearing their fair share of taxation, and we have no 
complaint whatsoever about them as a whole. 

In fact, we tend to our own knitting as far as we can, and we never 
try to tell you how you should tax other people. 


FACTS DEVELOPED IN 1951 HEARINGS ARE EQUALLY APPLICABLE NOW 


In the 1951 Internal Revenue hearings, the Ways and Means Com- 
mittee, first, and the Senate Finance Committee, second, heard rather 





GENERAL REVENUE REVISION 3291 


fully the attacks made then on the Federal tax status of the mutuals. 
After hearing both sides, it was plain that there was no tax inequalit 
between the mutuals and the stocks. The facts and principles devel- 
oped in the 1951 hearings are fully applicable today. 


FINAL ANALYSIS 


In the final analysis of this Allstate committee proposal, which 
would shift and unload a substantial part of the tax burden of some 
of the most prosperous insurance companies in America to the mu- 
tuals and reciprocals and to some stock companies, these four points 
stand out in bold relief : 

1. There would be no appreciable benefit to the Treasury which 
would be worthwhile or commensurate to the detriment that would be 
caused, They estimate $143 million increased revenue to the Treasury 
in 14 years, but, if you check their table G you will find that nearly 
$142 million out of that $143 million would have occurred in the year 
1956, which was a most unusual year, and that in several of the other 
years, for example, 1949, 1953, and 1954, the Treasury would have 
suffered substantial decreases. 

2. Some stock companies would derive some benefit to some extent, 
but many stock companies—large, medium, and small—would suffer 
serious damage. 

3. Mutual policyholders, as the owners and beneficiaries of the mu- 
tual companies, would suffer gross injustice by having their taxes 
nearly doubled. 

4. The two prosperous Allstate companies would be unjustly en- 
riched by a tax decrease of millions of dollars per year. 

We submit that the proposed plan is utterly unsound, and that the 
existing laws pertaining to fire and casualty insurance, and that the 
present tax laws, substantially in effect since 1952, which apply sepa- 
rate tax plans to mutuals on the one hand and stocks on the other 
hand, have not resulted in any real tax inequality or unfair discrimi- 
nation. 

Thank you, gentlemen. That concludes my formal statement, and 
I would be delighted to answer, to the best of my ability, any ques- 
tions anyone may have. 

The CuarrMan. Are there any questions of Mr. Wicker? 

Mr. Eberharter will inquire. 

Mr. Exveruarter. Mr. Wicker, I want to be sure I understand this. 
Am I to understand that while the 2 Allstate companies write less 
than 2 percent of the total stock-company business, under their pro- 
posal they would get 53 percent of the tax reduction, while all the 
other stock companies, who write 98 percent of the insurance, would 
get only 47 percent of the proposed tax decrease ? 

Mr. Wicker. Yes,sir. That is absolutely true. 

Of course, they presented a lot of charts and tables and statistics 
about stock companies as a whole, but none that they presented dis- 
closed any of those important facts about those two companies. We 
had to dig all that out, ourselves, from Best’s insurance reports and 
other recognized authorities. 

Mr. Exsernarter. In other words, their proposal would provide 
that the 2 Allstate companies get 53 percent of the tax decrease, while 
all other tax companies would get only 47 percent? 
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Mr. Wicker. Yes, sir. 

Mr. Exsernarrer. And they write only 2 percent of the insurance. 

Mr. Wicker. Less than 2 percent. 

Mr. Exsernarter. Thank you. I wanted that clear. 

Mr. Wicker. They write less than 2 percent of the stock share of 
the business. Their percentage of the total business is even less. 

The Cuatrman. Mr. Reed will inquire, Mr. Wicker. 

Mr. Reep. Mr. Wicker, we are glad to see you here. 

Mr. Wicker. Thank you, sir. 

Mr. Reep. Your statement says that the proposal presented in these 
hearings on January 14 in the name of the National Committee for 
Insurance Taxation is substantially the same as the one presented by 
the Allstate insurance companies some years ago. Would you elab- 
orate on that, please ? 

Mr. Wicker. Yes, sir. That is absolutely so. The recent proposal 
is not only substantially the same; it is exactly the same except that in 
19538, it was published and presented directly and openly by these 
two companies. Here is a copy of the original brochure, and it was 
presented by these two companies in their own name, “Prepared by 
Allstate Insurance Co.,” it says. And there is their proposal and all 
their calculations and tables, in 1953. 

But in the next years, in their next proposals, they issued three 
subsequent brochures, and here is the last one. They changed the 
color and some of the words and calculations, but as we say down in 
Virginia, “it is the same old coon, with just another ring around his 
tail.” 

But the last proposal and those in between them had the same iden- 
tical tax proposal. They changed the name, but there was a substan- 
tial difference in the results that they estimated like these: 

In their first proposal, they showed a very small decrease of tax on 
the stocks as a hols and a small increase on mutuals. They showed 
a net loss to the sae not big but a net loss. Then, in their 1956 
brochure, which was published in November 1956, in the name of the 
National <Sivainabet 5 Sor Insurance Taxation, that the two companies 
had formed, they then presented the same plan but estimated that there 
would have been a slight net revenue increase for the Treasury in the 
period from 1943 to 1955, a little over a million, less than $2 million. 

Their 1956 brochure estimated then a tax decrease of more than $167 
million for the stock companies, with a tax increase of $147 million on 
the mutuals. Less than 14 months later, they came here before your 
committee and presented this statement I have in my hand, January 
14, and their statistics included only 1 more year. Instead of a little 
over a million gain for the Treasury, which they estimated in 1956, 
they now estimate $143 million, with just 1 year more, and instead 
of $147 million tax decrease for the stocks, they reduced that estimate 
to only about $54 million, almost reducing it two-thirds; and instead 
of a tax increase of $167 million on the mutuals, their latest estimate 
indicated a tax increase of nearly $173 million for the mutuals, just 
by that 1 additional year. 

But so far as what they said they wanted to do, the plan that they 
presented here January 14 is the same one that these two companies 
themselves went all over the country trying to sell in 1953, and then 
formed their so-called national committee organization and have been 
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trying ever since, under different colors and in different brochures, to 
put across. 

Mr. Reep. You referred to the National Committee on Federal Tax- 
ation as being essentially composed of the two Allstate insurance com- 
panies, although there are over 300 company members. Do you know 
how much money was contributed by these two companies to their 
committee and how much by the other companies ? 

Mr. Wicker. Yes, sir, I think I do, substantially. We do refer 
to them as a “front” because they were organized by the 2 companies 
and present the same plan and, as we have seen, almost entirely for 
the benefit of these 2 companies. 

The Journal of Commerce reported recently that this Allstate com- 
mittee was 1 of the top 10 lobby organizations in the United States, 
as to amount of money pee teeres and spent in lobbying, based on re- 
ports filed under the lobbying law. They also reported that these two 
Allstate companies—2 out of 304—alone contributed about 80 percent 
of the total. 

Furthermore, the lobby reports for the latest 2 years filed by this 
National Committee on Insurance Taxation, that we call the Allstate 
committee, revealed contributions aggregating $129,825 from these 
two companies alone, but they do not show any contributions from any 
of the other members. Of course, these other companies did con- 
tribute something, but their contributions were evidently too small 
to be listed in the lobby reports. | 

That, Congressman, is one of the reasons why we refer to this as a 
“front” organization. 

Mr. Reep. That is all, Mr. Chairman. 

The Cuatrman. Mr. Herlong will inquire. 

Mr. Hertone. Mr. Wicker, I am wondering if you could tell us 
briefly how the National Committee for Insurance Taxation proposes 
to change the way that they are being taxed at this time. 

Mr. Wicker. Yes, sir. They are now being taxed, these two com- 
panies, as profitmaking companies. 

Mr. Hertone. I mean how they propose to change the way stock 
companies are being taxed. Let me put it that way. 

Mr. Wicker. They propose to abolish the present statute which 
taxes them and other stock companies on their combined underwriting 
and investment results. 

Mr. Hertona. How are they being taxed at this time? 

Mr. Wicker. They are now being taxed on net profits or they get 
tax credits, if they have net losses; that is, by taking the total that 
they take in from their policyholders, deducting from that what they 
pay out for losses, for operating expenses, and for taxes. That leaves 
them net underwriting income or loss. Then, taking the total that 
they have received as investment income from the investment of their 
funds on hand, deducting their investment expenses and the 85 per- 
cent credit allowed on dividends of domestic corporations, and of 
course exempting the income that comes from tax-exempts, like State 
and municipal bonds, they get a net investment income. 

They add that net investment income to combine it with the net 
underwriting income or offset it against the net underwriting loss. 
Then they apply the 52 percent corporate rate to the net results. That 
then produces either a tax or a tax credit. 
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Mr. Hertone. Depending on whether there would be an underwrit- 
ing loss or not? 

Mr. Wicker. Yes, sir. That is right, on the combination of under- 
writing results and investment results. 

In the present year, for example, the very latest year, 1956, the 
larger of these two Allstate companies, which is the casualty com- 

any, had a tax credit, because it had a heavy underwriting loss of 
$1,198,000, under the present law. 

Mr. Hertone. How do they propose to change the present law ? 

Mr. Wicker. They propose to change the present law by wiping 
out first the right to offset underwriting losses against investment 
gains, or vice versa. They propose to exclude from all consideration 
underwriting gains or losses, to tax only on investment income, net 
investment income, and net capital gains or losses realized, when you 
actually sell a security, plus a 1 percent premium tax, less certain 
small deductions, like refunds to policyholders and $150,000 of the 
first premium volume. 

Se And mutual companies are taxed in what manner 
today 

Mr. Wicker. Today the mutual companies are taxed on 1 of 2 
bases, whichever produces the greater tax: That is, either 1 percent 
on their total receipts from investment income and underwriting in- 
come, what they receive in their gross premiums after refunds to 
policyholders, without any deduction for losses at all, and their total of 
their investment income. They combine those and figure that tax 
at 1 percent. 

Then, they compare that with the tax at the full corporate rate, 
52 percent on their investment income. Whichever one produces the 
greater tax, that is the tax the mutuals pay. 

The change that this would make in the mutuals is this. It would 
leave the tax on investment income the same as it is now, just the 
same way as it would with the stocks. The tax on investment income 
would remain the same is it is now. But instead of paying that or 
1 percent of their gross receipts, this proposed plan would make them 
pay the full corporate tax on investment income and also 1 percent 
on their premiums in addition, practically double. In other words, 
they would almost substitute the word “and” for “or” in the mutual- 
tax formula. 

Mr. Hertone. In other words, in the case of the stock companies, 
unless there was an underwriting loss to be carried over against some- 
thing else, they would virtually be in the same position that they are 
today under the proposed change, would they not? 

Mr. Wicker. Yes, sir. But if they had good underwriting gains, 
like the two Allstate companies, they would escape taxation of those 
gains. For instance, the Allstate Insurance Co. in the last 5 years, had 
a net underwriting gain exceeding $58 million, all of which would have 
completely escaped taxation under their plan. But stock companies 
whose underwriting gains and losses balanced off, leaving only in- 
vestment income, would be in about the same position; yes, sir. If 
they had heavy underwriting losses, they would be in a terrible fix. 

Mr. Hertone. Suppose the Congress were to make the change. 
Just assume that it did. . 

Mr. Wicker. Yes. 
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Mr. Hertone. That is, suppose they changed this law as far as 
taxing of mutuals is concerned. Would you prefer that that taxing 
on the basis that the stock companies are taxed today, or this other 
methods 

Mr. Wicker. Mr. Congressman, we would prefer neither one. 

Mr. Hertone. It is Hobson’s choice, then, as far as you are 
concerned ? 

Mr. Wicker. Absolutely, sir. It is like asking the man who has 
been guilty of no crime whether he would prefer to be sentenced to 
6 months in jail or out on the roads. He does not want either. He 
does not deserve either. 

The stock plan would be bad because it would tax mutuals on under- 
writing income although no part of mutual underwriting income can 
ever be diverted to anything except the use of the polic olden: pay- 
ment of losses and expenses, refunding to them and adding a portion 
to policyholders’ surplus. And if it goes into policyholders’ surplus, 
it can only be refunded to policyholders, or used for losses or operat- 
ing expenses of the company. We think that would be bad. 

We think also this proposal of adding a tax of 1 percent or any per- 
cent on premium income with the idea of passing it on to the policy- 
holders is bad. With the mutuals, you do not have to pass it on. 
When you put it on mutual companies, you are putting it on the 
policyholders. 

We think it is very bad for the reasons stated, and because it is 
contrary to income tax theory. 

Mr. Hertone. I will put my question this way. Which of these 
two methods would cost you the least, as far as mutuals are concerned ? 

Mr. Wicker. With investment income, there would be no change. 
It would depend entirely, sir, on the results in a year. For example, 
if in a year the premium volume was high, while the underwriting 
losses were also high, then the present stock basis, which is taxation 
on net underwriting and investment results combined, would cost the 
lesser. On the other hand, if the company had good underwriting 
gains, they would be excluded under the proposal from consideration 
und the 1 percent tax on premiums would cost the lesser. 

But as I say, we think either one of them would be illogical and 
not good for the public, not good for the policyholders, not good for 
the mutual companies, and not good in the long run for the Govern- 
ment. 

I can give you an illustration. For example, take the Home In- 
surance Co., one of the largest stock insurance companies, that is not 
only one of the largest but one of the finest. -In 1954, Home Insurance 
Co. had a net underwriting loss of $10,757,000. In 1956, they had an 
underwriting loss, net, of $14,746,000. They are now allowed to 
offset that, as they should, against investment gains and capital gains 
realized, and they are in perfectly fine condition, can absorb those 
losses and go right on with perfect strength and perfect reliability 
in the writing of insurance. 

But they would have been, I think, in a very difficult position, an 
unfair position, if they had had to absorb those losses and could not 
have offset them against the investment income. They would have 
had to dip into their policyholders’ surplus. That certainly would 
not be desirable from the public standpoint. 
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Mr. Hertone. Thank you. 

That is all, Mr. Chairman. 

The Cuarmman. Mr. Mason will inquire, Mr. Wicker. 

Mr. Mason. Mr. Wicker, I have. to confess first that your fluency 
with this complicated subject is such that it has both overwhelmed 
me and confused me. I would like to get a little light. 

I want to use an example. I have been a member, we will say, 
of a reciprocal insurance company for 20 years. At the end of those 
20 years, they have a surplus of $500,000 or whatever it is. I have 
a claim on that surplus. I own part of that surplus, I understand. I 
can withdraw my part of that surplus at the end of 20 years. 

On the other hand, I have been a member of a mutual for 20 years. 
T have been contributing to that surplus all the time, but at the end 
of 20 years, I have no claim. I own not one single dollar of that 
surplus. I cannot take one single dollar out of that surplus. 

It seems to me, from my standpoint, that the real mutual is the 
reciprocal and the other is not a mutual at all. This surplus that 
has been built up in the second case can now be used for the expenses 
of the company, for the salaries of the employees, they can be jumped 
up in any reasonable or unreasonable amount, and I can do nothing 
about it. 

Is that not the situation, plainly put, bluntly put ? 

Mr. Wicker. Congressman, you speak of confusing. I am frank 
to say I think that example you have given is rather confusing, cer- 
tainly tome. I have nothing to say about my friends the reciprocals. 
They are fine. Some people prefer to insure with reciprocals. 

Mr. Mason. But is that not the fact? I can claim my share of 
that surplus. I cannot claim $1 of this surplus, after paying into 
it for 20 years. 

Mr. Wicker. I would not undertake to speak for the reciprocals. 
And we are not dealing here, as I understand it, with whether or not 
reciprocals or mutuals should be taxed alike. I think what you are 
dealing with here is whether you should change the mutual system so 
as to go over on this plan suggested or on some other identical plan. 

Mr. Mason. I differ with you there. We are dealing here with 
trying to arrive at some sane, sound program to tax all three kinds of 
insurance companies so they will all be on the same competitive level. 
That is our job. 

Mr. Wicker. Yes, sir. 

Let me say to you, sir, as I have tried to point out, that the same 
identical law, the same identical statute, the same identical tax plan 
for all types of insurers will never result in some companies not 
paying a greater or lesser amount of tax on the same volume of busi- 
ness, a greater or lesser amount of tax on the same net volume of 
business. If you want to tax different types of competitors by the 
same tax plan just because they are in competition, to carry that 
through, Mr. Mason, you would have to revise the Government’s 
entire tax concept, and tax partnerships, individuals, and corpora- 
tions the same if they are engaged in the same line of business in 
competition with each other. ; 

On that surplus, you as a mutual policyholder have a beneficial 
interest in that surplus. It cannot be used for anything except the 
legitimate losses and expenses of the mutual company and refunds 
to policyholders. And, sir, at the end of those 20 years you spoke 
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about, if it were to be liquidated, it would not go to the employees 
or the officers or third parties; it would go to the policyholders of 
the company. 

Mr. Mason. And if it is not liquidated, and I quit the company and 
take out other insurance, I cannot take $1 of what I have helped to 
build up. So, according to my definition, it certainly is not a mutual 
company. 

Mr. Wicker. The test of a mutual company, sir, is whether or not 
the moneys that come in can never be used or diverted to any third 
parties, as opposed to the legitimate operations of the company and 
refunds to the policyholders who paid it in. That is the test, and the 
companies that I represent meet that test fully. 

Do not forget that when you become a member of that mutual 
company by taking out a policy, you inherited a good, strong part, a 
beneficial interest in the surplus that your predecessors had Duilt up, 
and you enjoyed the protection of that surplus already built up. If 
you choose to go out a few years later, you are simply surrendering 
at that time whatever share of beneficial interest you had at that time 
in exchange for the beneficial interest built up by your predecessor 
policyholders that you had not paid for before. 

Mr. Mason. It is a beautiful theory, sir, but that surplus can and 
is being diverted to increased salaries, and so forth, for the officials. 

Mr. Wicker. Of course, I would not undertake to argue on that. 
All I can say is that I have never understood that there was any- 
thing at all improper about the payment of reasonable compensa- 
tion to officers and employees. As the Bible says, the laborer is 
worthy of his hire; and the payment of proper compensation to the 
officers and employees who operate the company is justified. Further, 
if they undertake to pay improper and excessive compensation, the 
Government looks into that pretty thoroughly, many companies think 
too thoroughly. But I have never heard of any real complaint along 
that line. 

There is certainly nothing anywhere in mutual surplus that can 
go to third parties. Officers and employees are not third parties. 
They are the servants of the policyholders and without them the 
policyholders would have no protection. They are operating the 
company for the policyholders. 

The Cuarrman. Are there any further questions of Mr. Wicker? 

Yes, Mr. Ikard. Mr. Ikard will inquire, Mr. Wicker. 

Mr. Ixarp. Mr. Wicker, I regret that I have not had an oppor- 
tunity to examine all of your exhibits here. I was wondering if there 
is anything here exhibited to show increase in surplus, if there has 
been one, and I assume there has been, of the mutual companies since 
1942 and the midforties. Is there any such? If not, would you care 
to comment on it? 

Mr. Wicker. Yes sir, I would be delighted to do that. 

May I say this while I am looking for the exact place in my state- 
ment. The increase in the surplus of the mutual fire and casualty 
insurance companies—for the entire period 1943 through 1956 has 
amounted to 4.2 percent; that is, the total increase, the amount they 
have added to policyholders’ surplus has been 4.2 percent of what they 
got in net premiums. 

In other words, take the grand total that they got in from the 
policyholders in the entire period, total premiums. Deduct from that 
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what they paid back to the policyholders—refunded back to them— 
not what they paid out in losses, not what they paid out in operat- 
ing expenses. What they put into their policyholders’ surplus 
amounts to only 4.2 percent of the first grand total, after deducting 
only policyholder dividend refunds. 

Is that what you wanted to know sir? 

Mr. Ixarp. Just so that I may follow you, sir: You are saying that 
that increase has been 4.2 of the premiums paid ? 

Mr. Wicker. Yes, sir; of the grand aggregate of all of them, that 
out of every dollar that is received, when you make these proper deduc- 
tions of what you refund back to the people who paid it in, and not 
what you pay in operating losses and expenses, they added only 4.2 
percent to surplus, which is about the same or slightly less than the 
4.8 percent added by the stock companies, and considerably less than 
the 47 percent that these 2 Allstate companies added to surplus for 
the same period. 

Mr. Ikarp, What period did I understand you to say that was? 

Mr. Wicker. 1945-56, the entire period that the present law has 
been in operation. 

Mr. Ixarp. Is that 4.2 figure over that period or an annual figure? 

Mr. Wicker. For that entire period. In other words, take the total 
mutual premium income for that period; and that figure, incidentally, 
was approximately $18,280 million after you deduct all the policy- 
holder dividend refunds paid out of there, the percent of surplus in- 
crease is on the aggregate, not just 1 year. And most of the mutuals’ 
additions to surplus have come from investment income which was 
fully taxed. 

Some years they have not been able to retain 4.2 percent. Some 
years they have been able to retain a little bit more, some years less. 

ut that has been the result in the entire 14-year period. 

Mr. Ixarp. Would you say that if the mutuals had been taxed dur- 
ing that period in the same manner that the stock companies have been, 
they would have been able to have built such a sana’ 

Mr. Wicker. No, sir. It is the best opinion that we can get that if 
we had been taxed on that basis, instead of a surplus there could have 
been a net deficit in some years. It would have been mighty bad. 

Some individual companies might be a little better off, some worse 
off. Under the present existing situation in the insurance business, 
where losses are tremendously high, and apparently increasing, many 
mutual companies would be far better off under the stock basis of 
taxation this year, say. But tax laws should be written, of course, not 
on the basis of 1 year, but on the basis, rather, of what the situation 
is over a reasonable period of time under the law. Over a reasonable 
period of time the mutual companies are able to operate faily and 
yet pay very substantial taxes, as I have shown, and pay them each 
and every year, under the present law, whereas under the other law 
they would not have. 

For instance, in a bad year, they could not, as stock companies can, 
go to stockholders for additional capital. They cannot get it. Mu- 
tuals cannot call upon stockholders and issue new stock and sell stock, 
perhaps at 250, instead of 100, so as to add 100 into the treasury for 
stock and 150 to surplus. The only source from which mutuals can 
derive surplus, or the only 2 sources are, 1 from investment income, and 
the other, from whatever they have left after the payment of legiti- 
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mate losses and expenses. And on investment income, which provided 
most of this 4.2 percent, full corporate taxes were paid. 

Mr. Ikarp. Where does the investment income initially come from ? 

Mr. Wicker. This surplus you are speaking of, this 4.2. 

Mr. Ikarp. That is what I thought. 

Mr. Wicker. Yes, sir. What we retain, we invest, and on whatever 
it earns we pay the full corporate tax, and have ever since 1942, 

Mr. Ixarp. That is all. 

The Cuamman. Are there any further questions of Mr. Wicker? 

If not, Mr. Wicker, we thank you, sir, for your appearance and the 
information given the committee. 

During your testimony, I observed that our colleague from Virginia, 
whom we affectionately refer to as Governor, because he served in that 
capacity in your State, Mr. Tuck, arrived at the witness table. 

Mr. Tuck, do you have anything you would like to say ? 

Mr. Tuck. Mr. Chairman, I would like to say I am here at the 
request of your colleague from Virginia, Mr. Harrison, and Mr. Gary, 
who represents the Richmond district in the Congress, to present to 
this committee Senator Wicker and to sit by his side and just sustain 
and support him as best I could. 

I regret, however, that I was late and did not arrive until after he 
had begun his testimony. 

I am not familiar with the subject of his discussion, but I can state 
to this committee that I am sure that he has given it thorough and 
genuine study, and that he has not made any statements in which he 
does no have full faith and confidence. 

I have known Senator Wicker for more than 40 years, since our 
days in college. We were colleagues along with your colleague on this 
committee in the Senate of Virginia some twenty-odd years ago. He 
isa man that enjoys an unusually high degree of confidence and esteem 
of the people of Virginia everywhere, and enjoys the respect of the 
members of his profession. 

As you can see, he is an able and capable lawyer and knows how 
to handle his subject very well. I am delighted to have been here with 
you this morning and hope that I have not transgressed too much 
upon your time by these little remarks. 

Mr. Wicker. Thank you, sir. 

The Cuatrman. We thank you for coming to the committee with 
Mr. Wicker. We thank you both. 

(The charts and lists referred to by Mr. Wicker are as follows:) 

1. Table showing variations in effective tax rates between different types of 
stock companies. 

2. Statistics on member companies of the Mutual Insurance Committee on Federal 
Taxation. 

3. Statistics on member companies of (NCIT) “Allstate Committee.” 


4. List of member companies of the Mutual Insurance Committee on Federal 
Taxation. 
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Exhibit demonstrating wide variation of effective tax rate upon various types 
of stock insurance companies (all subject to the same identical tar law) 


Multiple line: 
Standard rate......_..__-- Re oe eral 
Fire predominant, standard eae: < ..51- tel Si 
Casualty predominant, standard rate____.._____- 
Rate deviating. bonis 
Casualty predominant, rate deviating _- bide ceete ne 
Participating and deviating __ _- | 
Casualty predominant, participating and deviating. 
United States branches. - | 

Fire and allied lines: | 
Standard rate... __- a dtakhe ioe Poteet 
Rate deviating. ____ Me Oe os Senet hee ahah 
Participating. _.__- WS A eB RB AS oo } 
Participating and deviating -- ~pstabiheccddaeaect 
Predominant, foreign-owned. -_-_......_..._....---- | 
United States branches___.___- 

Casualty and surety: 

CPOMee ees. 2 ee ; 
es. oak t 82 £205 3. sigh St Sal 
ES Tap ee 
Participating and dev fenene. 242.1 

Casualt 7 lines predominant and multiple-line foreign- 

owne: beg 

Casualty and surety lines, United States branches___ 

Stock marine, United States branches.____.__- | 

Stock automobile: 

Participating and/or eornire g88 

fee eee sy ; | 

Physical damage: 
Retroactive commissions--- eso’ ‘ 
Finance-owned__.___..._....--- i i 

Stock accident and health... ; | 

Stock farm organization sponsored - __--. - 

Stock reinsurance: | 
United States-owned_-- Zi ; yah 
Foreign-owned _ Bot dec bbdeeuae Jes 
United States branches..-..-----__- pucdakl te bel 








Source: Best’s aggregates and averages, 1956. 


| Number 


Net premiums | 





less dividends | Federal in- Per- 
to policy- come tax cent 
holders 
78 | $2,111,135,255 | $8,355,197} 0.40 
35 665, 933, 705 —1, 543, 073 —.23 
17 77, 517, 641 | 465, 376 17 
21 101, 740, 074 525, 589 . 52 
~ 108, 070, 87: —2, 818, 988 —2. il 
13 99, 308, 589 427, 824 43 
7 58, 963, 866 | 711, 194 1. 21 
15 242, 253, 315 | 1, 804, 080 .74 
114 786, 443, 629 | 3, 080, 780 .39 
15 19, 815, 551 277, 298 1.40 
5 15, 823, 014 170, 410 1. 08 
11 72, 284, 962 148, 781 a 
21 82, 434, 229 —567, 422 —.69 
29 135, 516,920 |  —396, 289 —. 29 
57 | 1,176,292,875 | 18, 735, 074 1. 59 
16 109, 991, 757 —358, 566 —. 33 
23 146, 990, 194 2, 345, 982 1.60 
10 72, 176, 643 1, 736, 802 2. 41 
19 276, 309, 403 1, 163, 456 42 
6 110, O85, 121 —1, 232, 462 —1.12 
6 | 3, 723, 446 | 118, 181 | 3.17 
59 440, 933, 019 2, 818, 104 . 64 
31 | 39, 854, 544 | —25, 675 —. 06 
} 
18 69, 841, 319 | 1, 186, 095 | 1.70 
44 296, 624, 922 18, 299, 433 6.17 
27 115, 424, 593 2, 478, 422 2.15 
6 27, 361, 517 —728 —.00 
14 141, 298, 859 | 2, 848, 007 2. 02 
10 60, 007, 911 — 52, 396 —.09 
15 











59, 089, 639 143, 774 . 24 


Statistics on member companies, Mutual Insurance Committee on Federal 
Taxation, as of Dec. 31, 1956 


Grouping by net premiums, assessments, Net premiums, | 
and fees assessments, 
| and fees 


Zero to $150,000 


$200,001 to $300,000 _ _ - 
$300,001 to $500,000 - . - 
$500,001 to $1,000,000. ___ 
$1,000,001 to $5,000,000 
$5,000,001 to $10,000,000. 


| 

eethes _...-| $17, 546, 678 | 

$150,001 to $200,000_ __ | 4, 378, 689 | 
| 


6, 116, 944 | 
12, 126, 933 | 
23, 743, 252 | 
156, 369, 184 | 
78, 708, 089 | 


Net losses 
paid 


$10, 543, 330 
2, 071, 162 

3, 239, 677 

5, 652, 399 
12, 018, 856 
74, 186, 518 
37, 825, 422 
243, 731, 810 
76, 153, 539 
340, 685, 382 


806, 108, 095 


~ 602, 289, 221 
203, 818, 874 


Admitted | Number 





$10,000,001 to $50,000,000_____- __....| 549,036, 641 | 
$50,000,001 to $100,000,000___- | 387/008; 252 | 
$100,000,001 and over-__- ; | 654, 399, 557 
Grand total. | 1,639, 431, 219 | 
Total casualty. _- ; | 1, ” 189, 338, “810 
Total fire a 450, 092, 409 | 
Grand total.___-- iecees dieses _...| 1,639, 431, 219 


806, 108, 095 








assets of com- 

| panies 
$54, 408, 932 | 383 
10, 566, 341 25 
14, 072, 176 26 
28, 399, 259 | 31 
54, 564, 686 33 
322, 764, 074 64 
135, 858, 881 10 
864, 410, 059 | 26 
229, 239, 008 | 2 
i 002, 724, 819 3 
2,7 757, 008, 235 i 603 
1,917,221,470| 41 
839, 786, 765 | | 562 
7,008, 235 | 603 
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Statistics on member companies of the “Allstate Committee” (National 
Committee for Insurance Tawation) 


Total Net Net invest- | Number 
Size in thousands admitted premiums | ment income! of com- 
assets written panies 

CORSE. «.... Sus cnndyureeeries-Dhndicrdactenterneden 24, 909 3, 192 53 
sitive sins bs neces mirdaptennteet area oa kine ne kee 8, 544 1, 992 171 12 
er ree a ee eS ea ee, 2G 12, 171 3, 112 216 13 
Sn Ne oo oasis) dt. Liem haake 32, 853 10, 401 772 27 
NE  liattes cnc tc Rieibuistunn to ~ dpheniiageaalo a biibenian 69, 035 31, 102 1, 349 43 
EM REI. cosnkt 2s cesses nad cpaee en 349, 732 198, 993 6, 683 85 
Se Oe WD. Bec 2c oboe ce ackssetscoeaae 260, 489 180, 029 5, 596 26 
SR A00 We DED BOD: 2 os oe ho os ce Cc dates 774, 509 407, 551 16, 213 20 
SE Bh in Se cian enn ~kbinnns dus adisaddiedél 62, 219 , 905 1, 241 1 
SUNOS, 33.8 nc ec eee eae 551, 384, 606 13, 817 2 
282 


Crt WO. oss ado Bi das S auasveenaieces 2, 145, 799 1, 271, 883 46, 608 


MEMBER COMPANIES OF MUTUAL INSURANCE COMMITTEE ON FEDERAL TAXATION AS 
OF DECEMBER 31, 1957 


ALABAMA 


General Mutual Insurance Company of Alabama, Birmingham 
Security Mutual Fire Insurance Co., Birmingham 


ARKANSAS 


American Mutual Insurance Co., Morrilton 

Farmers Home Mutual Fire Insurance Co., Inc., Paragould 

Farmers Mutual Insurance Co., Benton County, Gentry 

Farmers Protective Aid Society, Stuttgart 

Farmers Union Mutual Insurance Oo., Little Rock 

Northwest Arkansas Farmers Mutual Tornado Insurance Co., Fayetteville 
Washington County Farmers Mutual Fire Insurance Co., Fayetteville 


CALIFORNIA 


Farmers Mutual Fire Insurance Company of Mendocino County, Fort Bragg 
Farmers Mutual Fire Insurance Company of Sacramento County, Sacramento 
Farmers Mutual Fire Insurance Company of San Joaquin County, Stockton 
Glenn County Mutual Insurance Co., Orland 

Los Angeles Mutual Fire Insurance Co., Los Angeles 

Mutual Fire Association of Tulare County, Visalia 

Orange County Farmers Mutual Fire Insurance Co., Santa Ana 

San Bernardino County Mutual Fire Insurance Co., Ontario 

San Diego County Mutual Fire Insurance Co., San Diego 

Santa Barbara County Farmers Mutual Fire Association, Santa Barbara 
Santa Clara County Fire Insurance Co., San Jose 

Scandinavian Mutual Firé Insurance Association, Fresno 

Sonoma County Farmers Mutual Fire Insurance Co., Santa Rosa 

Stanislaus County Mutual Fire Insurance Co., Modesto 

Ventura County Mutual Fire Insurance Co., Ventura 


COLORADO 


Farmers Union Mutual Insurance Co., Denver 


CONNECTICUT 


Middlesex Mutual Assurance Co., Middletown 
Mutual Insurance Company of Hartford, Hartford 
New London County Mutual Insurance Co., Norwich 
The Patrons’ Mutual Fire Insurance Co., Glastonbury 
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DELAWARE 


Farmers Mutual Fire Insurance Company of the State of Delaware, Wilmington 
Kent County Mutual Insurance Company of Dover, Del., Dover 


GEORGIA 


Cotton States Mutual Insurance Co., Atlanta 
Coweta Mutual Fire Insurance Co., Newnan 


IDAHO 


Kootenai County Farmers Mutual Fire Insurance Co., Coeur d’Alene 
Snake River Mutual Fire Insurance Co., Boise 
Twin Falls County Mutual Fire Insurance Co., Buhl 


ILLINOIS 


Albion District Mutual Windstorm & Cyclone Insurance Co., Albion 
American Farmers Mutual Insurance Co., Chicago 

American Mutual Reinsurance Co., Chicago 

Belleville, St. Clair County Farmers’ Mutual Fire Insurance Co., Belleville 
Belvidere Farmers Mutual Fire & Life Insurance Co., Belvidere 
Buffalo Mutual Fire Insurance Co., Polo 

Carthage District Mutual Cyclone Insurance Co., Carthage 

Coles County Grange Insurance Co., Charleston 

Country Mutual Insurance Co., Chicago 

Dix Township Mutual Fire Insurance Co., Paxton 

Dunham & Chemung Co., Mutual Fire Insurance Co., Harvard 

Elmira Mutual] County Fire Insurance Co., Toulon 

Florists’ Mutual Insurance Co., Edwardsville 

Forreston County Mutual Fire Insurance Co., Forreston 

Garden Plain Mutual Fire Insurance Co., Fulton 

Greene County Mutual County Fire Insurance Co., Greenfield 

Hamlet Mutual Fire & Lightning Insurance Company of Carthage, Carthage 
Harmony Mutual County Fire Insurance Company of Carthage, Carthage 
Helvetia Township Mutual Fire Insurance Co., Highland 

Home Owners Mutual Insurance Co., Chicago 

Illinois Mutual Fire Insurance Co., Belvidere 

Jacksonville Farmers Mutual County Fire Insurance Co., Jacksonville 
Kane County Mutual Fire Insurance Co., Geneva 

Lancaster Township Mutual Fire Insurance Co., Freeport 

Louisville Clay County Farmers Mutual Fire Insurance Co., Louisville 
Lutheran Mutual Fire Insurance Co., Chicago 

Lumbermens Mutual Casualty Co., Chicago 

Macoupin County Mutual Fire Insurance Co., Carlinville 

Millers Mutual Insurance Association of Illinois, Alton 

The Montgomery County Mutual Fire Insurance Co., Hillsboro 

Mount Carroll Mutual Fire Insurance Co., Mount Carroll 

Mutual County Fire Insurance Company of Mount Prospect, Ill., Mount Prospect 
Nunda-Algonquin Mutual Fire Insurance Co., Crystal Lake 
Pana-Hillsboro District Cyclone Mutual Insurance Co., Hillsboro 
Pesotum Township Mutual Fire Insurance Co., Sadorus 

Prophetstown Farmers Mutual Insurance Co., Prophetstown 
Rockford District Mutual Tornado Insurance Co., Rockford 

State Farm Mutual Automobile Insurance Co., Bloomington 

Staunton Township Mutual Fire Insurance Co., Mount Olive 
Stronghurst Mutual County Fire Insurance Co., Stronghurst 

Vandalia Mutual County Fire Insurance Co., Vandalia 

Woodford County Mutual Fire Insurance Co., Eureka 


INDIANA 


Bartholomew County Farmers Mutual Fire & Lightning Insurance Co., Columbus 

The Boone Farm Mutual Company of Lebanon, Ind., Lebanon 

Brotherhood Mutual Insurance Co., Fort Wayne 

Citizens Mutual Fire Insurance Co., Richmond 

Farmers Mutual Fire Insurance Company of Clay Township, Spencer County, 
Lincoln City ; 
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Farmers Mutual Fire Insurance Company of Jay County, Portland 

Farmers Mutual Fire Insurance Company of La Porte County, La Porte 
Fidelity Mutual Insurance Co., Indianapolis 

German Mutual Fire Insurance Co. of Warrick County, Chandler 

Gibson, Warrick & Vanderburg Farmers Mutual Insurance Co., Haubstadt 
Grain Dealers Mutual Insurance Co., Indianapolis 

Indiana Farmers Mutual Insurance Co., Indianapolis 

Indiana Lumbermens Mutual Insurance Co., Indianapolis 

Indiana Mutual Hail Insurance Co., Indianapolis 

Indiana Union Mutual Insurance Co., Indianapolis 
Jefferson County Patrons Mutual Fire Insurance Company of Madison, Madison 
Lawrence County Farmers Mutual Insurance Co., Bedford 

Meridian Mutual Insurance Co., Indianapolis 

Michigan City Mutual Fire Insurance Co., Michigan City 

Mutual Home Fire Insurance Co., Santa Claus 

Posey County Mutual Fire Insurance Co., Mount Vernon 

Remington Farmers Mutual Insurance Co., Remington 

Rockcreek Twp. Farmers Mutual Insurance Co., Uniondale 

Switzerland & Ohio Cos. Patrons Mutual Fire Insurance Co., Rising Sun 
Terre Haute Mutual Fire Insurance Co., Terre Haute 


IOWA 


Agricultural Mutual Insurance Association, Des Moines 
Allied Mutual Casualty Co., Des Moines 
American Mutual Insurance Association of Wheatland, Clinton County, Wheat- 
land 
American Mutual Insurance Association, Scott County, Davenport 
Bohemian Mutual Insurance Association of Tama County, Chelsea 
Boone Farmers Mutual Insurance Association, Boone 
Buena Vista Mutual Insurance Association, Alta 
Calhoun Mutual Insurance Association, Lake City 
‘Castle Grove Mutual Insurance Association of Monticello, Jones County, Monti- 
cello 
Cerro Gordo Mutual Insurance Association, Mason City 
Clay Mutual Insurance Association, Spencer 
Dallas Mutual Insurance Association, Dallas Center 
Delaware County Mutual Insurance Association, Manchester 
Dickinson Co. Farmers Mutual Insurance Association, Spirit Lake 
The Druggists’ Mutual Insurance Company of Iowa, Algona 
Eden Mutual Insurance Association, Benton County, Vinton 
Employers’ Mutual Casualty Co., Des Moines 
Farmers Mutual Insurance Association, Adams County, Corning 
Farmers Mutual Insurance Association of Birmingham, Van Buren County, 
Birmingham 
Farmers Mutual Insurance Association of Black Hawk County, Hudson 
Farmers Mutual Insurance Association of Central Iowa, Roland 
Farmers Mutual Insurance Association of Clinton and Adjacent counties, Wheat- 
land 
Farmers Mutual Insurance Association, Crawford Company, Schleswig 
The Farmers Mutual Fire & Lightning Insurance Association of Emmet and 
adjacent counties, Armstrong 
Farmers Mutual Insurance Association of Garnavillo, Clayton County, Garnavillo 
Farmers Mutual Insurance Association of Iowa, Rockford 
Farmers Mutual Insurance Association of O’Brien County, Hartley 
Farmers Mutual Insurance Association, Osceola County, Sibley 
Farmers Mutual Fire Insurance Association of Polk County, Des Moines 
Farmers Mutual Insurance Association of Sioux and adjacent counties, Hull 
Farmers Mutual Fire Insurance Association of Webster and adjacent counties, 
Fort Dodge 
Farmers Mutual Insurance Association of Winnebago County, Lake Mills 
Farmers Mutual Hail Insurance Co. of Iowa, Des Moines 
Farmers Mutual Reinsurance Co., Grinnell 
Farmers State Mutual Hail Association of Estherville, lowa, Bstherville 
First Maxfield Mutual Insurance Association (Bremer County), Waverly 
Franklin County Farmers Mutual Insurance Association, Hampton 
Fremont Mutual Insurance Association, Sidney 
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German Farmers Mutual Insurance Association of Allamakee County, Waukon 
German Mutual Insurance Association, Jones County, Monticello 
Glidden Mutual Insurance Association, Glidden 

Grundy Mutual Insurance Association, Grundy Center 

Hancock Mutual Insurance Association, Garner 

Harrison Mutual Insurance Association, Logan 

Henry County Mutual Insurance Association, Mount Pleasant 

Home Mutual Insurance Association of Carroll County, Manning 
Humboldt Mutual Insurance Association, Humboldt County, Humboldt 
Iowa Hardware Mutual Insurance Co., Mason City 

Iowa Home Mutual Fire Insurance Co., Des Moines 

Iowa Mutual Tornado Insurance Association, Des Moines 

Iowa National Mutual Insurance Co., Cedar Rapids 

Jasper Mutual Insurance Association, Newton 

Kossuth Mutual Insurance Association, Algona 

Lee County Mutual Insurance Association, West Point 

Lincoln Mutual Insurance Association, Johnson County, Lone Tree 
Marion County Mutual Insurance Association, Knoxville 

Mill Owners Mutual Insurance Co., Des Moines 

Mutual Fire & Automobile Insurance Co., Cedar Rapids 

Mutual Fire & Storm Insurance Co., Burlington 

Northwestern Mutual Insurance Association, Johnson County, Iowa City 
The Patrons Mutual Insurance Association, Iowa County, Williamsburg 
Pioneer Mutual Insurance Association, Red Oak 

Plymouth Farmers Mutual Insurance Association, Le Mars 
Pocahontas Mutual Insurance Association, Laurens 

Pottawattamie Mutual Insurance Association, Council Bluffs 
Poweshiek Mutual Insurance Association, Grinnell 

St. Ansgar Mutual Insurance Association, St. Ansgar 

Square Deal Insurance Co., Des Moines 

The Tama County Mutual Insurance Association, Traer 

Town Mutual Dwelling Insurance Co., Des Moines 

Victoria Farmers Mutual Insurance Association, Massena 

Wayne County Mutual Insurance Association, Corydon 

Western Cherokee Mutual Insurance Association, Marcus 

Western Mutual Insurance Co., Des Moines 

The White Pigeon Mutual Insurance Association, Wilton Junction 


KANSAS 


Alliance Cooperative Insurance Co., Topeka 

The Bremen Farmers Mutual Insurance Co., Bremen 
Ford County Farmers Mutual Insurance Co., Offerle 
The Midland Mutual Fire Insurance Co., Newton 
Midwest Mutual Insurance Co., Dodge City 


KENTUCKY 


Farmers Cooperative Insurance Co., Vanceburg 

Farmers Insurance Association of Daviess County, Owensboro 

Farmers Mutual Fire Insurance Company of Boone County, Burlington 
Farmers Mutual Insurance Company of Mason County, Kentucky, Maysville 
Hurst Home Insurance Co., Lexington 

Kenton County Assessment Fire Insurance Co., Independence 

Kentucky Growers Insurance Co., Lexington 

The Mutual Fire Insurance Company of Covington, Ky., Inc., Covington 
Planters Insurance Co., Inc., Bowling Green 


MAINE 
Mutual Fire Insurance Co., Saco 
United Mutual Insurance Co., Presque Isle 


MARYLAND 


Farmers & Mechanics Mutual Insurance Association of Cecil County, North East 
The Mutual Fire Insurance Company of Kent County, Md., Chestertown 
Mutual Fire Insurance Company of Montgomery County, Sandy Spring 

The Mutual Insurance Company of Frederick County, Frederick 

Taneytown Mutual Fire Insurance Company, Carroll County, Taneytown 
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MASSACHUSETTS 


Abington Mutual Fire Insurance Co., Abington 
American Mutual Liability Insurance Co., Boston 
Allied American Mutual Fire Insurance Co., Boston 
Attleboro Mutual Fire Insurance Co., Attleboro 
Berkshire Mutual Fire Insurance Co., Pittsfield 
Cambridge Mutual Fire Insurance Co., Andover 
Dorchester Mutual Fire Insurance Co., Boston 
Federal Mutual Insurance Co., Boston 

Fitchburg Mutual Fire Insurance Co., Fitchburg 
Hingham Mutual Insurance Co., Hingham 

Holyoke Mutual Fire Insurance Co., in Salem, Salem 
Liberty Mutual Fire Insurance Co., Boston 

Liberty Mutual Insurance Co., Boston 

Lynn Mutual Fire Insurance Co., Concord 
Merchants and Farmers Mutual Fire Insurance Co., Worcester 
Merrimack Mutual Fire Insurance Co., Andover 
Middlesex Mutual Fire Insurance Co., Concord 
Mutual Boiler and Machinery Insurance Co., Waltham 
Quincy Mutual Fire Insurance Co., Quincy 

Salem Mutual Fire Insurance Co., Salem 

Traders and Mechanics Insurance Co., Lowell 
Worcester Mutual Fire Insurance Co., Worcester 


MICHIGAN 


Auto-Owners Insurance Co., Lansing 

Barry & Eaton Mutuai Insurance Co., Charlotte 

Farm Bureau Mutual Insurance Company, of Michigan, Lansing 

l’armers & Merchants’ Mutual Fire Insurance Co., Calumet 

The Farmers Mutual Fire Insurance Co. of Calhoun County, Marshull 

Farmers Mutual Fire Insurance Company of Clinton & Gratiot Countys, St. Johns 

Farmers’ Mutual Fire Insurance Co. of Dowagiac, Michigan, Dowagiac 

Farmers Mutual Fire Insurance Company of Ingham County, Mason 

Farmers Mutual Fire Insurance Co. of Kalamazoo County, Kalamazoo 

Farmers Mutual Fire Insurance Co. of Monroe and Wayne Countries, Detroit 

The Farmers Mutual Fire Insurance Co. of Ottawa and Allegan Counties, Zeeland 

Farmers Mutual Fire Insurance Co. of St. Clair County, Richmond 

Finnish Mutual Fire Insurance Co., Calumet 

Frankenmuth Mutual Insurance Co., Frankenmuth 

Frankenmuth Mutual Fire Insurance Co., Frankenmuth 

Fremont Mutual Fire Insurance Co., Fremont 

Italian Mutual Fire Insurance Co., Laurium 

Michigan Millers Mutual Insurance Co., Lansing 

Michigan Mutual Auto Insurance Co., Traverse City 

Michigan Mutual Hail Insurance Co., Lansing 

Michigan Mutual Liability Co., Detroit 

Michigan Mutual Windstorm Insurance Co., Hastings 

The Mutual City & Village Fire Insurance Co., Dowagiae 

Patrons Mutual Fire Insurance Company of Sanilac County, Carsonville 

Scandinavian Farmers Mutual Fire Insurance Company of Montcalm & Kent 
Counties, Gowen 

State Mutual Insurance Co., Flint 

Three Rivers Farmers Mutual Fire Insurance Co., Three Rivers 

Upper Peninsula Farmers Mutual Fire Insurance Co., Rock 


MINNESOTA 


Acton & Genessee Mutual Fire Insurance Co., Grove City 
Austin Mutual Insurance Co., Minneapolis 

Beaver Creek Mutual Insurance Co., Luverne 

Carlton County Farmers Mutual Fire Insurance Co., Carlton 
Citizens Fund Mutual Casualty Co., Red Wing 

Citizens Fund Mutual Fire Insurance Co., Red Wing 
Cottage Grove Mutual Fire Insurance Co., Newport 
Delaware Farmers Mutual Fire Insurance Co., Herman 
Elmdale Farmers Mutual Insurance, Inc., Swanville 


oe 
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Esko Mutual Fire Insurance Co., Esko 

Farm Mutual Re-Insurance Association, Esko 

Farmers Home Mutual Insurance Co., Minneapolis 

Farmers Mutual Fire Insurance Company of Bath, Geneva 
Federated Mutual Implement & Hardware Insurance Co., Owatonna 
Graham Mutual Fire Insurance Co., St. Cloud 

Inver Grove Town Farmers Mutual Fire Insurance Co., South St. Paul 
Middleville Mutual Fire Insurance Co., Howard Lake 
Minnesota Farmers Mutual Insurance Co., Minneapolis 
Minnesota Mutual Fire & Casualty Co., Minneapolis 

Mound Prairie Mutual Insurance Co., Houston 

Murray County Mutual Insurance Co., Slayton 

Mutual Service Casualty Insurance Co., St. Paul 

National Mutual Dwelling House Fire Insurance Co., Red Wing 
New Sweden Mutual Fire & Lightning Insurance Co., Nicollet 
North Star Mutual Insurance Co., Cottonwood 

Norwegian Mutual Fire Insurance Co., Cottonwood 

Palo Farmers Mutual Fire Insurance Association, Aurora 
Patrons Cooperative Fire Insurance Co., Robbinsdale 
Redwood County Farmers Mutual Insurance Co., Lamberton 
Rollingstone Mutual Fire Insurance Co., Lewiston 

St. Paul Mutual Insurance Co., St. Paul 

Security Mutual Fire Insurance Co., Chatfield 

Spring Vale Mutual Fire Insurance Co., Dalbo 

Stark Farmers Mutual Fire Insurance Co., Sleepy Eye 
Sumter Mutual Fire Insurance Co., Brownton 

Sweet Township Mutual Fire Insurance Co., Pipestone 
Tri-State Mutual Insurance Co., Luverne 

Westbrook Mutual Insurance Co., Storden 

White Bear Lake Insurance Co., Starbuck 

Young American Mutual Fire Insurance Co., Norwood 


MISSOURI 


Adair County Farmers Mutual Fire & Lightning Insurance Co., Kirksville 

Arnsburg Farmers Mutual Fire & Lightning Insurance Co., Oak Ridge 

Central Mutual Casualty Co., Kansas City 

Citizens Mutual Fire Insurance Co., Cape Girardeau County, Daisy 

Clarks Fork Farmers Mutual Insurance Co., Cooper County, Bunceton 

Colfax Farmers Mutual Insurance Co., Tarkio 

Concordia Farmers Mutual Insurance Co., Concordia 

Crawford County Mutual Fire Insurance & Lightning Insurance Co., Leasburg 

Dallas County Farmers Mutual Insurance Co., Urbana 

Farmers Home Insurance Company of Ray County, Richmond 

Farmers & Laborers Cooperative Insurance Association of Monroe County, Paris 

Farmers Mutual Insurance Co., Atchison County, Rockport 

Farmers Mutual Fire Insurance Company of Barton County, Liberal 

Farmers Mutual Fire Insurance Company of Chamois, Osage County, Chamois 

Farmers Mutual Fire Insurance Company of Chariton County, Mendon i 

Farmers Mutual Fire Insurance Company of Clark County, Kahoka 

Farmers Mutual Insurance Company of Clay County, Liberty 

Farmers Mutual Fire Insurance Company of Clinton County, Plattsburg 

Farmers Mutual Fire Insurance Company of Dade County, Mo., Lockwood 

Farmers Mutual Fire Insurance Company of Dekalb County, Maysville 

The Farmers Mutual Fire Insurance Company of Harrison County, Mo., Bethany | 

Farmers Mutual Fire & Lightning Insurance Company of Henry County, Clinton 

Farmers Mutual Fire Insurance Company of Jefferson & Franklin Counties, 
Dittmer 

Farmers Mutual Insurance Company of Lawrence County, Freistatt 

Farmers Mutual Insurance Company of Linn County, Meadville 

Farmers Mutual Insurance Company of Livingston County, Chillicothe 

Farmers Mutual Insurance Company of Macon, Mo., Macon 

Farmers Mutual Insurance Company of Marion County, Palmyra 

Farmers Mutual Fire Insurance Company of Nixa, Christian County, Nixa 

The Farmers Mutual Fire Insurance Company of Pettis County, Sedalia 

Farmers Mutual Fire & Lightning Insurance Association of Phelps County, Vida 

Farmers Mutual Fire Insurance Company of Platte County, Platte City 

Farmers Mutual Fire and Lightning Insurance Company of Polk County, Bolivar 
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Farmers Mutual Fire Insurance Company of St. Johns, Washington 

Farmers Mutual Fire Insurance Company of St. Louis County, Clayton 

Farmers Mutual Fire Insurance Company of Scotland County, Memphis 

Farmers Mutual Fire Insurance Company of Shelby County, Shelbina 

Farmers Mutual Insurance Company of Sullivan & Adjoining Counties, Browning 

Farmers Mutual Fire & Lightning Insurance Company of Vernon County, Nevada 

Farmers Mutual Hail Insurance Company of Missouri, Columbia 

Farmers Mutual Reinsurance Company of Missouri, Liberty 

Farmers Mutual Windstorm Insurance Ce., Columbia 

Farmers & Planters Mutual Hail Insurance Co., Cape Girardeau 

Forest Green Farmers Mutual Insurance Co., Forest Green 

Grange Mutual Insurance Company of Lewis County, Maywood 

Hazel Dell Farmers Mutual Fire & Lightning Insurance Company of Moniteau 
County, Latham 

Hickory County Farmers Mutual Insurance Co., Cross Timbers 

Home Mutual Insurance Co., Columbia 

Home Mutual Insurance Company of Newton & McDonald, Neosho 

Johnson County Mutual Insurance Co., Warrensburg 

Knox County Farmers Mutual Insurance Association, Edina 

Mercer County Mutual Fire Insurance Co., Princeton 

Missouri Farmers Mutual Tornado Insurance Co., Macon 

MFA Mutual Insurance Co., Columbia 

The Mutual Insurance Association of Laclede County, Lebanon 

Patrons & Farmers Mutual Fire Insurance Company of Cass County, Harrison- 
ville 

Patrons Mutual Insurance Company of Lafayette County, Bates City 

Pike County Farmers Mutual Fire Insurance Company, Bowling Green 

Ralls County Farmers Fire Insurance Association, Center 

Scott County Farmers Mutual Aid Society, Illmo 

Southeast Missouri Mutual Fire Insurance Co., Inc., Dexter 

State Farmers Mutual Tornado Insurance Co., Cameron 

Texas County Farmers Mutual Fire & Lighting Insurance Co., Licking 

Tipton Mutual Fire Insurance Association, Moniteau County, Tipton 

Traders Mutual Fire Insurance Co., Kansas City 

Union Town Mutual Fire Insurance Co., Union 

Western Millers Mutual Insurance Co., Kansas City 


MONTANA 


Tri-County Farmers Fire Insurance Co., Whitewater 


NEBRASKA 


Farmers Mutual Insurance Company of Nebraska, Lincoln 
German Mutual Insurance Association of Nebraska, Auburn 
Mid-Continent Hail Insurance Co., Lincoln 

Nebraska Hardware Mutual Insurance Co., Lincoln 
Protective Fire Insurance Co., Seward 

Standard Reliance Insurance Co. (Mutual), Lincoln 

Union Insurance Co. (Mutual), Lincoln 

Western Plains Insurance Co., Lincoln 


NEW JERSEY 


Mercer County Mutual Fire Insurance Co., Pennington 


NEw MEXICO 
Mountain States Mutual Casualty Co., Albuquerque 


NEW YORK 


American Cooperative Fire Insurance Company of Sullivan & Adjoining Coun- 
ties, Woodridge 

American Manufacturers Mutual Insurance Co., New York. 

Bethlehem Mutual Insurance Association, Glenmont 

Capital District Grange Co-op Fire Insurance Co., Greenville 

Cayuga County Farmers Insurance Co., Auburn 

Ca, uga County Patrons Fire Relief Association, Poplar Ridge 











3308 GENERAL REVENUE REVISION 


Chautauqua County Patrons Fire Relief Association, Jamestown 

Chenango Cooperative Insurance Co., Norwich 

Clinton County New York Patrons Fire Relief Association, Wadhams 

Consolidated Mutual Insurance Co., Brooklyn 

Cooperative Fire Insurance Company of Sullivan & Adjoining Counties, Wood- 
ridge 

Cooperative Windstorm Insurance Company of New York, Greenville 

Cosmopolitan Mutual Insurance Co., New York 

Dryden & Groton Cooperative Fire Insurance Co., Freeville 

Dutchess & Columbia Patrons’ Fire Relief Association, Pine Plains 

Exchange Mutual Insurance Co., Buffalo 

Farmers’ Fire Insurance Association of the Towns of Greenville, Durham, 
Westerlo & Rensselaerville, Oak Hill 

Farmers Mutual Indemnity Association of Cayuga County, Moravia 

Farmers Mutual Insurance Company of Orleans & Niagara Counties, Lockport 

The Farmers’ Reliance Mutual Insurance Co., Montour Falls 

Fifth Co-op Fire Insurance Company of Sullivan & Adjoining Counties, Wood- 
ridge 

Fire Relief Association of Wayne County, Williamson 

Guilderland Mutual Insurance Association, Greenville 

Home Mutual Fire Insurance Company of Broome County, Binghamton 

Interboro Mutual Indemnity Insurance Co., New York 

Jamestown Mutual Insurance Co., Jamestown 

Jefferson Mutual Insurance Co., Jamestown 

Jefferson County Patrons Fire Relief Association, Watertown 

Madison-Onondaga Mutual Fire Insurance Co., Chittenango 

Merchants Mutual Insurance Co., Buffalo 

Monroe County Patrons’ Fire Relief Association, Rochester 

Mountain Co-op Fire Insurance Company of Sullivan & Adjoining Counties, 
Woodridge 

New York Mutual Casualty Insurance Co., New York 

The Olive Cooperative Fire Insurance Association, Kingston 

Oneida County, Grange Cooperative Fire Insurance Co., Westernville 

Ontario County Patrons Fire Relief Association, Macedon 

Otsego County Patrons Cooperative Fire Relief Association, Schenevus 

Patrons Co-op Fire Relief Association of Steuben & Livingston Counties, Way- 
land 

Patrons Fire Relief Association of Seneca County, Interlaken 

Patrons of Husbandry Cooperative Fire Relief Association of the County of 
Herkimer, Herkimer 

Pioneer Cooperative Fire Insurance Co., Greenville 

Preferred Mutual Insurance Co., New Berlin 

Public Service Mutual Insurance Co., New York 

Salem Mutual Town Fire Insurance Co., Salem 

Schoharie & Schenectady Counties Farmers’ Mutual Fire Insurance Association, 
Esperance 

Security Mutual Insurance Company of New York, New York 

Surety Cooperative Fire Insurance Co.. Hornell | 

The Third Cooperative Fire Insurance Company of Sullivan & Adjoining Coun- 
ties, Woodridge 

Tompkins Cooperative Fire Insurance Co., Ithaca 

Tompkins, Schuyler & Tioga Counties Patrons’ Fire Relief Association, Trumans- 
burg 

Utica Mutual Insurance Co., Utica 

Utilities Mutual Insurance Co., New York i 

Westchester & Putnam Patrons Fire Relief Association, Mohegan Lake 

Westmoreland Cooperative Insurance Association, Rome 


NORTH CAROLINA 
Hardware Mutual Insurance Company of the Carolinas, Charlotte 
NORTH DAKOTA 


Grant Farmers Mutual Fire & Lightning Insurance Company of Ward County, 

Minot 
Kenmare Farmers Mutual Fire & Lightning Insurance Co., Ward County, Ken- 

mare 
Merchants National Mutual Fire Insurance Co., Fargo 
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OHIO 


The Buckeye State Mutual Insurance Association, Covington 

The Celina Mutual Insurance Co., Celina 

Central Mutual Insurance Co., Van Wert 

The Druggists Mutual Insurance Co., Mansfield 

Erie County Farmers Insurance Co., Sandusky 

Farmers Mutual Aid Association of Van Wert County, Van Wert 
Farmers Mutual Fire Insurance Company of Darke County, Greenville 
Farmers Mutual Fire Protection Association, North Canton 
Farmers Mutual Insurance Association of Seneca County, Tiffin 
The Guarantee Mutual Fire Insurance Co., Springfield 

Henry County Farmers Mutual Insurance Co., Napoleon 

The Huron County Farmers Insurance Co., North Fairfield 
Lightning Rod Mutual Fire Protective Association, Wooster 

The Lumbermens Mutual Insurance Co., Mansfield 

The National Mutual Insurance Co., Celina 

Nationwide Mutual Fire Insurance Co., Columbus 

Norton Mutual Fire Association, Barberton 

The Ohio Hardware Mutual Insurance Co., Coshocton 

Ohio Mutual Windstorm Insurance Association, Bucyrus 

Ohio State Grange Mutual Insurance Association, Newark 

The Patrons Mutual Insurance Association of Ohio, Bellefontaine 
Shelby County Farmers Mutual Insurance Association, Anna 
Washington Township Mutual Fire & Lightning Insurance Association, Lakeville 


OKLAHOMA 
Union Mutual Insurance Co., Oklahoma City 


OREGON 
Grange Mutual Insurance Co., Portland 


PENNSYLVANIA 


Allen Mutual Insurance Co., Allentown 

The Angelica Mutual Fire Insurance Company of Berks County, Mohnton 

Annville Mutual Insurance Co., Annville 

Berks & Lehigh Mutual Insurance Co., Kutztown 

Briar Creek Farmers Mutual Insurance Co., Orangeville 

Brush Creek Mutual Fire Association, New Brighton 

Bucks County Mutual Insurance Co., Pipersville 

Cambria County Mutual Fire Insurance Co., P. of H., Ebensburg 

Carpenter Mutual Insurance Co., Curwensville 

Center Valley Mutual Fire Insurance Co., Vandergrift 

Chester County Mutual Insurance Co., Coatesville 

City Mutual Insurance Co., Lebanon 

Clarion County Mutual Fire Insurance Co., Clarion 

Commercial Mutual Insurance Co., Lebanon 

Conemaugh Valley Mutual Fire Insurance Co., Johnstown 

Coolspring Valley Mutual Fire Insurance Co., Fredonia 

Countrymen’s Mutual Fire Insurance Co., Lebanon 

Donegal Mutual Insurance Co., Marietta 

Elk County Mutual Fire Insurance Co., P. of H., Ridgway 

Empire Mutual Insurance Co., Philadelphia 

Hrie County Mutual Insurance Co., Brie 

Farmers Alliance & Industrial Union Mutual Fire Insurance Company of Penn- 
sylvania, Shinglehouse 

Farmers American Mutual Fire Insurance Company of Bucks County, Dublin 

Farmers Fire Insurance Company of Upper & Lower Saucon Township, Beth- 
lehem 

Farmers & Mechanics Home Mutual Fire Insurance Company of Sullivan County, 
Forksville 

Farmers Mutual Insurance Company of Berks County, Robesonia 

Farmers Mutual Fire Insurance Company of Centre County, Spring Mills 

Farmers Mutual Fire Insurance Company of Hannahstown, Marwood 

Farmers’ Mutual Insurance Company in the County of Lancaster, Elizabethtown 

Farmers Mutual Fire Insurance Company of Marble, Pa., Marble 
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Farmers’ Mutual Fire Insurance Company of Schuylkill County, Orwigsburg 
Farmers Mutual Insurance Company of Tuscarora, Wyalusing 
The Frankford Mutual Fire Insurance Co., Frankford 

Fulton County Mutual Fire Insurance Co., Needmore 

Greene County Farmers Mutual Insurance Co., Wind Ridge 
Harborcreek Mutual First Insurance Company of Erie, Pa., Erie 
Harleysville Mutual Insurance Co., Harleysville 

The Independent Mutual Fire Insurance Co., Philadelphia 
Juniata Farmers Mutual Fire Insurance Co., McAlisterville 
Lancaster County Mutual Insurance Co., Lancaster 

Limestone Mutual Fire Insurance Co., New Bethlehem 

Lititz Mutual Insurance Co., Lititz 

Lykens Valley Mutual Insurance Co., Elizabethville 

Mendon Grange Mutual Fire Insurance Co., Smithton 
Merchants & Business Men’s Mutual Insurance Co., Harrisburg 
Millville Mutual Insurance Co., Millville 

Monroe Mutual Insurance Co., Palmerton 

Montour Mutual Insurance Co., Danville 

Mount Jackson Mutual Fire Insurance Co., Wampum 

MountJoy Mutual Insurance Co., Mount Joy 

Mutual Fire Insurance Company of South Bend Township, Shelocta 
The Mutual Fire, Marine & Inland Insurance Co., Philadelphia 
National Mutual Assurance Co., Allentown 

Neffsville Mutual Fire Insurance Co., Lititz 

Nescopeck Mutual Fire Insurance Co., Nescopeck 

Northampton Mutual Insurance Co., Easton 

Northern Mutual Insurance Co., Ephrata 

Old Guard Mutual Insurance Co., Lancaster 

Paradise Mutual Insurance Co., Hanover 

Penn Charter Mutual Insurance Co., Lititz 

Pomona No. 3 Mutual Fire Insurance Co., West Chester 
Pymatuning Mutual Fire Insurance Co., Mercer 

Southern Mutual Insurance Co., Quarryville 

Southwestern Mutual Fire Association, Uniontown 
Stewartstown Mutual Fire Insurance Co., Stewartstown 
Tulpehocken Mutual Insurance Co., Myerstown 

Union Mutual Insurance Company of Westmoreland County, Greensburg 
Union Mutual Insurance Co., Norristown 

Wayne County Farmers Mutual Fire Insurance Co., Honesdale 
Western Mutual Fire Insurance Company of York County, York 
Western Pennsylvania Mutual Fire Insurance Co., New Castle 
Windsor Mutual Insurance Co., Hamburg 


RHODE ISLAND 


Automobile Mutual Insurance Company of America, Providence 
Factory Mutual Liability Insurance Company of America, Providence 
Pawtucket Mutual Insurance Co., Pawtucket 

The Providence Mutual Fire Insurance Co., Providence 

Union Mutual Insurance Company of Providence, Providence 


SOUTH CAROLINA 


American Mutual Fire Insurance Co., Charleston 
The Carolina Mutual Insurance Co., Charleston 
Grange Mutual Fire Insurance Association of South Carolina, Inc., Olanta 


SOUTH DAKOTA 


Farmers Mutual Fire & Life Insurance Company of Hanson County, Alexandria 
Farmers Mutual Insurance Company of Volga, Brookings County, Volga 
Farmers Mutual Tornado-Cyclone Insurance Company of Union & Clay Counties, 
Elk Point 
TENNESSEE 


Farmers Mutual Fire Insurance Company of Knox County, Knoxville 








GENERAL REVENUE REVISION 3311 


TEXAS 


Collin County Farmers Mutual Insurance Co., McKinney 

Farmers Mutual Fire Insurance Association of Comal County, New Braunfels 
Germania Mutual Aid Association, Brenham 

Mutual Aid Fire Insurance Association, Kyle 

The Old American County Mutual Fire Insurance Co., Dallas 

Slavonic Mutual Fire Insurance Association, East Bernard 

Svea Mutual Fire Insurance Association, Inc., Taylor 

Texas Employers’ Insurance Association, Dallas 

Texas Hardware Mutual Fire Insurance Co., Dallas 


UTAH 
Bear River Mutual Insurance Co., Salt Lake City 


VERMONT 


Granite Mutual Insurance Co., Barre 
Vermont Mutual Fire Insurance Co., Montpelier 


VIRGINIA 


Dan River Farmers Mutual Fire Insurance Co., Danville 
Henrico Mutual Life Insurance Co., Richmond 
Shenandoah Mutual Fire Insurance Co., Woodstock 

West Rockingham Mutual Fire Insurance Co., Harrisonburg 


WASHINGTON 


Farmers’ Mutual Insurance Co., Enumclaw 
Northwestern Mutual Insurance Co., Seattle 


WEST VIRGINIA 


The Farmers Home Fire Insurance Company of West Virginia, Lewisburg 

Farmers Union Association & Fire Insurance Company of Preston County, 
Bruceton Mills 

Grange Mutual Fire Insurance Company of West Virginia, Philippi 

Inland Mutual Insurance Co., Huntington 

Municipal Mutual Insurance Company of West Virginia, Wellsburg 

Mutual Fire Insurance Company of West Virginia, Clarksburg 

Pan-Handle Farmers Mutual Insurance Company of West Virginia, Wheeling 

Safe Insurance Co., Harrisville 

West Virginia Insurance Co., Harrisville 


WISCONSIN 


Alden & Black Brook Mutual Insurance Co., Amery 

Arkdale Mutual Fire Insurance Co., Friendship 

Aurora Mutual Fire Insurance Co., Berlin 

Badger Mutual Insurance Co., Milwaukee 

Calumet County Mutual Fire Insurance Co., New Holstein 

Church Mutual Insurance Co., Merrill 

Citizens Mutual Insurance Co., Janesville 

Clyman Town Mutual Fire Insurance Co., Juneau 

Cream City Mutual Insurance Co., Milwaukee 

Crystal Lake Farmers Mutual Fire Insurance Co., Neshkoro 
Sagle Point Mutual Fire Insurance Co., Chippewa Falls 
Employers Mutual Fire Insurance Co., Wausau 

Farmers Mutual Automobile Insurance Co., Madison 

Farmers Mutual Insurance Company of Wisconsin, Madison 

Furniture Mutual Insurance Co., Milwaukee 

Germantown Mutual Insurance Co., Germantown 

Greenfield Mutual Insurance Co., Milwaukee 

Hardware Dealers Mutual Fire Insurance Co., Stevens Point 
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Hardware Mutual Casuaity Co., Stevens Point 

Herman Mutual Insurance Co., Iron Ridge 

Hull Town Mutual Insurance Co., Colby 

Integrity Mutual Insurance Co., Appleton 

Kewaskum Mutual Insurance Co., Kewaskum 
Lima-Johnstown Town Mutual Fire Insurance Co., Whitewater 
Manitowoc County Mutual Fire Insurance Co., Manitowoc 
Marcellon Town Mutual Fire Insurance Co., Portage 
Market Men’s Mutual Insurance Co., Milwaukee 

Martell Mutual Town Fire Insurance Co., Baldwin 
MeMillan Grange Mutual Fire Insurance Co., Marshfield 
Medina Mutual Insurance Co., Marshall 

Newark Mutual Fire Insurance Co., Beloit 

New Hope Mutual Fire Insurance Co., Amherst Junction 
Oakfield Town Mutual Fire Insurance Co., Oakfield 

Paris Mutual Fire Insurance Co., Union Grove 

Raymond Mutual Fire Insurance Co., Franksville 
Rosendale Mutual Insurance Co., Rosendale 

Salem Mutual Town Insurance Co., Salem 

Trempealeau County Mutual Fire Insurance Co., Galesville 
Union Mutual Fire Insurance Co., Evansville 

Washington Town Insurance Co., Washington Island 
Waupun Farmers Mutual Fire Insurance Co., Waupun 
West Bend Mutual Insurance Co., West Bend 

Wisconsin Mutual Insurance Co., Madison 


Mr. Reed. 

Mr. Reep. Mr. Chairman, I have received a communication from 
the Honorable James A. Farley, former Postmaster General, convey- 
ing the regrettable information that circumstances will prevent his 
appearing before our committee, as had been originally scheduled. I 
am sure that the entire membership of the committee will join me in 
expressing regret over this fact. Mr. Farley has rendered great public 
service to his country, and has also distinguished himself as a capable 
executive in our free-enterprise system. 

I believe, Mr. Chairman, that you have similarly received a letter 
from Mr. Farley, and, with your concurrence, I would ask unanimous 
consent that Mr. Farley’s letter to you, his letter to me, and the state- 
ment he had planned on presenting to this committee with respect to 
the taxation of foreign income be included in the record at the appro- 
priate place. 

The CuarrmMan. Without objection, it is so ordered. 

(The letters and statement referred to are as follows :) 

THE Coca-CoLa Export Corp. 
New York, N. Y., February 5, 1958. 
Hon. DANteLt A. REED, 


Ways and Means Committee, 
House Office Building, Washington, D. C. 

DEAR DAN: Completely apart from the discomforts of a broken arm, I am truly 
sorry that I will not be able to testify before the Committee on Ways and Means 
during the present hearings as I had originally planned. I wanted very much to 
see you and my other old friends in the Congress. As it turned out, I will not be 
well in time to testify in person before the present hearings end on February 7. 

I have written Chairman Mills explaining that I will not be able to appear and 
requesting that the committee accept my prepared statement for inclusion in the 
record. A copy of my letter to the chairman is enclosed. In my statement I 
endorsed H. R. 6248 and H. R. 7247, which I believe are very important and de- 
sirable measures. I would appreciate it very much if you and the committee 
would favorably consider and support these bills. 

With kindest personal regards, I am, 

Sincerely yours, 
James A. FARLEY. 
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Frsruary 5, 1958. 
Hon. WiLeur D, MILLs, 


Chairman, Ways and Means Committee, 
House Office Building, Washington, D.C. 


DeEAR WILBUR: I first want to thank you for including me among the witnesses 
scheduled to appear before the Committee on Ways and Means during the current 
hearings. I must apologize to you and your committee for my absence on the 
day on which I was to testify. As you know, I had the misfortune to break my 
arm just before my planned appearance. I appreciate your kind invitation to 
reschedule my testimony for a later time during the hearings. I do not come 
to Washington very much any more, and I was looking forward with great 
pleasure to appearing before your committee and seeing old friends again. How- 
ever, it is now certain that I will not be well in time to testify before the present 
hearings end on February 7. 

I consider H. R. 6248 and H. R. 7247 to be very important bills, and I wanted 
to emphasize their great value. I hope that your committee will act favorably 
on them during the present session. 

I would appreciate it very much if you would include my enclosed statement 
in the record of the hearings. 

I wish to congratulate you on becoming chairman of this great and important 
committee, a task for which you are so eminently fitted. 

With kindest personal regards, I am, 

Sincerely yours, 


JAMES A. FARLEY. 





STATEMENT OF JAMES A. FARLEY, CHAIRMAN OF THE BOARD OF DIRECTORS, THE 


Coca-CoLa Export Corp., DEALING WiTtH SecrTion 904, INTERNAL REVENUE 
CopE oF 1954 


My name is James A. Farley, and I am chairman of the board of the Coca-Cola 
Export Corp., 515 Madison Avenue, New York, N. Y. 

I have requested permission to appear before this committee for the purpose 
of inviting your attention to a harsh and inequitable United States tax treatment 
accorded many United States corporations which derive income from abroad, and 
for the purpose of speaking in support of H. R. 6248, introduced by Congressman 
Herlong, and H. R. 7247, introduced by Congressman Simpson. These identical 
bills would relieve the present inequity and would, at the same time, encourage 
wider foreign private investment which can support and implement the goals 
for which the Government is now spending billions of dollars annually on mutual- 
security programs with friendly nations. 

My company, the Coca-Cola Export Corp., is a United States corporation which 
sells, either directly or through foreign subsidiaries, Coca-Cola products through- 
out the free world outside of the United States, Canada, and Cuba. At the 
present time, we pay taxes to foreign countries at the rate of more than 52 percent 
of our consolidated foreign income. Nevertheless, the United States super- 


‘ imposes still a further tax, so that the total effective tax rate on our foreign 


income is substantially above 52 percent and substantially above the tax imposed 
on it at its sources. This is the result of the so-called per-country limitation on 
the foreign-tax credit contained in section 904 of the Internal Revenue Code. 
This provision, in effect, requires the separate treatment of each foreign country 
for foreign-tax credit purposes. The income arising in each country is separately 
determined, and the taxes imposed by each foreign country are also separately 
determined. The credit associated with each such segment of income is then 
limited to the lesser of the amount of foreign tax paid or the tax which the 
United States levies on such income segment. 

As an illustration of the operation of section 904, consider an American corpo- 
ration earning equal amounts of income in Germany, on which income taxes are 
levied at the rate of approximately 60 percent, and in Belgium, on which income 
taxes are imposed at the rate of about 45 percent. On the combined income 
from the two countries, the American corporation would pay to those countries 
income taxes in excess of 52 percent. The credit for taxes paid to Belgium 
would be limited to the amount of tax actually paid to Belgium, and the credit 
for taxes paid to Germany would be limited to the tax which the United States 
imposes on the German income. Thus, while the total income from the two 
countries would be subject to foreign taxes at a combined rate in excess of 52 
percent, nevertheless, the United States would impose additional income taxes 
on this sameincome. This additional tax is entirely the result of treating foreign 
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income and foreign taxes in separate fragments according to the country of origin 
as required by section 904. Such classification of income on the basis of national 
boundaries is unrealistic because business operations are being conducted more 
and more on the basis of natural market areas and are not compartmented along 
national lines. For example, I am sure the members of the committee are well 
aware of the recently formed European common market, consisting of the Benelux 
countries, France, Italy, and West Germany. 

The purpose of H. R. 6248 and H. R. 7247 is to remedy this inequity by allowing 
a taxpayer to treat all foreign income and all foreign income taxes collectively 
for foreign-tax-credit purposes. In the illustration which I gave of a taxpayer 
operating in Germany and Belgium, the effect would be for the German tax in 
excess of 52 percent to be allowed as a credit against the United States tax on 
Belgium income which is taxed at a lower rate than 52 percent, so that no United 
States tax would be imposed on the total foreign income unless the total foreign 
taxes were less than 52 percent of that income. 

It is important here to emphasize that under no circumstances would any 
foreign taxes be used as a credit against United States taxes on income derived 
within the United States. The credit would be allowed only against the United 
States tax imposed on income from sources outside the United States. 

The limitation provisions of the 1939 code in many instances denied a full credit 
against the United States tax on foreign income by subjecting the credit to two 
separate types of limitations—the overall limitation and the per-country limita- 
tion. The overall limitation worked a hardship on a taxpayer operating profit- 
ably in one country which desired to go into another country where it expected 
to operate at a loss for a few years. On the other hand, the per-country limita- 
tion operated to deny full credit to many other taxpayers operating simultane- 
ously in several foreign countries. In the 1954 code, the adverse effect of the 
overall limitation was corrected simply by eliminating this provision. The 
proposed bills would complete the correction of the foreign-tax-credit limitation 
provision and permit a full credit for foreign income-tax payments to the extent 
of United States taxes imposed on all foreign income treated as a unit. 

The proposed bills utilize the same limitations as were used under the 1939 
code, that is, the per-country limitation and the overall limitation, but, instead 
of applying both of these limitations as under the 1939 code, the bills would ap- 
ply just one of them, using whichever limitation resulted in the larger foreign 
tax credit. The proposed bills would, therefore, achieve fairness in the treatment 
of all taxpayers with foreign-source income while at the same time carefully 
preventing any foreign tax credit against United States tax on income from 
sources within the United States. 

As a result of United States taxation of foreign income, United States tax- 
payers operating in a foreign country often are placed at a competitive disadvant- 
age with local business enterprises of that country. This disadvantage also 
exists in connection with foreign business enterprises operating out of capital- 
exporting countries other than the United States. Most of these countries, as 
in the case of Belgium, France, the Netherlands, Switzerland, and Canada, levy 
little, if any, tax on business income earned abroad. The United Kingdom 
simply defers the tax on such income until it is actually returned to the United 
Kingdom. So long as the United States tax on foreign income is higher than the 
foreign tax imposed on such income, some competitive disadvantage will always 
exist for United States taxpayers. However, these bills would alleviate the 
problems to some extent because United States taxpayers doing business in 
several foreign countries could, under the present bills, use part of their tax 
payments to a high-tax-rate foreign country effectively to reduce the additional 
United States taxes on their income from a low-tax-rate foreign country. 

Furthermore, and perhaps most important, the benefit which these bills would 
provide to a taxpayer operating in several foreign countries will tend to foster 
an expansion of foreign operations by United States taxpayers. Under the 
proposed law, companies operating in a low-rate country will be stimulated to 
increase their operations so as to include a high-rate country. On the other 
hand, the taxpayer in the high-rate country will be given incentive to expand its 
operations to include a low-rate country. 

The encouragement of the development of operations in highrate countries, 
such as many European countries, would be in line with the United States 
foreign policy of strengthening our allies. The encouragement of investment in 
low-rate countries, which are the relativesly underdeveloped countries, is also 
consistent with our foreign policy of creating a flow of private American 
investment capital into those countries. 


ae 
a 
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In conclusion, I believe that, wherever possible, reasonable legislative steps 
should be taken to remove inequities and to encourage private foreign trade and 
investment. I respectfully submit that H. R. 6248 and H. R. 7247 would not only 
remove a sever inequity on some United States taxpayers operating abroad, but 
would tend to promote private foreign economic expansion and, thereby, further 
the aims of our foreign policy and the economic interests of our Nation. 

The Cuarrman. Our next witness is Mr. Larry J. Desmond. 

Mr, Desmond, come forward and identify yourself for the record 
by giving us your name, address, and the capacity in which you 
appear. 


STATEMENT OF LARRY J. DESMOND, IN BEHALF OF THE RECIPRO- 
CAL INTERINSURERS FEDERAL TAX COMMITTEE, WASHINGTON, 
D. C. 


Mr. Desmonp. Mr. Chairman, gentlemen of the committee, my name 
is L. J. Desmond. I am comptroller of the Union Automobile In- 
demnity Association of Bloomington, Ill. I appear here today as the 
representative of the Reciprocal Interinsurers Federal Tax Commit- 
tee, an association of reciprocal exchanges. A list of the membership 
appears in appendix III. 

The Cuatrman. The Chair observes that you have with you at the 
witness table our former colleague from the State of Lllinois, Mr. 
Barnes. 

Mr. Desmonp. Yes, sir ; that is true. 

The CHatrmMan. He is accompanying you in the presentation of 
this testimony. 

Mr. Desmond, would it be possible for you to conclude your remarks 
within the 15 minutes allotted to you, sir? 

oer Dersmonb. Within 15 or 18 minutes, I am sure, if that is agree- 
able. 

The Cuaran. All right, sir. You are recognized. 

Mr. Desmonp. The presentation of the National Committee for In- 
surance Taxation, made several weeks ago, is misleading and inaccu- 
rate. The national committee, headed by the Allstate Insurance Co., 
wanted you to believe that all three types of fire and casualty insurers 
are the same, and that reciprocals do not bear their fair share of the 
tax burden. These conclusions are wrong. The real facts are these: 

1. Reciprocals operate for the benefit of subscribers, not stock- 
holders. 

2. Reciprocals refund substantial savings to their subscribers. 

3. Reciprocals do not receive a competitive advantage from the 
Federal tax laws. 

4. The reciprocal premium dollar does pay a full and fair share of 
the tax burden. 

NATIONAL COMMITTEE FALLACIES 


Many of the inaccuracies and misleading comparisons made by the 
national committee have been pointed out to you today by other wit- 
nesses. There is no need to repeat them. We wish to concentrate on 
the basic fallacy underlying the national committee’s presentation, 
that reciprocal insurance and stock insurance are identical. With 
your permission, we propose to show that they are not. 

This distinction was ably presented by Floyd E. Jacobs, general 
counsel for the American Reciprocal Association, in 1942. After ex- 
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tensive hearings and thoughtful consideration, Congress devised a 
tax formula for all segments of the fire- and casualty-insurance field. 
Fifteen years of experience justify the continuation of that formula. 


HOW RECIPROCAL INSURANCE STARTED 


The concept of reciprocal insurance was formed in 1881 in New 
York City by six dry-goods merchants. Dissatisfied with the cost 
and the quality of fire insurance then available to them and unable to 
bear their losses individually through self-insurance, they adopted 
the idea of sharing the risk by private contract rather than through a 
corporate insurer. Each agreed to indemnify the others in the event 
of a fire loss and thus secured for himself protection in an amount five 
times his maximum personal cost. 

This new insurance concept worked out well. Good insurance at 
minimum cost resulted. The idea grew and other exchanges were 
formed to provide insurance in the fire and casualty field. 

History has demonstrated that reciprocal exchanges tend to spe- 
cialize in restricted occupations, groups or areas. For example, of the 
member companies of this committee: 2 insure only members of the 
Armed Forces; 5 insure only companies in the lumber industry; 2 
insure only companies in the canning industry; 2 insure only retail 
druggists; 2 insure only bottlers, brewers, dairies, bakeries, and cream- 
eries; 1 insures only coal-mining interests; 1 insures only retail store 
interests; 1 insures only truckers and motor carriers: 1 insures only 
franchised automobile dealers; 4 insure only automobile club members 
in a single State; 1 insures only automobile club members in 2 States; 
1 insures only automobile club members in 3 States. 

As an illustration of why this happens, 1 or 2 lumber yards or mills 
or canneries would be an unusual hazard for a general insurer. Per- 
haps they may even find difficulty getting insurance. Where many or 
most of such companies can unite in their own reciprocal exchange, a 
better spread of the risk and more efficient underwriting brings a lower 
cost. 

In addition to these 23 exchanges above, 12 others do business in 5 
States or less, and another 5 have a net annual premium volume of 
less than $500,000. 

Basically, then, most reciprocals do not appeal to the same broad 
market as do stock companies. 


WHAT IT Is 


A reciprocal exchange is a group of persons commonly called sub- 
seribers who exchange contracts of insurance on the reciprocal plan 
through an attorney-in-fact. 

The subscribers are not a company nor a corporation but are and 
always remain individuals in concept and in fact. Each is an insured 
and an insurer to the others. The contract they exchange, through 
the attorney-in-fact, is the means of bringing this interinsurance 
about. Subscribers at the exchange are seeking sound insurance pro- 
tection at minimum cost. They are not seeking profits either for 
themselves or for the reciprocal exchange. 

Each year the individual subscriber places on deposit with the attor- 
ney-in-fact a stated sum of money. It is not a premium in the sense 
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used by other types of insurers, but is a deposit. The subscriber in 
turn receives a guaranty of indemnity in the event of loss. All losses 
incurred by the individuals and the ree expenses incident 
thereto are paid out of the sum of the deposits. Part of the deposits 
is also set aside for reserves or as folieyholdent surplus for use in the 
case of unusually heavy losses. The balance is refunded to the sub- 
scriber as savings. 

No matter how the total deposit may be temporarily divided or what 
name may be temporarily given, each deposit is held in the account of 
the individual subscriber. The excess of premiums over losses and 
expenses in a stock corporation belongs to the corporation. That is 
not true in a reciprocal exchange. An exchange is legally incapable 
of owning such excess, but must hold it for the accounts of its indi- 
vidual subscribers. It is not a profit in any sense of the word. It is 
still the same money that the subscriber originally deposited. His 
interest in unused deposits cannot be dissipated by the declaration of 
stockholders’ dividends, since there are no stockholders. All savings 
accrue only to the benefit of the subscriber in the form of returned 
deposits, a reduction in future deposits, or as added reserves against 
abnormal losses. It must be clearty understood that the unused de- 
— are the subscriber’s own funds. They never belong to anyone 
else. 

It is obvious that the reciprocal interinsuring operation must be 
approached differently, taxwise, than an insuring operation eweree 
to make a profit. The intent of Congress through the years has been 
to give full recognition to the nonprofit motivation of reciprocal 
interinsurance. 

THE ROLE OF THE ATTORNEY IN FACT 


(See appendis II for typical insurance code provisions.) In a 
nore exchange the attorney in fact serves as its manager, acting 
as the common agent of all the subscribers. He provides the admin- 
istrative services which are vital to the operation of the reciprocal 
exchange. These services include the exchange of contracts, the col- 
lection and safeguarding of the funds, the maintenance of the sub- 
scribers’ accounts, the settlement of losses, the inspection of risks, and 
the compliance with all applicable insurance regulations. 

All attorneys in fact are not compensated in the same manner, The 
compensation arrangement is fixed by a contract between the sub- 
scribers and the attorney. Some receive a fixed percentage of the 
premium deposits and pay most operating expenses; others receive a 
smaller percentage and absorb none of the expenses; still others serve 
without percentage compensation. 

What is of significance to your committee is that where compensa- 
tion is received, the attorney in fact pays and always has paid an 
income tax. 

RATE OF GROWTH 


The national committee implies that the rate of growth of recipro- 
cals is phenomenal and far outstrips the growth of stock companies. 
That contention is simply not true. 
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The following list shows the percentage of the industry’s total net 
premiums written by reciprocals during the past 5 years: 


a a ie 3.2 percent 
BO Aiton iccesiemn tatiana nade that ainsi tonne apd eeinieaeennbeion aimee enienaigrn age cee 3.3 percent 
nee Sak CMTE Ree A Soe ee 8.3 percent 
Ss bb ei ei sh watbicabhadaidiidiieide Riad 3.3 percent 
NE RR ESE ah SE eR eg ee 3.2 percent 


The reciprocals’ share has varied less than one-tenth of 1 percent dur- 

ing this period. The figure for 1956 is the same as it was in 1952. 
The drawing on the next page shows the rate of growth in dollars. 

It illustrates that the entire insurance industry has grown tremen- 

dously and the reciprocals have done no more than retain a fair share. 
(The drawing referred to is as follows.) 


COMPARISON OF PREMIUMS WRITTEN . 











RECIPROCAL 


RECIPROCAL 


$2, 164, 591,679 $66, 709, 000 $7,991, 070, 873 $358, 206, 610 


(Figures are in two-dimensional proportion, by aree.) 
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Mr. Desmonp. This drawing is composed of two panels. In the 
left panel we show the reciprocal and stock volume in 1942, and in 
the final panel we show the reciprocal and stock premiums for 1956. 

I think it is quite apparent from this drawing that the stock com- 
pany has grown quite tremendously, over $5 million; where the re- 
ciprocals have grown it has only been proportional. 

Another indicator is that the number of reciprocals has not increased 
significantly since 1943, while there has been a substantial increase in 
the number of stock companies. You will note in this tabulation 
that the number of reciprocals has increased only by 10 since 1943: 





Number of | Number of Number of | Number of 
reciprocals stock reciprocals stock 
companies companies 
Dic drapieeqcenast= 54 tat eedingcunniel 63 646 
ints Jude cecsthtee 56 Se Biden b-tbckb wc 62 664 
SE cites sditinindie dans 57 BE Ue Bante wtinowtbengeants 66 677 
BE Bnd wineks bo thee clin 56 de i SER STE 67 716 
oath aac ek cake wns ieee 62 I Be Sedat eedanmptecikey 70 742 
Sirs enccenttantrsited 60 DOE We Sibeatattencascacqes 7 769 
‘ 


SAVINGS TO SUBSCRIBERS 


Reciprocals have been operated at tremendous savings in costs to 
their subscribers. They have been paid 64 percent of what remained 
after payment of losses and expenses, for the years 1943 through 1956. 
In 1955 they were paid $36,480,000 or 71 percent, and in 1956 they 
received $37,791,000, or 100 percent of what was left. Obviously, there 
is no unreasonable retention of the subscriber’s money by the recip- 
rocal industry. (See tables A and B of appendix I.) 

Those subscribers who deduct their original premium deposits as 
a business expense naturally pay tax on any return of savings. 

The substantial amount of savings returned to subscribers points up 
very vividly the difference between stock companies and reciprocals. 
During this same period the stock companies were paying nearly $2 
billion to peter in the form of profits. And yet the national 
committee contends that there is no basic difference. 


RETENTION OF SURPLUS 


Insurance at cost does not mean that reciprocals must return every 
cent above absolute cost to the subscriber. Tames at cost includes 
a sufficient amount to provide a safety factor, with no profit paid to 
third-party stockholders. In an insurance aprnetenn the premium is 
necessarily greater than the expected cost of insurance. Part of the 
excess is used as a surplus fund out of which extraordinary losses can 
be met. 

In fact, reciprocals like other insurers are required by the laws of 
ae State to maintain a surplus fund for the protection of policy- 

olders. 

To distribute all of a reciprocal’s surplus each year would place 
in jeopardy every existing policy. No prudent person would be in- 
clined to insure at an exchange which had so improvidently conducted 
its affairs that it retained only enough to meet current liabilities, leay- 

20675—58—pt. 3——57 
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ing itself in a condition where any change would render it insolvent 
and subject to being placed in receivership. 

Policyholders’ surplus is an insurance term meaning a safety factor 
to absorb increase above normal in loss and expense requirements. 
In the case of a stock company, it includes capital stock and it is 
owned by the stockholders. In the case of reciprocals, it is still owned 
by the subscribers and cannot be paid to anyone else. 

In point of fact, reciprocals have not retained income in a larger 
amount or at a faster rate than stock companies, as shown in the fol- 
lowing exhibit. 

The national committee did make some point about the retention 
of surplus, and we have some remarks regarding that. 

In the following table are shown the policyholders’ surplus and 
premiums of reciprocals and stock companies. 

In 1943, the reciprocals had $49 million in policyholders’ surplus, 
which you will recall was carried in the individual account to each 
subscriber, and the premiums amounted to $76 million, or 73 percent 
of 1 year’s premiums were in surplus. 

In 1956, 14 years later, reciprocals had $358 million of premiums 
and $211 million in surplus, or 59 percent. So there was a substantial 
decrease in the percent of the premiums retained in surplus. This 
compared with close to 100 percent, or $8 billion of policyholders’ sur- 
plus retained by stock companies. 


Premiums Policyholders’ | Percent 


surplus 
Stock companies: 
aes sate locales ciate wees ehnapineenediudgy .-| $7, 991,070, 873 | $7, 800, 261, 277 97.6 
nied inindi Gels mesic tnidptbatids tnblediocnd wh dp dtc ael 2,090, 602,865 | 2, 494, 357, 346 119.3 
Reciprocals: 
ee Cicada dadedetadeepescareditsucostiucackameenl 358, 206, 610 211, 623, 045 59.1 
PR caSncubphiiccrihabvhwdcsbebuns -akdbape seer qeenbokideeln 66, 378, 000 49, 039, 365 73.9 





Source: Best’s Fire & Casualty Aggregates and Averages, 1957, 
EQUITY OF PRESENT BASIS FOR TAXATION 


Congress has long recognized motivation as a factor in tax determi- 
nations, and has consistently sought tax equity by recognizing under- 
lying differences between profit-seeking and non-profit-seeking 
insurers. 

Where motivation is private profit, taxation has been in proportion 
to, and related to profits. If profits are high taxes are high; if profits 
are low or nonexistent taxes are low or nonexistent. Stock insurance 
companies, like all other profit-seeking businesses in the country, are 
organized for profit and pay taxes on this basis. 

Reciprocal insurers, on the other hand, are not organized for profit, 
and are therefore taxed on a different basis. Reciprocals are organized 
to render service to their subscribers. They have no stockholders, no 
third party interest for whose benefit the entire operation of a stock 
company is undertaken. Reciprocals have only subscribers, and the 
entire operation is conducted solely to provide themselves with in- 
surance protection. 

However, that does not mean that taxes have not been paid in a 
reciprocal operation. 


| 
| 
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TAXES APPLICABLE TO A RECIPROCAL OPERATION 


Since the entire premium deposit is not immediately expended, good 
business sense dictates that it be invested. Those investments may earn 
interest, dividends, or capital gains. This income is properly taxable 
to each subscriber. However, this would make for difficult tax ad- 
ministration, so the representatives of the reciprocal industry in 1942 
raised no objection to legislation requiring the exchange to remit the 
tax before apportioning the income. 

The taxes on investment income are the only reciprocal taxes men- 
tioned by the national committee. But in a reciprocal exchange the 
attorney in fact, who is an integral and indispensable part of recipro- 
cal underwriting, may receive taxable income for his services. Where 
this is true, the attorney in fact pays an income tax at the applicable 
rates on that portion of the premium dollar. This has been done since 
the enactment of a Federal income-tax law. k 

In any analysis of taxes paid from the reciprocal operation, the en- 
tire operation must be considered. Or, as Mr. Cate stated in his testi- 
mony on behalf of the National Committee : 

Any fair comparison must include the tax effect of all disbursements of the 
insurance company dollar. 

Such analysis therefore must include as an essential element the taxes 
paid by the attorney in fact. 

Our committee compiled the total taxes paid by attorneys in fact 
between 1943 and 1956. Tables C, D, and E of appendix I demonstrate 
the effect of these taxes. 

First of all, as to premiums, table C shows that reciprocals received 
2.7 percent of the net premiums written. 

able D shows that reciprocals paid 2.8 percent of the total taxes 
paid by insurance companies, and not 0.3 percent as stated by the 
national committee. 

Table E shows that reciprocals paid 2.1 percent of their net pre- 
miums written in Federal income taxes, and not 0.2 per cent as stated 
by the national committee. This is 10 times greater than the national 
committee say we paid, and it compares with about 2.2 percent paid by 
the stock companies. 

From these statistics it is obvious that reciprocals are now paying 
their just share of Federal taxes under any fair comparison which can 
be drawn. 

CONCLUSION 


1. The present tax law, which was adopted in 1942 after extensive 
hearings by Congress, is based on a sound foundation and properly 
recognizes the different types of fire and casualty insurance operations. 

2. The present tax law does not produce inequality of taxation when 
proper recognition is given to the nature of the different types of in- 
surers. Nor does it result in any competitive advantage. 

3. Reciprocal insurers have paid under the present law their fair 
and Erepeeonnts share of tax. 

4. There has not been demonstrated a need for a change. On the 
contrary, the Federal sales tax proposed by the National Committee 
for Insurance Taxation would result in unreasonable relief to one 
type of insurer and impose an unreasonable burden on others. 
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That concludes my testimony, Mr. Chairman, and I thank you for 
the opportunity to appear. 

May I at this time request that our three appendixes be included as 
part of the record. 

The Cuarrman. Without objection, the appendixes will be included 
in the record. 

(The appendixes referred to are as follows.) 


APPENDIXES 
Appendia I.— 
Table A: Dividends to stockholders and to policyholders, 1934-56 
Table B: Savings to subscribers, 1955 and 1956 
Table C: Net premiums written by type of insurance carriers, 1943-56 
Table D: Federal income taxes paid by type of insurance carrier, 1943-56 
Table E: Federal income taxes as a percentage of net premiums written 
by type of insurance carrier, 1943-56 
Appendig II.—Extracts from typical insurance code provisions 
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APPENDIx I 


Tas_e A.—Dividends to policyholders and stockholders, 1943 to 1956 








Stock | Reciprocal 
III AAs outs selsbubide wobuds>ctéudabdwoustbunenssaseuud $1, 483, 323,000 | $298, 768, 000 
Investment income and gain._..................-.-- aN a eas eae $3, 850, 922, 000 $56, 144, 000 
ee ee ee eg re estiteon dni alll | $5, 334,245,000 | $354, 912, 000 


ad esate en indadekaeeeresbacadh $401, 124, 000 i 180, 000 
SE RUIN Sk. ddtnasn cus cdi bcndcnccssoccentouccdbsssee -.| $1, 975, 208, 000 |............-- 
Percentages to total income: 
I ais noe book w sei ancecamae etasnaiom 
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Source: Adapted from report to House Ways and Means Committee by National Committee for In 
surance Taxation, Jan. 14, 1958, table E. 


TABLE B.—Savings paid to reciprocal subscribers, 1956 and 1955 














1955 | 1956 
Underwriting gain-..................- a a ie hi aE _..---| $42, 156,000 $28, 068, 000 
Investment income and gain_-_-__-- ; ici -% behncit Sy 8, 787, 000 9, 701, 000 
| 


Savings to subscribers, deposits, returned de Posits, and i surplus re paid_- 36, 480, 000 37, 791, 000 
Percent of income returned to subscribers_-_........-- mabe 71.6 100. 1 


PE tito batresanetoene. oe fl 50, 943, 000 37, 769, 000 


Source: Best Fire and Casualty Siaiaiaiah and Averages, 1957 and 1956. 


TaBLe C.—Net premiums written by type of insurance carrier, 1943 through 1956 
(after dividends to policyholders) 


| Stock Mutual Reciprocal Total 


aliagnbiieiianetmtuleauetnietscs | le i attath tiie 

OT ha Bil gad: chin cami hepa $60, 567, 437, i \$18, 280, 164, 000 $2, 431, 719, 000 | $90, 279, 320, 000 

Gr ias centr ce lret asa ccwencus | 20.2 | 2.7 100.0 
| 


| 


Source: Adapted f from report to House Ways and Means Committee by National Committee for Insur- 
ance Taxation, Jan. 14, 1958, table B. 
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TABLE D.—Federal income tawes paid by type of insurance carrier, 
1948 through 1956 


BN nccan cccenccccowacecapeseguesese $1, 548, 593, 000 $227, 558, 000 1 $51, 098,000 | $1, 827, 249, 000 
84.7 12.5 2.8 100. 0 





1 Taxes paid by attorney in fact, $46,205,000; taxes paid by exchange, $4,893,000. 


Source: Adapted from report to House Ways and Means Committee by National Committee for Insur- 
ance Taxation, Jan. 14, 1958, table A. 


TaBLE E.—Federal income taxes as a percentage of net premiums written by 
type of insurance carrier, 1943 through 1956 





Stock Mutual Reciprocal Total 
Net premiums written !_.._...._._.._-- $69, 567, 437, 000 |$18, 280, 164, 000 | $2, 431,719, 000 | $90, 279, 320, 000 
Federal income taxes ?_...__..........-- $1, 548, 593, 000 $227, 558, 000 3 $51, 098,000 | $1, 827, 249, 000 
ORIN nae cisbne cs es ewase ae 2.2 1,2 2.1 2.0 


1 After dividends to policyholders. 
2 Excluding excess profits tax of $67,000,000. 
3 Taxes paid by attorney in fact, $46,205,000; taxes paid by exchange, $4,893,000. 


Source: Adapted from report to House Ways and Means Committee by National Committee for In- 
surance Taxation, Jan. 14, 1958, table C. 


AppENDIx II 
UnrFrorRM REcIPROCAL INSURANCE STATUTE 


Status of exchange and attorney in fact 


Five States have comparatively recently adopted what may be referred to as 
the uniform reciprocal law. These States are Washington, Utah, Kentucky, 
Arizona, and Oklahoma. 

The following language found in all of the codes of the above-named States 
relates to the status of the reciprocal or interinsurance exchange and the rela- 
tionship of the attorney in fact to it. 

The following citations are to the Arizona Insurance Code: 

Article 23 


Sec. 1. “Reciprocal” Insurance Defined : “Reciprocal” insurance is that result- 
ing from an interexchange among persons, known as “subscribers,” of reciprocal 
agreements of indemnity, the interexchange being effectuated through an “attor- 
ney in fact’? common to all such persons. 

Sec. 2. “Reciprocal Insurer’” Defined: A “reciprocal insurer”’ means an unin- 
corporated aggregation of subscribers operating individually and collectively 
through an attorney in fact to provide reciprocal insurance among themselves. 

Sec. 6. Attorney: (a) “Attorney,” as used in this article refers to the attorney 
in fact of a reciprocal insurer. The attorney may be an individual, firm, or 
corporation. 

NEW YORK 
Definition of reciprocal , 

Sec. 410. Definition of reciprocal insurer; doing business without license; 
licensing. 

1. Within the meaning of this chapter the term “reciprocal insurer” shall mean 
any aggregation of persons, firms or corporations, herein called “subscribers,” 
who or which under a common name engaged in the business of interinsurance 
or exchanging contracts of insurance on the reciprocal plan through an attorney 
in fact having authority to obligate the subscribers severally, within such limits 
as may lawfully be specified in the power of attorney, on contracts of insurance 
made with any subscriber as a policyholder through such attorney in fact acting 
on behalf of all other subscribers. For the purpose of this chapter, the term 
“reciprocal insurer” shall include any reciprocal or interinsurance exchange, by 
whatever name known, and any reference thereto as an insurer shall be deemed 
to mean any such aggregation of interinsurers operating through an attorney in 
fact individually and collectively as an insurance organization for the benefit 
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of its policyholders. The term “advisory committee,” as used in this chapter, 
shall be deemed to include any official body, by whatever name called, which is 
chosen by the subscribers of a reciprocal insurer and which has, subject to the 
articles of association and subscribers agreement, ultimate power and respon- 
sibility in the management and control of the affairs of a reciprocal insurer. 


MASSACHUSETTS 
Definition of reciprocal 

Sec. 94A. Definitions. The following words and phrases, as used in sections 
94B to 94M, inclusive, or elsewhere in this chapter, or in chapter 152, shall, 
unless the context otherwise requires or a different meaning is specifically pre- 
scribed, have the following meanings : 

“Attorney in fact,” an individual, partnership or corporation acting under 
power of attorney as the representative of the subscribers in the exchange of re- 
ciprocal or interinsurance contracts and matters incident thereto. 

“Subscribers,” the participants or policyholders, who have given to an attorney 
in fact a power of attorney giving authority to obligate them separately and 
severally, as specified therein, in the exchange of reciprocal or interinsurance 
contracts. 

“Exchange,” an aggregation of individuals, partnerships or corporations, 
herein called subscribers, who or which, under a common name, exchange con- 
tracts of insurance on the reciprocal or interinsurance plan through the office of 
an attorney in fact, being the place where contracts of insurance are issued. 


ILLINOIS 
Definition of reciprocal 


Sec. 674. Authority to exchange contracts. 

Individuals, partnerships and corporations of this State are hereby author- 
ized to exchange reciprocal or interinsurance contracts with each other or with i 
individuals, partnerships and corporations of other States and countries, in 
accordance with the provisions of this code and not otherwise. All insurance 
contracts so exchanged shall be executed by an attorney-in-fact duly authorized 
and acting for the subscribers. 

AppENpDIx III 


RECIPROCAL INTERINSURERS FEDERAL TAX COMMITTEE MEMBERS, JANUARY 30, 1958 


Affiliated Underwriters, New York, N. Y. 

American Exchange Underwriters, New York, N. Y. 

Army Cooperative Fire Association, Fort Leavenworth, Kans. 

Automobile Club Inter-Insurance Exchange, St. Louis, Mo. 

Belk Stores Insurance Reciprocal, Charlotte, N. C. 

Berwind Exchange, Philadelphia, Pa. 

California Casualty Indemnity Exchange, San Francisco, Calif. 

a State Automobile Association Inter-Insurance Bureau, San Francisco, 

alif. 

Canners Exchange Subscribers at Warner Inter-Insurance Bureau, Chicago, Ill. 

Casualty Indemnity Exchange, St. Louis, Mo. 

Casualty Reciprocal Exchange, Kansas City, Mo. 

Consolidated Underwriters, Kansas City, Mo. 

Consumers & Distributors Insurance Exchange, San Francisco, Calif. 

Detroit Automobile Inter-Insurance Exchange, Detroit, Mich. 

Druggists Indemnity Exchange, St. Louis, Mo. 

Employers Casualty Underwriters, Detroit, Mich. 

Erie Insurance Exchange, Erie, Pa. 

Farmers Automobile Insurance Association, Pekin, III. 

Farmers Insurance Exchange, Los Angeles, Calif. 

Fire Insurance Exchange, Los Angeles, Calif. 

Fireproof-Sprinklered Underwriters, New York, N. Y. 

Highway Insurance Underwriters, Austin, Tex. 

Individual Underwriters, New York, N. Y. 

Inter-Insurance Exchange of Automobile Club of Southern California, Los 
Angeles, Calif. 

Inter-Insurance Exchange of the Chicago Motor Club, Chicago, Ill. 

Lumbermen’s Reciprocal, Little Rock, Ark. 

Lumbermen’s Underwriting Alliance, Kansas City, Mo. 

Manufacturers & Wholesalers Indemnity Exchange, Denver, Colo. 
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Maryland Indemnity & Fire Insurance Exchange, Baltimore, Md. 
Mayflower Insurance Exchange, Seattle, Wash. 

Metropolitan Inter-Insurers, New York, N. Y. 

Midwest Lumbermen’s Inter-Insurance Exchange, Lincoln, Nebr. 
Motor Club Insurance Association, Omaha, Nebr. 

National Insurance Underwriters, St. Louis, Mo. 

New York Reciprocal Underwriters, New York, N. Y. 
Old Hickory Insurance Exchange, Nashville, Tenn. 
Prairie State Farmers Insurance Association, Bloomington, Ill. 

Preferred Insurance Exchange, Seattle, Wash. 

Reciprocal Exchange, Kansas City, Mo. 

Retail Lumbermen’s Inter-Insurance Exchange, Minneapolis, Minn. 

State Automobile & Casualty Underwriters, Des Moines, Iowa. 

State Automobile Insurance Association, Indianapolis, Ind. 

Temperance Insurance Exchange, Walla Walla, Wash. 

Truck Insurance Exchange, Los Angeles, Calif. 

Underwriters Exchange, Kansas City, Mo. 

Union Automobile Indemnity Association, Bloomington, Il. 

United Services Automobile Association, San Antonio, Tex. 

Universal Underwriters, Kansas City, Mo. 

Warner Reciprocal Insurers, Chicago, Ill. 

The Cuarrman. Mr. Eberharter will inquire, Mr. Desmond. 

Mr. Exsernarter. In other words, you rather agree with the wit- 
ness that preceded you, that the proposal by the Allstate companies is 
not a good proposal ¢ 

Mr. Desmonp. That is correct, sir; yes. 

Mr. Exseruarter. Thank a 

The Crarrman. Mr. Herlong will inquire, Mr. Desmond. 

Mr. Hertone. Mr. Desmond, I have been interested in your testi- 
mony. I would like you to refer to page 7 of your prepared statement, 
if you would, please. In the table that you give there, it indicates that 
in 1956 there was a decrease in the number of reciprocal companies, 
and the number of stock companies. 

I have heard other witnesses testify here that 1956 was an unusual 
year. I wonder if you could tell us why 1956 was so different from 
other years. 

Mr. Desmonp. There seemed to be an adverse trend in loss experi- 
ence for a good many lines of coverage. That was true in the case of 
automobile insurance. It was also true in the case of fire insurance. 

I have heard that the increase in the accident trend on automobiles 
was due to the unusually large number of cars which came on the road 
in 1954 and 1955 and produced the losses of 1956. 

Of course, the fires and floods of those years were acts of God and 
it just was coincidental that they occurred at the same time that the 
automobile losses. 

Mr. Hertone. This change in trend did not affect any one group 
any more than another? It was felt throughout the whole industry ? 

Mr. Desmonp. Yes, the entire industry pretty much felt the impact 
of the year 1956. 

Mr. Hertone. And that was felt by the reciprocals, stock com- 
panies, and mutuals ? 

Mr. Desmonp. Yes, I would say that that is true, although the re- 
ciprocals probably did not fare as badly in 1956 as some other groups 
did. The reciprocal industry as a group did show some underwriting 
gains in 1956. 

Mr. Hertone. Thank you very much. 
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The Crarrman. Are there any further questions of Mr. Desmond ? 
If not, Mr. Desmond, we thank you, sir, for your appearance and the 
testimony you have given us. We also thank you, Mr. Barnes. 

Mr. Desmonp. Thank you, sir. 

The Cuarrman. Mr. King. 

Mr. Kine. Mr. Chairman, at these hearings the committee has 
heard testimony from the National Committee for Insurance Taxation 
that the present system of taxing fire and casualty insurance com- 
panies discriminates unfairly in favor of mutual companies and 
against stock companies. That group has said that the mutual com- 
panies have built up large surpluses during the period in which they 
have enjoyed an important tax advantage. 

Today we have heard representatives of the mutual companies de- 
fend the existing provisions for taxing their companies. 

The representatives of the National Committee for Insurance Tax- 
ation spoke on behalf of a substantial portion of the stock companies, 
some 300 companies. However, at the close of their testimony on 
January 14, Mr. Sadlak commented, quite accurately, that a number 
of large stock companies were not represented by this committee, in- 
cluding some companies with home offices in his district. 

The National Committee for Insurance Taxation conceded that there 
has been a division of opinion between itself and the National Board 
of Fire Underwriters as to the best method of taxing all fire and cas- 
ualty companies. The National Board of Fire Underwriters repre- 
sents the companies Mr. Sadlak mentioned and others. 

Mr, Chairman, I think this committee should come to grips with 
this long-standing problem promptly. It was during my first term in 
the House in 1942 that the Ways and Means Committee studied this 
matter and, as a result, advocated taxing stock and mutual companies 
on the same basis. Yet great differences in treatment still persist. 

However, although I believe we should not delay in taking up this 
problem, I am sure it would be helpful to this committee to have the 
views of the segment of the industry represented by the National 
Board of Fire Underwriters as to exactly how the problem should be 
worked out. 

I find it somewhat difficult to understand why the National Board 
of Fire Underwriters has not taken the opportunity which this com- 
mittee has afforded to furnish us with its views as to the best basis 
or system for taxing stock, mutual and reciprocal fire and casualty 
insurance companies, which would produce revenue to the Treasury 
at least comparable to the revenue the Treasury now receives. 

Specifically, I think this committee is entitled to know: 

1. Whether it is the National Board’s opinion that stock and mu- 
tual fire and casualty companies should be taxed on the same basis. 
In this connection, I understand that in the case of life-insurance 
companies both stock and mutual companies have been taxed alike for 
many years. 

2. Does the National Board have a constructive suggestion? Does 
it favor taxing all companies at regular corporate rates, or would it 
favor some other system or basis? 

Mr. Chairman, I understand that the record of these hearings will 
be open for eee 2 weeks. It is my hope that all groups 
and organizations which have an interest in this subject will utilize 
this opportunity to provide the committee with their views. 
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(The following statement and memorandums were filed with the 
committee :) 


STATEMENT OF FLoyp E. JACOBS 


Mr. Chairman and members of the committee, my name is Floyd E. Jacobs 
and I am general counsel for the American Reciprocal Insurance Association, 
which is composed of 19 reciprocal exchanges located in various parts of the 
country. 

Reciprocal exchanges are presently taxed for income-tax purposes under sec- 
tion 821 (b), title 26, Internal Revenue Code, 1954, and reciprocal underwriting 
is 1 of 3 forms of insurance underwriting: (1) Stock, (2) mutual, (3) reciprocal. 

Rericprocal exchanges are presently taxed on investment earnings only, since 
such underwriting is at cost and there is no, properly speaking, underwriting 
profit. A reciprocal exchange is not an entity and is a place at which sub- 
seribers exchange contracts of indemnity one with the other. A reciprocal ex- 
change has nothing and as such, owns nothing, but any money or securities in 
the hands of the attorney-in-fact for the exchange belongs, not to the exchange, 
but to the subscriber-policyholders at the exchange. Differing from other forms 
of underwriting, the exchange is not the insurer, but on the contrary, the sub- 
scriber-policyholders are at once the insurers and the insureds. All securities 
and moneys in the hands of the attorney-in-fact are the property of the sub- 
scriber-policyholders. 

Under the various statutes of the several States, there is a requirement, in 
order to exchange such contracts of indemnity, of surplus requirements and re- 
serve requirements, with respect to unearned premium and in the casualty field, 
ease reserves as well. The subscriber-policyholder acts through an attorney-in- 
fact, whose authority, in turn, to act for the various subscriber-policyholders, 
as insurers and insureds, is evidenced by a power of attorney executed by each 
subscriber-policyholder. The power of attorney defines the duties and obliga- 
tions of the attorney-in-fact and limits the said attorney-in-fact’s powers, These 
powers of attorney are lodged with the insurance departments of each State in 
which such exchange is licensed to operate. 

The Treasury Department of the United States in 1942 made an independent 
investigation of reciprocal underwriting and found that the exchange, as such, 
possessed nothing and could possess nothing to tax under the income-tax statute, 
and the representative of such Treasury Department permitted such a statement 
to be made to the Senate Finance Committee at that time. Nevertheless, the 
present statute, heretofore referred to, taxed reciprocal exchanges as such on 
investment earnings at corporate rates. Prior to 1942, reciprocal exchanges as 
such were not taxed under any income-tax statute, this being because a recipro- 
cal exchange was not an entity, owned nothing, and could own nothing. Recipro- 
eal underwriting represents a small fraction of the fire and casualty insurance 
fields, they writing about approximately 1 percent of the fire coverage as written 
in the country and 3 percent approximately of the casualty coverage but, under 
the foregoing section, the exchange as such, is required to pay income taxes on 
investment earnings. When the exchange pays that tax, it pays it out of the 
moneys which belong to the subseriber-policyholders, that being the only money 
in the exchange. 

Under reciprocal underwriting, if the experience warrants it, a saving is re- 
turned out of the moneys of the subscriber-policyholders ; that is, a saving from 
the premium deposit which the subscriber-policyholder pays, and upon a saving 
being returned to the subscriber-policyholder, it includes his or its proportion- 
ate part of investment earnings. If the premium deposit is paid in a business 
operation, there is a deduction of the cost of insurance as represented by the 
premium deposit. Then when the subscriber-policyholder receives a saving out 
of his premium deposit, it becomes income in his hands and he pays income tax 
on it, and since the saving includes his proportionate part of investment earn- 
ings, upon which the exchange has already paid an income tax out of his (the 
snbscriber’s) money, and he then pays out of his (the subscriber-policyholder’s) 
money, income tax on the saving to the extent that it represents his propor- 
tionate part of investment earnings, the subscriber-policyholder’s money actually 
pays twice, as far as income tax is concerned, upon the existing statute on invest- 
ment earnings. 

The present activity with respect to changing the foregoing income-tax statute 
as relating to reciprocal underwriting has been urged by Allstate Insurance Co. 
of Chicago ; Sears, Roebuck being the only stockholder in such insurance company. 
It is true that they have a certain number of small stock companies joining with 
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them. However, this is a mere facade, behind which Allstate stands, and for a 
period of approximately 4 or 5 years Allstate has been urging the following 
program: 

That the present income-tax law as relating to stock carriers be amended (and 
Allstate is a stock company) so that no income tax will be paid upon under- 
writing profit and only a tax at corporate rates on investment profits, and 
substituting therefor a Federal income premium tax. It will be noted that an 
income tax on underwriting profits, from which Allstate seeks to escape, and 
a substitution of a premium tax therefor, would constitute an expense loading 
which would be reflected in the rates paid by the insuring public. In other words, 
under the Allstate plan, Allstate would be relieved from paying income tax on 
underwriting profit, which is not an expense loading in the making of rates to 
be charged to the public and substituting therefor a Federal premium tax, which 
is an expense loading and which would be paid in increased rates by the insuring 
public. The great stock companies represented by the National Board of Fire 
Underwriters have refused to join Allstate in this movement. 

When on January 14, 1958, the proponents of the Allstate plan testified before 
this honorable committee, two men gave such testimony: (1) Herbert Walton, 
a vice president of Allstate; and (2) Orlindo Cate, an attorney for the so-called 
National Committee for Insurance Taxation, which is a portion of the facade 
behind which Allstate stands in urging its plan. The testimony of these two 
gentlemen was reminiscent of another year, namely, 1942, when the present re- 
ciprocal income-tax law was passed. At that time, both of them urged the adop- 
tion of the existing reciprocal taxing statute and definitely were of the opinion 
then that the existing reciprocal income-tax statute was a reasonable one. At 
that time, Mr. Walton was not an officer of Allstate, nor any other stock carrier, 
nor was Mr. Cate at that time attorney for the so-called National Committee 
for Insurance Taxation. Obviously, their thinking changed with their jobs. 
While Mr. Cate did not specifically in his testimony before this committee advo- 
cate the Allstate plan, Mr. Walton did in such testimony. He was asked by the 
chairman of the committee whether he had a plan. As a matter of fact, Allstate 
has propagandized this plan for approximately 4 or 5 years, and during that 
period has spent several hundred thousand dollars, including numerous brochures 
and a moving picture entitled “The Senator’s Daughter.” Mr. Walton’s answer 
to the chairman was that they would be agreeable to any plan that was reason- 
able. It can be fairly drawn from that statement that they would agree to a 
plan advanced by the committee, or somebody else, provided Allstate considered 
the plan reasonable. In other words, the question of reasonableness should be 
determined by Allstate and not by Congress, because his reply was qualified in 
the way set out above. The burden of the testimony of these gentlemen for and 
in behalf of the Allstate plan was that Allstate was suffering a competitive dis- 
advantage under the present income-tax law. They urged in their testimony, 
and in brochures they have circulated over the country, that Allstate under 
existing stock income-tax laws paid taxes represented by a percentage against 
earned premiums; that that is larger than the taxes paid by reciprocal exchanges 
on investment earnings. However, this is an incomplete and misleading state- 
ment. Nothing is said about the income taxes paid upon savings received by 
subscriber-policyholders (the insurers) under the reciprocal underwriting plan. 
Since it must be assumed that the reciprocal subscriber, upon receiving savings, 
since such savings became income in the hands of the recipient subscriber, that 
he returned what he received in the way of savings, and also as represented 
by his proportionate part of investment earnings, and paid income taxes on same. 

Of course, it is impossible to give in dollars what the various subscribers 
over the country paid to the Government in taxes but, at least, the figure as 
used by Allstate in its propaganda was wholly incomplete and did not reflect 
at all the taxes paid by the only insurer and insureds involved in a reciprocal 
operation. To revert to the statement by the two gentlemen who testified on 
January 14 that they suffered a competitive disadvantage by reason of the 
existing tax laws: The stock carriers write about approximately 80 percent 
of all fire and casualty coverage as against approximately 1 percent of fire by 
reciprocals and 3 percent of casualty. In fact, Allstate and its group write 16 
percent of the premium volume of all stock companies, according to the testi- 
mony of January 14 before this committee. Again referring to the claim of 
these gentlemen that they were at a disadvantage under the existing income- 
tax laws, Allstate was organized in the spring of 1931 with a capital of $350,000 
and a contributed surplus of $350,000. Since then, they have accumulated 
4 million policyholders for automobile coverage and have today a surplus of 
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$78 million. Its assets amount to $355,086,308. During the period since its 
organization, it has never paid Sears, Roebuck less than 100 percent dividends, 
representing the payment of millions of dollars in dividends to Sears, Roebuck. 
Every time it paid a dividend, Sears, Roebuck recouped its entire capital invest- 
ment. During the same period, it paid large stock dividends to Sears, Roebuck. 
In 1956, for example, it suffered an underwriting loss of $1,978,878, but realized an 
investment gain of $11,174,500. Therefore, in 1956, Allstate did not pay any 
income tax on its underwriting operations. Nevertheless, it paid in that year a 
100 percent dividend to Sears, Roebuck. It might be noted at this point, taking 
1956 as an example, under the existing stock insurance company income tax 
law, Allstate, or for that matter any other stock company having a similar 
experience, could deduct its underwriting loss from its investment earnings be- 
fore paying taxes on its investment earnings. No such privilege is given to 
either of the other two forms of insurance underwriting, including reciprocal 
underwriting. 

In 1949, Allstate paid to Sears, Roebuck 126%4 percent dividends, Of course, 
it paid dividends prior to 1949 a number of times, represented by 100 percent 
dividends and stock dividends, to Sears, Roebuck; and in 1950 and 1951, it paid 
100 percent dividends to Sears, Roebuck; and again in 1952, it paid 100 percent 
dividends; and again in 1953, it paid 100 percent dividends to Sears, Roebuck, 
in cash, and a stock dividend of 100 percent. On these several payments of 
dividends, Sears, Roebuck received the amount of $3 million in dividends. Thus, 
from the foregoing, it is apparent that Allstate has not suffered competitively 
because of the existing income-tax laws. 

The growth of Allstate and the accumulation of a vast amount of assets 
since 1931, and the enormous growth of its surplus and its payment of dividends 
to Sears, Roebuck, its stockholder, is unprecedented in the history of business 
in the United States of America. Yet, Allstate desires, in the light of the record, 
and all of it is taken from Best’s, to escape income taxes on underwriting 
profits and, through a premium tax, unload this obligation upon the insuring 
public in the shape of increased rates to be paid to such company. 

It might be called to the attention of this committee that the experience in 
the field of casualty and fire underwriting has been extremely unfortunate since 
1951. According to the National Underwriter of December 6, 1957, covering the 
experience of all companies writing fire and casualty in the country for the 
first three quarters of 1957, a great number of companies exhausted their re- 
serves to pay losses and were compelled to reduce their surplus and pay losses 
from that surplus. Some companies reduced their surplus, for example, the 
American Automobile Co., in excess of $11% million; the American Insurance 
Co., by $26,313,101; the Aetna Fire Co., by $5,191,494. In fact, this insurance 
publication makes the following statement: 

“Company by company results for the first 9 months of 1957 as reported to 
the California department are shown below. The three lines of figures for 
each company give the experience by quarters, first, second, and third. These 
are the statistics presented by the California department to the winter meeting 
of insurance commissioners this week (that is, the week of December 6). They 
indicate that surplus for all insurers will be off more than $1 billion by Decem- 
ber 31, and the underwriting loss will approach $300 million.” 

The question naturally arises, should taxes be increased under such conditions, 
particularly in view of the recent utterance by the honorable chairman of this 
committee that he was opposed to tax increases, very definitely stating it. 

As far as reciprocal underwriting is concerned, if, by fiction, savings were 
denominated as underwriting profit, and they were taxed thus upon underwriting 
profit, their taxes would be increased, despite the experience since 1951 in the fire 
and casualty fields, but reciprocals are standing squarely upon the 1942 law, 
section 821 (b), as heretofore referred to, and are opposed to any plan which is 
designed to create an expense loading through a premium tax and require the 
insuring public to pay increased rates for their insurance. The Allstate plan 
contemplates that all forms of underwriting be taxed under the same income 
tax statute. In the first place, stock carriers are organized for profit to their 
stockholders. Reciprocal underwiting is a nonprofit operation and no reciprocal 
exchange has any stockholders, the beneficiaries of savings being the subscriber- 
policyholders. 

To reiterate: With respect to Allstate, underwriting earnings and investment 
gains during the past 10 years raised policyholders’ surplus from about $8,200,000 
to $78,500,000. According to Best’s, highly successful accomplishments reflect 
the merchandising methods of the company. Selling coverage through a nation- 
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wide network of stores (Sears, Roebuck outlet stores), a low expense ratio is 
consistently reported. The average was only 25 percent of written premiums for 
the last 5 years. The ratio of losses to earned premiums was 65.5 percent for 
the same period although income represented deviations from manual rates 
for coverages in all but one State. Business was conducted at an indicated aver- 
age favorable operating balance of 9.5 percent for the 5 years. The average profit 
margin over the preceding 5 years, 1947-51, was 15.5 percent of premium volume. 
In 1956, Allstate had an underwriting loss of $1,978,878. It paid to stockhold- 
ers (Sears, Roebuck) dividends in that year of $3 million. It had in that year, 
investment gain of $11,174,560. The policyholders’ surplus in 1955 was $72,857,- 
925. <A year later, in 1956, its policyholders’ surplus was $78,437,506. Allstate 
paid to Sears, Roebuck, as its sole stockholder, in 1952-53, dividends amounting 
to $1 million; in 1954-56, $3 million. From 1952 to 1956, exclusive, it had an 
underwriting profit, excepting in 1956. In 1956, Allstate did not pay any Federal 
income tax on underwriting profits, since it had none, but made a claim for 
return of $1,198,000 which had been paid in taxes. 

To sum up the matter: In 1952, Allstate paid dividends of $2,353,000 ; in 1953, 
$2,597,000 ; in 1954, $4,235,000 ; in 1955, $4,576,000 ; in 1956, $4,619,000. 

It does not honestly seem that Allstate, as is claimed to this honorable com- 
mittee, suffered competitively from the Federal income-tax laws of the Nation. 
It has paid over the years set out above, dividends aggregating $18,380,000. A 
part of the dividends paid for 1954-56 was paid to policyholders but a lesser 
percentage than was paid to Sears, Roebuck, the stockholder of this company. 
At the same time, from 1952 to 1956, Allstate increased its surplus from $28 
million to $78 million, an increase in surplus in 4 years of $50 million. 


MEMORANDUM ON BEHALF OF THE ASSOCIATION OF CASUALTY AND SURETY Cos. 
Witu Respect TO THE TAx PROPOSAL OF THE NATIONAL COMMITTEE ON IN- 
SURANCE TAXATION 


The membership of the Association of Casualty and Surety Cos. comprises 
132 capital stock insurance companies engaged in the writing of casualty, 
surety and allied lines of insurance. A list of such membership is attached. 

This memorandum is filed in opposition to a “proposed tax formula” sub- 
mitted on or about January 14, 1958 to the Ways and Means Committee of 
the House of Representatives by the National Committee for Insurance Taxa- 
tion. Under the proposed formula, all insurance companies would be taxed as 
follows: 1 percent of net premiums written in excess of $150,000 less dividends 
to policyholders; plus regular corporate rates on net taxable investment income 
and net realized capital gains (subject to exemptions of $5,000 on normal tax 
income and $25,000 on surtax income). 

Member companies of this association, in common with hundreds of other 
companies of the same type, are now subject to tax under sections 831 and 
832 of the Internal Revenue Code of 1954. Section 831 in part provides: “Taxes 
computed as provided in section 11 shall be imposed for each taxable year on 
the taxable income of every insurance company (other than a life or mutual 
insurance company) * * *.” Thus such companies, members and nonmembers 
of this association, pay the full 30 percent normal tax and the full 22 percent 
surtax on their entire net income—precisely the same rates as are paid by 
manufacturing, mercantile and other corporations generally. 

Such companies, therefore, receive neither special treatment, advantage or 
disadvantage under the Federal income tax laws, either as compared to other 
insurance companies of the same type or as to corporations generally. 

We believe that we should continue to be taxed on the same basis as com- 
panies of the same type, as well as business corporations generally, are taxed. 
We believe that the “proposed tax formula” if adopted would result in dis- 
criminatory taxation favorable to a limited number of companies seeking special 
advantage under the guise of “tax equality.” This small number of companies 
are now taxed as our association members are taxed under present law on 
the basis of “ability to pay,” and while presently they are not the beneficiaries of 
special treatment, neither are they the victims of unfair discrimination. We 
see no valid or compelling reason for changing the existing method of taxation 
of capital stock insurance companies. 

Therefore, we respectfully urge that the “proposed tax formula” of the Na- 
tional Committee for Insurance Taxation be rejected, 
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MEMORANDUM IN Support OF PRESENT BASIS FOR TAXING STocK FIRE AND CAS- 
UALTY INSURANCE COMPANIES UNDER SECTIONS 831 AND 832 OF THE INTERNAL 
REVENUE CODE 


This memorandum is filed by the National Board of Fire Underwriters on 
behalf of its 220 member stock insurance companies engaged in the writing of 
fire and allied lines of insurance. These companies write, by far, the major 
portion of all fire and allied lines of insurance written in the United States. 

These companies want to be recorded as supporting the principles contained in 
their present bases of taxation under sections 831 and 832 of the code. They like- 
wise want to be recorded as opposed to the methods and principles of taxation 
contained in the tax proposal of the so-called National Committee for Insurance 
Taxation, organized by the Allstate Insurance Co. in 1955. 

All references to stock insurance companies in this memorandum are to stock 
insurance companies, other than life or title. 

Under the existing law stock insurance companies pay income taxes at regu- 
lar corporate tax rates on their entire net income in the same manner as do all 
other corporations and have continuously done so since 1921. 

They know of no sound reason why they should be taxed differently than other 
corporations and have always opposed special tax treatment. 

The Federal income tax law is based on the concept of taxing net income. It 
embraces the philosophy that income taxes should be levied in accordance with 
one’s ability to pay. The present basis for taxing stock insurance companies is 
completely in accord with the concept and philosophy underlying the Federal 
income tax law. 

In the practical application of the tax law to stock insurance companies we do 
have problems from time to time. Our past record in resolving these problems 
with the Treasury Department has been a particularly good one and we have 
every reason to believe that should additional problems arise they also will be 
satisfactorily settled. In brief, during the entire period from 1921 to date we, as 
a business, have enjoyed excellent relations with both the Treasury Department 
and the staff of the Joint Committee on Internal Revenue Taxation. 

The present high corporate tax rates do hamper us in setting aside, during 
profitable years, sufficient funds to meet the inevitable catastrophes that occur 
at unpredictable intervals. We do, as does business generally, hope that the time 
will come when the demands on the Federal Treasury will be such that a general 
lowering of the corporate income tax rates will be possible. 

We believe that the present taxing provisions, based on ability to pay, are well 
suited to the stock-insurance business. During a single year some companies 
may enjoy good experience and profitable operating results, while other com- 
panies suffer bad experience and unsatisfactory operating results. Each com- 
pany pays income taxes in proportion to the profitableness of its operations. This 
appears to result in an equitable distribution of the Federal income tax burden 
within the business. In our opinion, under existing law any inequities in the tax 
treatment of competing capital stock insurers are kept to a minimum. 

In view of the long record of the business in paying its Federal income taxes 
on the same basis as corporations generally, the excellent record the business has 
established in resolving with the Treasury the practical tax problems that arise 
from time to time, the relative freedom of the present tax basis from inequities 
between competing stock insurers and the complete consistency of our present 
basis of taxation with the basic concept and philosophy underlying the develop- 
ment over the years of the present Federal income tax law; we urge that your 
committee take no action at this time to change the present basis of taxing stock 
insurance companies under sections 831 and 832 of the Code, 

Before taking up the NCIT proposal, we should like to discuss a question raised 
by a member of the Ways and Means Committee during the public hearing held 
February 6, concerning our position on a uniform basis of taxing stock and mutual 
insurance companies. 

We believe all segments of the business should bear their fair share of the 
Federal income tax burden with each insurer being required to pay taxes based 
on its ability to pay. However, no tax formula has thus far been developed 
which would fully achieve this goal. Certainly the NCIT proposal would not 
provide for the business any equality of taxation based on the ability-to-pay 
concept which underlies the Federal income tax law. On the contrary, it would 
not only create inequities between different types of insurers, but would estab- 
lish a new type of tax inequity, at least in the stock company field, between com- 
peting insurers of the.same type. 
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The proposed tax formula for taxing all stock, mutual and reciprocal fire 
and casualty insurers, sponsored by the so-called National Committee for In- 
surance Taxation, is stated as follows: 

Tax: 

1. One percent of net premiums written, after dividends to customers 
and 

2. Regular corporate rates (now 52 percent) on net taxable investment in- 
come and present treatment of capital gains realized. 

Exemptions from tax base: 

1. On premiums, $150,000. 

2. On investment income: (a) Normal tax income, $5,000; (b) Surtax in- 
come, $25,000. 

We have made a brief analysis of the statement submitted to your committee 
by the so-called National Committee for Insurance Taxation and find that more 
than 25 percent of the stock insurance companies listed as members of NCIT, 
according to Best’s Insurance Reports (1957), had net premium writings for 
1956 of less than the $150,000 exemption contained in their tax proposal. In 
general, all of these companies would be relieved of paying any Federal income 
taxes. 

This tax proposal invades a field of taxation which is now exclusively reserved 
to the several States, i. e., the levying of what amounts to a sales or excise tax 
on premium writings. 

This proposal introduces a completely new concept of Federal income taxa- 
tion by suggesting that an insurance company should pay an income tax which 
is, in part, a sales or excise tax on premiums and, in part, a net income tax. 
No American corporation has ever paid a Federal income tax on such a basis. 
It would be completely contrary to the tax concept and philosophy underlying 
the Federal income tax law and would create many more tax inequities among 
stock insurers than it could possibly cure. 

The Allstate Insurance Co., the principal proponent of the plan, and a few 
other companies would benefit substantially from a 1 percent premium tax in 
profitable underwriting years. This proposal is, in effect, an effort by these few 
companies to have the entire fire and casualty insurance business taxed on a 
basis most favorable to them. 

In our opinion, this proposal, if enacted, would be so inequitable in its opera- 
tion that it could only lead to a completely unsettled tax picture with a flood 
of proposed corrective amendments being submitted to Congress during the years 
following its passage. 

We must conclude, from the above brief analysis of this tax proposal, that 
it does not merit any serious consideration by your committee. 


PROPOSED ALLSTATE INSURANCE COMPANY TAXATION OF FIRE AND CASUALTY 
CoMPANTES 


The Allstate Insurance Co. is a stock corporation writing fire and casualty 
coverages and is located in Chicago, Ill. It is wholly owned by Sears, Roebuck, 
a large mail-order house of the city of Chicago. For something more than a 
year and a half past, Allstate has been propagandizing various elements of the 
insurance world with respect to a change of most vital character in the taxa- 
tion of fire and casualty insurance. All of such propagandizing, until very re- 
cently, has been at the hands of Allstate. More recently, after a vain attempt to 
interest the large insurance groups in their plan, they have associated with 
themselves, more as a facade, some 17 of the smaller stock insurance companies 
and have denominated this group as the National Committee for Insurance Taxa- 
tion. The moving spirit, however, it is well understood, is Allstate. The plan 
they offer is that fire and casualty insurance carriers be relieved of income taxa- 
tion of all underwriting profit; that they continue to pay, at corporate rates, in- 
come taxes on investment earnings, and substitute for income tax on underwriting 
profits, a premium tax of 1 percent. This means, according to their plan, a pre- 
mium tax upon gross premium receipts minus dividends. In the propaganda 
issued for the past year and a half, Allstate has definitely admitted that a pre- 
mium tax constitutes an expense loading which would be reflected in the rates 
of insurance premiums paid by the American insuring public. This of course, is 
not true of income taxes now paid by Allstate, for example, upon underwriting 
profit, since income tax upon profits does not constitute, and it is so freely ad- 
mitted in the propaganda of Allstate, an expense loading which can be reflected 
in the insurance rates on fire and casualty paid by the American insuring public. 
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In short, the Allstate plan seeks to relieve itself from all income taxation up- 
on underwriting profit and shift the burden, through a premium tax and con- 
sequent increased rates, to the insuring public. Allstate writes a very large 
amount of automobile insurance, a great part of which is sold over the counter 
just as any other merchandise in the outlet stores of Sears, Roebuck. The pro- 
posal of Allstate emphasizes certain curious situations arising in the field of 
automobile insurance, namely: 

1. The trend of State funds being created, as has been done with respect to 
workmen’s compensation insurance in many States, whereby the writing of auto- 
mobile insurance, both fire and casualty, would be written, not through private 
enterprise, but, instead, through State funds. 

2. A growing opinion that automobile insurance is social in character and that 
is should take the course of compensation insurance, whereby, regardless of 
negligence, compensation would be paid in any given instance. Upon this matter 
we take no position at this time but refer to it as a growing sentiment evidenced, 
for example, by preliminary movements along that line in the State of California. 

8. The necessity for compulsory insurance, emphasized by an increase in in- 
surance rates, which would be the inevitable result of the Allstate plan and 
would result in fewer people carrying insurance for the protection of the public 
and making more necessary compulsory insurance. Thus far, compulsory in- 
surance as evidenced by the experience in the State of Massachusetts has not 
been successful. 

4. Already, there are laws such as in New Jersey, known as unsatisfied judg- 
ment laws, whereby admitted companies are required to contribute to a fund 
to pay damages inflicted by a noninsured operator. This situation, of course, 
inevitably results in an increase in rates to the operators who are covered by 
insurance, since the contributions referred to constitute an expense that is 
necessarily reflected in the rates. The Allstate plan, which would inevitably 
result in an increase in rates, and consequently fewer people carrying insur- 
ance, would, therefore, increase the burden, through such increased rates, upon 
the great mass of the insuring public who do carry protective insurance. 

5. In an effort to meet a deplorable situation, where automobiles are oper- 
ated without protective insurance and usually without financial responsibility, 
the States of the Union have generally adopted what are called financial re- 
sponsibility laws, under which an operator who has injured or killed a person 
or persons, or who has destroyed property, must make provision for paying for 
the damage or lose his license to operate. The Allstate plan by the inevitable 
increase in rates which it would bring about, will emphasize and increase the 
number of motor-vehicle operators who do not carry protective insurance and 
would immeasurably increase the difficulties of the authorities of the various 
States in enforcing the so-called financial responsibility laws. 

6. The various States have adopted assigned risk plans in an effort to mini- 
mize the failure of compensation to injured persons, or for damaged property, 
by uninsured operators of motor vehicles. Under the assigned risk plans of the 
various States, insurance carriers, regardless of the unfavorable records of un- 
insured motor-vehicle operaotrs, can be compelled to accept risks assigned to 
them. This plan will be seriously affected by the inevitable increase in rates 
which will flow from the Allstate plan. 

7. Taxation of premiums, such as is provided in the Allstate plan, by which 
it and other carriers similarly situated, would be relieved of income taxes, ex- 
cept as to investment earnings, is a field of taxation that has long since been 
preempted by the States of the Union. There is hereto appended a list of all 
the States of the Union and the rate of premium taxes that is now being charged 
for fire and casualty insurance by those States. Such premium taxes, of course, 
being an expense loading, are reflected in the rates paid by the insuring public, 
and the Allstate plan simply exaggerates this expense loading by providing for 
a Federal premium tax. It is our understanding that it is not the desire of 
Congress to enter a field of taxation which has already been preempted for 
many, many years past, by the various States. 

Again, we emphasize that the Allstate plan, so-called, is, in reality, the brain 
child of the Allstate Insurance Co., wholly owned by Sears, Roebuck, and that 
the association of some small portion of the smaller stock companies is an after- 
thought, and that such companies were not, in any sense, the originators of this 
plan. 

In view of the most profitable, almost unique, record of Allstate since its 
organization 20 years ago, it seems imcomprehensible that it should father a 
plan to relieve itself from all income taxes upon underwriting profits and load 
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that burden through a premium tax, which would be reflected in the rates 
charged to the insuring public of this country. When Allstate was organized 
by Sears, Roebuck about 20 years ago, it had a contributed surplus of $350,000. 
It now has practically an entirely earned surplus after paying enormous divi- 
dends to Sears, Roebuck Co., of $75,437,506. In the meantime, Allstate has de- 
clared stock dividends and paid a certain amount of dividends to its participat- 
ing policyholders and has paid large dividends to Sears, Roebuck, its owner. 
In 1949, Allstate paid 126% percent dividends and in 1950 and 1951 it paid 
100-percent dividends to Sears, Roebuck. In 1952, it paid 100-percent dividends 
to Sears, Roebuck and in 1953 it paid 100-percent dividends in cash, and a stock 
dividend of 100 percent to Sears, Roebuck. It might be stated that the partici- 
pating policyholders in 1956 received $1,618,695, while the stockholders, namely, 
Sears, Roebuck Co. received dividends amounting to $3 million. 

In the light of the information contained in the following pages, it is incompre- 
hensible that Allstate should formulate a plan relieving itself of all underwrit- 
ing income taxes and unload that burden, through increased rates by reason 
of expense loading, of a premium tax upon the American insuring public. For 
a complete statement of the phenomenal growth of this company after taxes, see 
the following pages taken from Best’s: 


[Best’s Insurance Reports, Casualty and Miscellaneous] 
ALLSTATE INSURANCE Co., 925 South Homan St., Chicago, Ill. 


Assets, Dec. 31, 1931 
LEDGER ASSETS 





Oi NNO OR INOS stn es es ck $521, 076. 93 
NN i el ah Sh iia eet po the esti 147, 812. 50 
———————-_ $668, 889. 43 
Seah Sen ROPUIIIRIEI OOO s otis i 100. 00 
RII ONIN os, si cit al nine abuletha 224, 984. 13 
——————-__ 225, 084. 13 
Gross premiums in course of collection : 
rn RI, I te se lace 32, 684. 50 
pereeuen wren to et, Toc no ee 29. 35 
— 32, 718. 85 
I a og Sewn imate aise aabne —13, 898. 45 
nN I rie hikes Saint iaiod toms inna 912, 788. 96 
NONLEDGER ASSETS 
Interest due and accrued: On bonds not in default___._._______ 8, 417. 10 
nen Sis es es ee 921, 206. 06 
ence meiner DL CN NO es 5 ee a a cs 210, 910. 03 
Sarum PELOTON” MUNIN a os es Sects aici ec eee 710, 296. 03 


Liabilities, Dec. 31, 1931 


Net losses and claims unpaid: Theft, $2,004; plate glass, $27; auto 
property damage, $3,284; auto collision, $615; auto fire, $1,719; 


i a ha a ses Slaridh seis gaan dhndiinh widinienah $7, 649. 00 
Special reserve for unpaid liability losses__._._._._.__._..--._-------- 16, 445. 00 
Estimated expenses of investigation and adjustment of unpaid 

NN ad eanllin alice napa minniainninatmainh greece cae tet dans ence 1, 147. 35 
aloe cere aati hi elena cowie dhs twin acinomae sabe 81, 250. 74 
Estimated amount hereafter payable for Federal, State, and 

ST Sd etal hd Sts bs creme oenpbr acre ane eee di npn Wrekin aia moments 200. 00 

Total Valittions, excent capital... .01- nec snenss 106, 692. 09 
la a celia sha neh ccbess etiercenit iiss opens aatired 350, 000. 00 
NN a I i is coeedeeenqeap sedans peep imieomeconetucenpennes at icatipinee 253, 603. 94 
I ie a a dl csgndess anit Mae pie nia aineerrenties 710, 296. 03 


2 Based on Dec. 31, 1931, market value. See preface. 

Assets not admitted: Gross premiums in course of collection effective prior to Oct. 1, 
1931, $29.35 ; loans on personal security, $235 ; book value of bonds and stocks over market 
value, $210,645.68. 
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HISTORY 


This company was incorporated under the laws of the State of Illinois on 
February 9, 1931, with a capital of $350,000, and a surplus of $350,000, all paid 
in, in cash. It began business April 17, 1931. The stock was issued at a par 
value of $100, and sold at $200 per share. It was not offered to the public and 
was sold without promotion expense. An additional contribution of $200,000 
was made to the surplus account during 1931. 

Late in 1931, the Allstate Fire Insurance Co. was organized by the same 
interests, the Allstate Insurance Co. purchasing its entire capital-stock issue at 
$137.50 per share, per value $100, thereby giving the fire company a capital of 
$200,000 and a surplus of $75,000. 


MANAGEMENT AND REPUTATION 


The company is under the management of individuals associated with Sears, 
Roebuck & Co. Col. G. E. Humphrey, president and treasurer, has been connected 
with Sears, Roebuck & Co. for past 4 years and is assistant to the president 
of that organization. He is in active charge of the company. Men with insur- 
ance experience associated with the company are: Carl L. Odell, vice president 
and secretary, who has been identified with the insurance business for 17 years. 
Until July 1930, when he became an independent broker, he was a member of 
the firm of Moore, Case, Lyman & Hubbard, insurance brokers, Chicago, Ill. 
Frank F. Fowler, comptroller, has had many years of accounting and insurance 
experience. 

The Allstate Fire Insurance Co. and the Allstate Insurance Co. issue a joint 
automobile policy. Coverage is confined exclusively to privately owned pleasure 
ears. The plan of operation provides for the issuance of insurance protection to 
residents of either rural or urban districts. It employs no agents. Business 
is solicited by mail through the extensive mailing list of Sears, Roebuck & Co. 

The company’s capital and surplus are more than ample for contingencies. 
During the short period that it has been in business, it has written a net premium 
income of $118,323. Securities are valued as of December 31, 1931. They are 
high grade and well diversified. Our usual comments are omitted, as the com- 
pany has operated for only a short period and sufficient time has not elapsed 
to determine the developed loss experience. The company enjoys an excellent 
loss-paying record. 

Rates are 20 percent under manual, without deviation. 

Reinsurance is carried over $5,000/$10,000 limits up to $100,000/$300,000 with 
Chicago Lloyds. Property damage is written up to a maximum of $5,000, no 
property damage reinsurance being carried. The company also has fire-rein- 
surance arrangements with Chicago Lloyds on losses above $5,000. 

On December 31, 1931, the directors owned $88,200 of the company’s capital 
stock at par value. 

The company is too young to warrant asignment of our general policyholders’ 
rating. It will be rated in 1935. 

Classification of total admitted assets.—Bonds: State, municipal, etc., $106,826, 
15 percent; railroad, $33,900, 4.8 percent; public utilities, $171,593, 24.2 percent; 
miscellaneous, $58,125, 8.2 percent; total bonds, $370,444, 52.2 percent. Stocks: 
Bank, $13,550, 1.9 percent ; miscellaneous common, $48,563, 6.8 percent ; preferred, 
$25,687, 3.6 percent; total stocks, $87,800, 12.4 percent; cash, $225,084, 31.7 per- 
cent; premiums under 90 days due, $32,685, 4.6 percent; other assets, —$5,716, 
—0.8 percent. 

Underwriting exhibit, 1931 


Gains: 
Weenies Gare o.oo cnn cccaetee aad sedan tediaaelaaki $37, 072. 34 
PrOGb GIE-10E TOI sie circtinndtingacghiawacsnimnibabghiiiewen 318. 34 
Underwriting 10g6ii5..ssi id sects pbsaiiedeencctwnes 107, 701. 14 
OUI «5: nisin ahansacei talisman lee icipeaeidia aga ata eupeiilatiia eka ae 145, 091. 82 
Losses : 
I Te sictcnisisss nti cts seiniinonpbendiinag ici deities apiece 82, 029. 89 
Underwriting expenses increased__...-....------.----.--_~-~. 113, 061. 93 
SII x cecostovesiicas cichcaseinbiinprstacinss emcee caicenthnia aja emmandcemateaianiiahaeadaaiae aa 145, 091. 82 


20675—58—pt. 3——58 
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Investment exhibit, 1931 








Gains: 
creme Getereet, cbe., GirmeB si dn ck nc entice anc $23, 094. 57 
Cee ener eee ee ici . 00 
NO a a RN a aR eh dice tatnsnl kplan ult seidichuotoasiwenetons 188, 694. 92 
ee ee Onc Ria eld eens 211, 849. 49 
Losses : 
Investment expenses increased_.........._..........-_-.....-. 1, 203. 81 
Decreased market values over book__..-_---..._________._____ 210, 645. 68 
aaah ich task scant el escapee iets conan 211, 849. 49 
Movement of surplus, 1931 
Additions: 
a ai a esau tice dan cseisbnda ties ert emneed 550, 000. 00 
Deductions: 
Teen ee nen ee i ee ee Se tls 107, 701. 14 
I  teloidhmenn eee 188, 694. 92 
i a Ee a eaiareidinmelonsiges 253, 603. 94 
ee Fe a BE Se Ue 550, 000. 00 
II CO gion ecccirecinlihiwdrininnian nenenngrmeneige meine: 296, 396 .06 


Kinds of insurance written—Automobile, public liability, property damage, 
collision, fire, theft, plate glass, lightning, and transportation, robbery and pil- 
ferage, tornado, cyclone, windstorm, hail, earthquake, and explosion. 

Territory.—Admitted in California, Delaware, District of Columbia, Georgia, 
Illinois, Louisiana, Missouri, Utah, and West Virginia, but will solicit in all 
States by mail. 

Oficers.—G. E. Humphrey, president and treasurer; L. J. Rosenwald, vice 
president ; Carl L. Odell, vice president and secretary; F. F. Fowler, comptroller. 

Directors—Col. G. E. Humphrey, president and treasurer; Charles Lederer, 
general counsel, Sears, Roebuck & Co.; D. M. Nelson, vice president, Sears, Roe- 
buck & Co.; Carl L. Odell, vice president and secretary; E. J. Pollock, vice pres- 
ident, Sears, Roebuck & Co.; E. H. Powell, treasurer, Sears, Roebuck & Co.; 
L. J. Rosenwald, vice president; R. BE. Wood, president, Sears, Roebuck & Co. ; 
T. J. Carney. 

Underwriting exhibit—All business written, 1931 


i casa wdc tnisigsidupa dhiadib anniek Usidusa Bich ondenendaes $118, 323 
I as smmmnninesiidinben 81, 251 
I a dk cine er pabl itil ink Aisa en geidbclipectgigaunee 37, O72 
Losses and claim expenses increased to premiums earned_______-_~_~ 95. 7 
Ratios to premiums written: 
PRIS Sn RI II ON etter esteemed isabinatninaniiemen 8.7 
COR Oes EIEN RN ori incicne rien mmnnbaiianinwaiounen 92.5 
I i kite ecru 92.5 
Difference between underwriting expenses and underwriting dis- 
alter Meera encahinliemneatinateiomien —1, 328 
i scascsptiionsieusbaigcnaeh Slee eaesinabadesabid —1.1 
Innere ine NE UU ON cect rrr ere 106, 373 
scsi peommetetninsheamneqnenulieneh —107, 701 
Neen nn ne sn ilar seamen areata —290. 5 
Interest at 4 percent on measurable reserves__________.-_-____--_--- 1, 423 
Financial and investment exhibit, 1931 
hanes bse a Readies season anabsplehanica cians noheioepnintiiaets edioantiniepscinn oiciraianney 710, 296 
Unesracd premiums..__.__._._____......---.-----------~------~-------- 81, 251 
ca cere Gomer teen maniey ck 7, 649 
I a as stern ein ininicncen asia auaiabueandinas 16, 445 
Neen eee eee atest ecneaitnses ater enensominee asee 350, 000 
a etnealsmeemmnedbaarcicaaawtm 253, 604 
Be ee GOUNN TEED ERIWUIIIIONI I i cere ew anmennunn 107, 701 
a a ac ebaeunwedeucee 1, 033, 6438 
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ALLSTATE INSURANCE Co., 7447 SKOKIE BOULEVARD, SKOKIE, ILL. 


Admitted assets 





Dec. 31, 1956 | Dec. 31, 1955 




















Bonds: 
Siena ciitininn inbcddbhenadiiachhakickdemnah ob dneteubemiaanabdeqeetnepene ($211, 329, 689) | ($203, 555, 992) 
P Amartines value..... dienininh vehblieinatieinntisthaaesiaseennnsteteiinge 209, 834,877 | 202, 458, 837 
tocks: 
GE, dba dk twas dosavicdcvabocsenchcbllciguscdasindebacsnenssaccssedessecy (58, 162, 806)| (43, 539, 007) 
SEINE TORED.. < sisinn bokeh cites Cte wajin delim odgben taj anviabestibeduion MM 553 67, 409, 691 
En ttntidunndddndhusccenendh > cehnitnnneehetdethtiebnenseane tobe 8, 913, 763 
RITE en ee ee eee ee en kon dietten cance soeccdmony t= nae AEA 
ks. cee Lh ae” pbedubhieeguchdocnesucshinakse bulitidoumul 9, 074, 383 
I To os. si login cncsdic Egichadd bindd de cpeigesapndap ecb advacea waa 41, 948, 981 
Reinsurance recoverable gs dlls oaattiaiadana x hel 23, 456 
SR i cennccotnsccanens a va 1, 932, 200 
Federal tax recoveries - - .-.-_..--- rea és uses lee 
PUNO I a Sihien hyn case ne snd eness 344, 204 3, 037 
OE CI iii co wtinisn done cubhebunds deanewdsawinn~schexaubasnth 355, 086, 303 | 331, 764, 348 
Liabilities 
Dec. 31, 1956 | Dec. 31, 1955 
Ensen — AGinsteet CRONIN oni is iS sn hice newness eh anndd nb auieiiebhoSek $138, 264, 182 | $107, 279, 4 
I, DU NR ies Hilla = cg tre iieannbe tng cnn senendeqenghadwennopeincss tigen 10, 208, 525 
so, Cc nmmabeeaneedraen ans asceemen amas anerenieugoee 2, 441, 353 11, 406, 401 
CITT COMIN esis send detec ocd ccc ncccewecdsebomseccaulaudasee 121, 691, 972 105, 637, 389 
Sy II nic cine wadaandncescmccedpaunsegubbwacasanantos 893, 166 905, 975 
NS BI BIN iS i on in ink 5s pc ewnisint Satan seniheaerinepentasme teal tenaeeedd 20, 692, 342 
CN SE igen Sucdutkbigvcandbes sdcsequadcesdpaenuccusSabhnesanivenaae 3, 149, 599 2, 612, 065 
Brcess statutory lose reserves !...... 2.2... ccncsncscncnnnccccdccctcncscssocec|cspecsawbansen 390, 938 
I Baio. ehntedpnatinsrtnniecdhennennin’ Waimea inte Pad PEE ES 276, 648, 797 258, 906, 424 
nN I dick nerd 6 cop ep ci. cren ener nae ccpesbhwnyspetesanereneth 3, 000, 000 3, 000, 000 
Be I or cco indgdebhdcsecatindseanssccascasnpenchecepenessgvenauee 75, 437, 506 | 69, 857, 924 
ON aiid io Rec tidds esd. siubincsiessdusccbgeniinseenntipepesbbeda 355, 086,303 | 331, 764, 348 
1 Conditional reserve funds. See preface. 
HISTORY 


This company was incorporated February 9, 1931, under the laws of Illinois, 
With $350,000 capital and $350,000 contributed surplus, It began business April 


17, 1931. The stock was issued at a par value of $100 and sold at $200 per share. 
Over 99 percent of the stock was purchased by Sears, Roebuck & Co 
A summary of capital changes follows: 


Capital changes 
Date Surplus con-| Par value} Issued 
tribution price 

From— To— 
MOSS ee ee ao Cres SN a a ae ee ne a5 2c... 
We Bd bwecasnnspdcvsccspecccccncctdsedootacwedalebtévedeneaebetenteuatine 100 {i (4) 
Re Peer rea ee ee ee ee ae 150 ) (1) 
pecans ain login aientacinsousdindeensidak ekeetarad $350, 000 ee (2) Q) 
Nain ec coca eco een cate eee am oaae 400,000 | 1,000, 000 900, 000 $100 $250 
TD adadbinddactiwdsivnieciahi ctuaccetucldavaut 1, 000, 000 1, 000, 000 422, 018 (®) @) 
eta isis. Seiden wn ieotitinad eaten 1,000,000 | 1,500,000 | 1, 500,000 100 
So tainied candantey=aniiiaebuckands«obhtasautas 1, 500, 000 PE ledknnee nai (2) (2) 





1 Contributions by officers and directors. 
2 Stock dividends. 
8 Sponsors contribution of 1,128 shares of the Allstate Fire Insurance Co, 
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MANAGEMENT 


The company is under the sponsorship of Sears, Roebuck & Co., the largest of 
the general mail-order stores in the United States. The official staff is headed 
by Judson B. Branch, president, who joined the company shortly after organiza- 
tion and served as senior vice president prior to assuming his present position 
in 1957. Under the same general management are wholly owned subsidiaries, 
Allstate Fire Insurance Co. (formed in 1931) and Allstate Life Insurance Co. 
(formed in 1957). 

In the automobile field, the growth of the company has been far more than 
proportional to the growth of automobile insurance underwriters as a whole. 
The volume of business transacted in 1956, represented by direct premium 
writings of $283,013,000, was nearly 30 times as large as the 1945 premium 
production. All stock carriers combined, in contrast, recorded during the same 
10 years an increase of about fivefold in automobile premium writings. 

The company enjoys an enviable position as one of the world’s largest writers 
of automobile insurance coverage measured by premium production. The year 
1956 was finished with more than 4,200,000 policies in force, a gain of 16 
percent over 1955. 

Very rapid expansion has been accompanied by additions to capital and surplus 
funds in keeping with enlarged underwriting commitments. Underwriting earn- 
ings and investment gains raised policyholders’ surplus during the past 10 
years from about $8,200,000 to $78,500,000. 

Comprehensive liability insurance has been written since 1953. The first fire- 
insurance policy was issued in 1954. General liability volume last year was 
$3,351,000, a gain of 55 percent over 1955, while fire and allied lines insurance 
sales were $5,728,000, or more than double 1955 premiums. 

An examination of the company’s affairs as of December 31, 1954, was made 
by the insurance departments of Dllinois, California, Georgia, North Carolina, 
and Oklahoma. 

Our general policyholders’ rating is “A-+-” (Excellent). The financial rating is 
AAAAA,. See preface. 

GENERAL UNDERWRITING POLICY 


Charter powers authorize the writing of practically all forms of fire and 
easualty insurance contracts. With minor exceptions writings were confined 
until January 1, 1953, to full coverage automobile policies. Facilities were 
broadened in 1953 to include the writing of comprehensive personal liability 
policies; in 1954 to provide for fire and extended coverage insurance on homes 
and dwelling units and in 1957 to embrace personal theft insurance coverage. 

Most business originates through sales offices, operating from Sears, Roebuck 
& Co. retail stores. From these stores regularly appointed agents operate. In 
addition, there are direct agents located at branch and claim service offices and 
in rural areas. The remainder of the premium volume is dleveloped by direct mail 
applications through the medium of the Sears, Roebuck catalog. 

The company has 28 regional offices located in strategic areas throughout the 
United States and Canada. District service offices, numbering 187, are also 
maintained. 

Independent rate filings are made in all States except Texas, where policies 
are written at manual rates on a participating basis. The current dividend re- 
turn is 15 percent. 

The estimated average differential is approximately 19 percent under the 
company’s own rating plan. 

Credit is given for the successful completion of high-school driver education 
courses by young drivers. A discount of from 5 percent to 15 percent is allowed 
on bodily injury and property damage liability and collision rates to policy- 
holders who have drivers of their automobile who are under age 25 and live in 
the same household. The size of the discount depends on the amount of instruc- 
tions taken by the young driver. 

Most policies are written on an annual basis with a majority of the business 
on an installment basis (40 percent at inception, 30 percent in 3 months and the 
balance at the end of 6 months). Some installment business is written in New 
York where 20 percent is paid at the inception of the policy and the remainder in 
4 equal monthly payments. Deferred installments call for a 25 cent service fee, 
each payment. 

Reinsurance is carried with the Employers Reinsurance Corp. for all bodily 
injury and property damage losses in excess of $50,000 in any one accident. 

Direct premium writings in 1956 were distributed in thousands as follows: 
Alabama, 1,598; Alaska, 1; Arizona, 2,284; Arkansas, 978; California 33,355; 
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Colorado, 1,043; Connecticut, 7,746; Delaware, 362; District of Columbia, 556; 
Florida, 6207; Georgia, 2,941; Territory of Hawaii, 54; Idaho, 592; Illinois, 
26,739 ; Indiana, 5,182; Iowa, 1,103; Kansas, 1,738; Kentucky, 1,239; Louisiana, 
1,807; Maine, 1,012; Maryland, 2,932; Massachutetts, 442; Michigan, 10,214; 
Minnesota, 2,082; Mississippi, 640; Missouri, 5,578; Montana, 118; Nebraska 
732; Nevada 610; New Hampshire, 709; New Jersey, 18,786; New Mexico, 608; 
New York, 70,644; North Carolina, 3,084; North Dakota, 97; Ohio, 10,995; Okla- 
homa, 1,752; Oregon, 3,424; Pennsylvania, 11,878; Rhode Island, 1,383; South 
Carolina, 1,482; South Dakota, 170; Tennessee, 1,575; Texas, 18,142; Utah, 859; 
Vermont 745; Virginia, 2,686; Washington, 6,121; West Virginia, 1,063; Wis- 
consin, 8,782 ; Wyoming, 92; Canada, 8,156. 


OPERATING RECORD 


Highly successful accomplishments reflect the merchandising methods of the 
company. Selling coverage through a nationwide network of stores, a low ex- 
pense ratio is consistently reported. The average was only 25.0 percent of written 
premiums for the last 5 years. The ratio of losses to earned premiums was 
65.5 percent for the same period although income represented deviations from 
manual rates for coverages in all but one State. Business was conducted at an 
indicated average favorable operating balance of 9.5 percent for the 5 years. 
The average profit margin over the preceding 5 years, 1947-51, was 15.5 percent 
of the premium volume. Shrinkage in the percentage of profit marked a barely 
favorable operating balance in 1956, only 1.0 percent, related to record premium 
production, in the wake of a drop in the profit margin from 14.4 percent in 1954 
to 10.5 percent in 1955. 

Byline underwriting results 





























Auto bodily injury Auto property damage Auto physical 
liability liability 
Year | 
Premium | Loss | Expense | Premium | Loss | Expense | Premium | Loss | Expense 
earned | ratio! ratio! earned ratio! | ratio! earned ratio! | ratio! 
— - 
1952.......| 48,021, 000 55. 6 | 25.0 21, 410, 000 70.2 24.9 | 19, 801,000 53.8 20.7 
1953_......| 69, 272, 000 65.8 | 25.8 | 32,094, 000 67.4 25.7 | 30, 429, 090 52.9 22.8 
1954_......| 91, 194, 000 66.5 | 26.3 | 43, 113, 000 62.7 26.3 | 37, 638, 000 47.6 17.0 
1955... .--|110, 372, 000 71.0 | 26.7 | 51, 594, 000 63. 6 26.8 | 46,240, 000 47.5 26.7 
50, 955, 000 57.0 26.6 





1956_..-...|128, 322, 000 81.1 | 26.7 | 56,996,000 | 70.9 | 26.6 


1 Losses and claim adjustment expenses incurred to earned; underwriting expenses incurred to written. 











Investments 
Bonds Amount Per- Stocks Amount | Per- 
cent cent 
U. 8S. Government... _..._.....]$14, 829, 146 4,2 || Common: 
Other government_____..__...-- 150, 928 lone BI tallies gS aed $572, 200 0.2 
State, city, and municipal-_---_- 86,182,585 | 24.3 SN 22. Oe ea cous 21, 339, 672 6.0 
Special revenue, etc........-.-- 105, 123,835 | 29.6 ah Ot, aw tiscirgtcdbaena 4, 710, 156 1.3 
Miscellaneous. .............-... 3, 548, 383 1.0 Insurance... ....-- 5.3 woogie 8, 958, 481 2.5 
—_——_ Miscellaneous. ...........--| 31, 414, 944 8.9 
Me ROUGE. .xtcsecsccesces: 209, 834, 877 59.1 anne een 
OE GI oo ices ss ca keh 10, 334, 044 2.9 Total common..-....._-.-- 66, 995,458 | 18.9 
Collateral loans__- acacia , 000 a eS | SS 
Niece i etre wre pis wa oc agers ae 3.5 || Preferred: 
Premium balance-_.._-- .-----| 33, 974, 326 9.6 WE aoc S chee stee 1, 550, 000 -4 
Miscellaneous assets._-_....-.-- 3, 774, 969 1.0 Miscellaneous. - -_.--...-.-- 15, 497, 100 4.4 


Total preferred.._......-- 17,047,100 | 4.8 





Special revenue, State, county, and municipal bond issues of 41 States, Alaska, 
Hawaii, and several Canadian Provinces, are the company’s principal invest- 
ments. United States Governments, par value $14,850,000, have maturity dates 
up to 1961 except for a small block of United States Treasury 24s series A of 
1965. 

Stocks carried at $84,042,553 include 10,000 shares Allstate Fire Insurance Co. 
at $8,958,481; 3,833 First National Bank of Chicago at $1,203,562; 12,900 Alumi- 
num Company of America at $1,186,800; 22,211 Standard Oil of New Jersey at 
$1,310,449 ; 131,225 Whirlpool Seeger Corp. at $3,411,850. Real estate, carried 
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at $10,334,044, represents home office property, buildings occupied by branch 
offices, and 6 building sites. 

Territory.—Licensed in Alaska, District of Columbia, Hawaii, all States, and 
in all Provinces of Canada. 

Dividend record.—Paid in each of the years 1935-41. Payments were resumed 
in 1949. The current rate is $100 per share. Total declared since organization-— 
stock, $1,550,000 ; cash, $17,751,050. 

Officers.—Chairman of the board, Calvin Fentress, Jr.; president, Judson B. 
Branch; senior vice president, Clarence B. Kenney; senior vice president and 
secretary, H. S. Moser; vice president and general counsel, George H. Kline; vice 
president and treasurer, Robert B. Pelton; vice presidents, Grenell H. Bartlett, 
Archie R. Boe, Paul W. Briney, Davis W. Ellis, E. A. Frederick, J. E. Henry, 
H. M. Mereness, A. Oakes, G. C. Powell, J. A. Reynolds, Jr., E. H. Schroeder, T. 
J. Spenker, A. E. Spottke, H. F. Walton; controller, M. A. Poss. 

Directors——Crowdus Baker, James M. Barker, Judson B. Branch, Austin T. 
Cushman, Hugh K. Duffield, Calvin Fentress, Jr., Theodore V. Houser, Charles H. 
Kelistadt, Clarence B. Kenney, Donald MacArthur, Fowler B. McConnell, C. A. 
Meyer, Henry S. Moser, Herbert F. Murphy, Richard L. Tayloe, A. M. Wood, 
Robert E. Wood. 

Underwriting expenses paid, 1956.—Commissions: Direct, $802,012; reinsurance 
ceded, —$9,025,289 ; agent-employees, $23,998,174 ; commissions—net, $15,774,897 ; 
salaries, $23,066,152; taxes, licenses, fees, $7,654,718; all others, $19,725,083; 
total, $66,220,850. 


Underwriting account, 1956, before Federal tares 


Gains: Losses : 
Premiums earned... $243, 119, 685 Losses incurred_____ $146, 425, 229 
Underwriting loss__- 1, 978, 878 Adjustment expenses 
— SUNT antec 82, 135, 205 
I shal tii tacsan 245, 098, 563 Underwriting ex- 
penses incurred... 66, 477, 474 
Premiums balance_-. 60, 655 
Ne hcticcesSiasdiieinie 245, 098, 563 
Investment ammount, 1956, before Federal tares 
Gains: Losses : 
Investment income... $10, 485, 143 Investment expenses 
Appreciation__._..___ 1, 876, 660 TOUT TOG cise cen $1, 184, 976 
cee eg 2, 267 
I cist enact 12, 361, 803 Investment gain____-_ 11, 174, 560 
I tiene Suiceiecteara 12, 361, 803 
Policyholders’ surplus account, 1956 
Additions : Deductions: 
Policy surplus 1955__. $72, 857, 925 Federal income tax. —$1, 198, 000 
Investment gain____- 11, 174, 560 Underwriting loss___ 1, 978, 878 
Foreign exchanges___ 147, 735 Assets non - adjust- 
Loss reserve adjust- RN tttiensccee es crevates 722, 942 
ii since ester’ 390, 937 Dividend stock- 
—__—— NOR ce 3, 000, 000 
erate. 84, 571, 157 Dividend policy- 
I oo Sinha 1, 618, 695 
Other items____-_-- 11, 136 


Policy surplus 1956_. 78, 437, 506 
I ie haces tala 84, 571, 157 
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While it is true at this moment, the Allstate plan has not ripened into a bill 
in Congress, its plan has been definitely and repeatedly stated in its published 
propaganda and is, as above stated. Allstate would make its plan applicable 
to stock carriers and reciprocal underwriters. We are specifically addressing 
ourselves to its application to reciprocal underwriting. Perhaps not too much is 
known generally of the theory of reciprocal underwriting since it writes only 2.4 
precent of the fire and casualty coverage in the United States. Hence, we deem 
it important that we give an explanation of the theory of reciprocal underwrit- 
ing in its actual operation. 

Until 1942, it was conceded by the Treasury Department of the United States 
that there was nothing in a reciprocal exchange to tax. In 1942, section 207 was 
passed, under which reciprocal exchanges were taxed on investment earnings, 
with a notch of $50,000. Under existing law, they pay 30 percent normal income 
tax rate on all investment earnings, or 60 percent normal income tax on all in- 
vestment earnings in excess of $50,000, whichever is the lesser. In addition 
thereto, reciprocal exchanges pay a surtax of 22 percent in excess of $25,000, 
or 33 percent if income exceeds $50,000 whichever is the lesser. It is conceivable, 
therefore, that a reciprocal exchange may pay 93 percent normal and surtax on 
investment income over $50,000. 

At this point, it is important to bear in mind that a reciprocal exchange, which 
is so taxed, is not an entity but a mere place, at which subscriber-policyholders 
exchange among themselves contracts of indemnity; that it owns nothing and 
can own nothing; that it is a mere place and not an entity, is well established and 
can be found, for example, in the case of In Re Manufacturing Lumbermen’s Un- 
derwriters (18 Fed. Supp., 114, i. ec. 125). Subscriber-policyholders at a recipro- 
eal exchange, or place, exchange among themselves contracts of indemnity 
against loss by fire or casualty; they do not exchange contracts of indemnity 
for life insurance. The reciprocal method of operation does not lend itself to 
this activity, since, of necessity, the subscriber-policyholders would be persons 
of widely varying age and likewise, corporations are subscriber-policyholders ; 
furthermore, no where in the Untied States are subscribers at a reciprocal ex- 
change permitted or authorized to exchange contracts of indemnity among them- 
selves with respect to life insurance. 

Again, we reiterate, that the so-called exchange is a mere place at which the 
subscriber-policyholders exchange contracts of indemnity among themselves. 
Such exchange owns nothing and is legally, of course, incapable of owning 
anything, since it is not an entity. It is not (and definitely and specifically this 
statement is made) an insurer in any sense. The subscriber-policyholders—and 
it is of the utmost importance to remember this fact—are at once the insurers and 
the insureds. They are not self-insurers because the loss through fire or casualty, 
of a subscriber-policyholder, is paid from the funds of all other subscriber-policy- 
holders, and no part of it is paid from the funds of the subscriber-policyholder 
suffering the loss. 

The subscriber-policyholders, also being the insurers, through a power of 
attorney executed by each one of them, whether it be an individual or a corpora- 
tion, operate through a manager or attorney in fact, who is the underwriter 
for the subscriber-policyholders acting as insurers. For this service the manager, 
agent, or attorney in fact, whichever he or it may be called, receives compensa- 
tion according to the terms of the power of attorney or management agreement, 
as it is variously called. In the power of attorney, the duties of the attorney 
in fact or manager are carefully enumerated, his powers are limited, and in 
addition thereto, the liability of the subscriber-policyholder as an insurer and the 
limitations upon such liability are carefully stated and defined. The power of 
attorney of an individual exchange is uniform, and under the laws of the various 
States, is required to be filed in the respective departments of insurance of those 
States. 

Each subscriber-policyholder upon executing said power of attorney or man- 
agement agreement, above referred to, and upon being issued a policy of insur- 
ance makes a deposit which is measured usually by standard premium rates of 
other forms of underwriting, or, in the cases where rates are fixed by State 
authorities, in the amounts fixed. This deposit is credited to the individual 
account of the subscriber-policyholder making the same. Title to the deposit 
remains in the depositor. It never becomes a part of any joint fund. It is spe- 
cifically provided in the power of attorney or management agreement that the 
liability of the individual subscriber-policyholder as an insurer in the exchange 
of indemnity contracts, is only several and never joint. Under the provisions of 
the management agreement, or subscriber’s agreement, or power of attorney, as 
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it is variously called, the attorney in fact or manager, acting under the power 
of attorney for the insurer (subscriber-policyholder) is authorized to pay from 
the subscriber-insurer’s deposit his or its proportionate part of losses and ex- 
penses. The remainder constitutes a saving, or perhaps, more strictly speaking, 
an unused deposit in the hands of the attorney in fact, which, of course stands 
to the credit of the subscriber-policyholder (insurer), title to which is always 
in such subscriber-policyholder and insurer. This unused deposit remains to 
the credit and the ownership of the depositing subscriber-policyholder, and, along 
with the unused portion of deposits standing to the credit of all other sub- 
scriber-policyholders at the exchange, constitutes the surplus of the subscriber- 
policyholder insurers, who are exchanging contracts of indemnity at a particular 
exchange. These aggregate credits to the various subscriber-policyholders nor- 
mally constitute the surplus at a reciprocal exchange. However, in some few 
instances, the subscriber-policyholder has authorized the attorney-in-fact to ac- 
cumulate in 1 or 2 instances the equivalent of one-third of an annual premium 
deposit, and in 1 or 2 other instances, the equivalent of an annual premium de- 
posit, to be retained for the protection of all subscribers. This is done in the 
written power of attorney or management agreement executed by each sub- 
scriber-policyholder. 

This accumulation constitutes a contribution by the subscriber-policyholder, as 
the insurer and the only insurer, at a reciprocal exchange, and is a limited con- 
tributed surplus by the insurers; namely, the subscribers. 

Such contributions by the subscriber-insurers are credited to the separate ac- 
counts of the contributors. 

Upon liquidation, the moneys contributed by the various subscribers, acting as 
insurers, are paid, after the payment of losses, to the subscriber-insurers making 
such contributions, whether such subscriber-insurer is still exchanging contracts 
of indemnity at the exchange or not. In other words, such contribution made by 
the subscriber-insurer for the safety of other subscribers at the exchange, is cred- 
ited to the subscriber-insurer’s account and remains his money and, upon liquida- 
tion, regardless of whether he is a subscriber-insurer or not, he receives back 
his contribution. This money, like all other surplus funds of the subscriber- 
insurer is, first, subject to the payment of losses. Moreover, any reciprocal ex- 
change which is licensed in the State of New York is required by statute to ac- 
cumulate from the moneys of the subscriber-insurers what is known as a special 
contingent surplus. See section 413 of chapter 882, article 12, New York Insur- 
ance Laws, sections 410 to 425, inclusive, constituting the reciprocal law of that 
State. Under section 413, this special contingent surplus must, under the New 
York law, be retained, and shall not be impaired by dividend distributions, or 
by refunds, except in the event of liquidation, and then only under the order of a 
court. Undoubtedly, this section was passed to insure, as nearly as possible, in 
any insurance underwriting activity, the payment of losses. Therefore: 

1. The exchange is mere place, not an entity of any kind; owns nothing, and 
can own no part of these funds. 

2. The attorney in fact owns none of these funds. He, or it, is a mere man- 
ager, or agent, or attorney in fact, or employee, under the terms of the power 
of attorney or management agreement signed by each subscriber-polyholder- 
insurer. For his services, he is paid according to the terms of the power of 
attorney or subscribers’ agreement. 

3. All of the money represented by reserves and surpluses is the individual 
property of the depositing subscriber-polyholder-insurers. The reserves at an 
exchange are set up on the books, out of deposits owned and credited to each 
individual subscriber-policyholder-insurer. Those reserves still remain the prop- 
erty, and are owned by the individual depositing subscriber-policyholder. Any 
interest earnings upon reserves of any character are credited proportionately to 
the individual accounts of each subscriber-policyholder, so that subscriber-policy- 
holders (the insurers as well as the insureds) own individually all of the re- 
serves and surplus at an exchange. They do not own this (and this cannot be 
too sharply defined) as a joint fund, or jointly with other subscriber-policyholders. 
Each subscriber-policyholder-insurer owns the deposit, title to which always 
remains in him, or it, which he or it has made, and any accretions to it through 
interest earnings. 

When a subscriber-policyholder cancels, or for any reason ceases to be a sub- 
scriber-policyholder at the exchange, after the payment of his proportionate 
share of the then outstanding losses and expenses (paid out of his deposit which 
is credited to him on the books), he receives back the remainder, except with 
respect to the accumulation of a surplus or a reserve out of subscriber-policy- 
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holders’ savings, to be retained for the protection of all subscribers. This 
exception has heretofore been explained and it will again be noted that such 
retention from savings is credited to each individual subscriber-policyholder 
from whose savings the retention is made. Title is in him and, in the end, after 
payment of losses, regardless of whether he is then a subscriber-policyholder 
or not, the retained money is returned or paid to the subscriber-policyholder- 
insurer. It is not a case of, upon liquidation, such moneys retained for the pro- 
tection of all subscribers should be paid to the then subscriber-policyholders, but 
it is paid to the contributor himself. It has always been his money and title is 
always in him. 

The theory of reciprocal underwriting is insurance at cost. There is no profit 
in the exchange. It owns nothing and can own nothing. It is not an entity but 
it is a mere place where subscriber-insurers exchange contracts of indemnity 
one with the other. 

It has already been stated heretofore that a reciprocal exchange under sec- 
tion 821 (b) of the 1954 Revenue Act, pays normal and surtax as income tax 
upon investment earnings. It is contended by Allstate that they do not pay 
an underwriting profit tax. We feel quite certain that this misstatement is 
made, not intentionally, but by reason of the lack of understanding of reciprocal 
underwriting this particularly in view of the fact that the only insurers at a 
reciprocal exchange are the subscriber-policyholders. When these insurers, and 
they are the only ones, pay a premium deposit, they are paying for their in- 
surance at the same time they are acting as insurers. As stated, the theory 
of reciprocal underwriting is insurance at cost. When the subscriber-insurer 
receives back a saving, namely, the difference between loss and expense experi- 
ence and the premium deposit, that is tantamount to a profit, and the recipient is 
required to report it as income (underwriting income, if you please) and pay 
income taxes at normal rates thereon, if it is an individual, at individual rates; 
if it is a corporation, at corporate rates. We are unable to give an aggregate 
figure in dollars of the income taxes paid by the insurers at a reciprocal exchange 
because they number many thousands, even though, as heretofore stated, recip- 
rocal underwriting in the fire and casualty field only accounts for 2.4 percent 
of the business, but it cannot be disputed that they are paying an underwriting 
profit income tax. Furthermore, when the “exchange” is taxed on investment 
earnings as heretofore set out, since the “exchange” has nothing, it must, through 
its attorney in fact, invade the funds of the individual subscribers and pay such 
investment earnings tax. Meantime, the investment earnings are proportionately 
credited to the individual accounts of the subscriber-insurers and they, upon 
receiving the savings, enhanced by investment earnings, must pay income tax 
upon the same money. Therefore, under the present system—that is, under sec- 
tion 821 (b) of the 1954 Revenue Act, the subscriber-policyholder-insurer pays 
tax on investment earnings twice. First, it is paid for the “exchange” which 
does not own the money, out of the funds of the subscriber-insurers, and then 
he pays it again, upon return of savings, his account having been credited pro- 
portionately with his share of investment earnings. 

If the Alistate plan were adopted, this highly profitable carrier would be 
relieved entirely of income taxes on under writing profits, but this would not 
be so of subscriber-policyholder-insurers at a reciprocal exchange. Their 
moneys (that is, their individual accounts) would be invaded for the purpose: 
(1) Of paying the proposed premium tax under the Allstate plan; (2) to pay 
the investment earnings tax assessed against the “exchange,” which has no 
money of its own of any kind to pay such tax; (3) it would again be paid by 
the subscriber-insurer when he receives his savings, increased by his propor- 
tionate part of investment earnings—that is, he would pay income tax on it; and 
(4) the subscriber-insurer would still pay an income tax on underwriting profit 
(treating savings as tantamount to profit as heretofore demonstrated), while, 
on the other hand, Allstate would pay no underwriting profit income tax and 
would pay nothing but an investment earnings tax, but such tax would be paid 
by Allstate which is a corporate entity and owns the money out of which such 
tax would be paid. 

Since exchanges are taxed for investment earnings under section 821 (b), we 
again emphasize the fact that the “exchange” is being taxed on something that 
it never owns, never has title to and can have no title to such investment earn- 
ings. This was recognized by the Treasury Department of the United States 
in 1942. At that time, the Department made its own independent investigation 
of reciprocal underwriting and concluded that it could find nothing to tax in 
a reciprocal exchange; that a reciprocal exchange was not an entity; that it had 
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absolutely nothing and that it could have nothing. Indeed, the representative 
of the Treasury Department, being at that time one of the legislative counsel 
of the Department, authorized one of the writers hereof, to so state to the Senate 
Finance Committee. Nevertheless, after the whole matter had been thoroughly 
thrashed out before the House Ways and Means Committee and the Senate 
Finance Committee in 1942, section 207 (now sec. 821 (b) in the 1954 Revenue 
Act) relating to reciprocal exchanges or inter-insurers was enacted, by which 
the investment earnings were taxed to the “exchange” but paid out of the in- 
dividual funds of the subscriber-policyholder-insurers. 

In connection with the surplus at a reciprocal exchange, modified, of course, 
by the requirements of the New York law, as heretofore set out, and by the 
accumulation in some few instances of a reserve out of savings of subscriber- 
insurers, as heretofore explained, we call your attention to a book written by 
Mr. Roger Kenney, the insurance writer of the United States Investor, of 
Boston, such book being entitled “Fundamentals of Fire and Casualty Insur- 
ance Strength.” Mr. Kenney is not friendly to reciprocal underwriting. In 
this book he states: 

“First and foremost, it should be clearly understood that reciprocal insur- 
ance is really interinsurance—or, to be more specific, it is an unincorporated 
group of individuals agreeing to exchange private contracts of indemnity through 
a so-called attorney in fact. When one chooses to become a subscriber to a 
reciprocal, he becomes just what the name implies. In reality, he becomes a 
partner in the insurance business, assuming his proportionate share of the risks 
written by the organization.” 

In passing, we might say that we differ with Mr. Kenney, as-do the courts 
of this Nation, in the statement that a subscriber-policyholder becomes a part- 
ner since a partner is liable individually for all partnership debts, whereas, a 
subscriber-policyholder, under the terms of the subscriber’s agreement, is only 
individually liable to the extent of the individual funds deposited by him and 
credited to his account, for his proportionate part of losses and expenses. Such 
limitations upon the liability of each individual subscriber-policyholder insurer 
was long since settled in the case of Wysong v. Automobile Underwriters (184, 
N. E. 783, 204 Indiana, 493, 94 ALR 826), in which it was held that the power 
of attorney or subscriber’s agreement executed by each subscriber with every 
other subscriber, defining the liability of each subscriber-policyholder was, (1) 
binding upon all other subscriber-policyholder-insurers, and (2) since the sub- 
scriber’s agreement or power of attorney is filed in accordance with the require- 
ments of law, in each insurance department of the various States, and thus be- 
comes a public record, such limitation on subscriber’s liability was likewise bind- 
ing upon third parties. The Wysong case has been generally followed by the 
courts throughout the United States. 

Mr. Kenney further states: 

“Reciprocal insurance is, therefore, something quite apart from either stock 
or mutual insurance in that subscribers to such a system become insurers of one 
another—ignoring entirely the fundamental precept of regularly incorporated 
companies (such as stock and mutual companies) that a reasonable share of the 
profits built up out of the business of insurance shall remain in the organiza- 
tion in the form of surplus for the production of all insurers, now and in the fu- 
ture. In other words, because it is essentially interinsurance of an unincorpo- 
rated group of individuals—each bearing his proportionate share of the losses, 
and each owning a share of the surplus—the stated ‘surplus’ is not surplus at 
all, but a mere aggregation of credits which belongs to the subscribers individ- 
ually. 

“As you can readily understand, this has broad implications—this division of 
ownership of ‘surplus’ among subscribers to a reciprocal. Among other things, 
it means that the surplus is transient in essence—that it is here today and gone 
tomorrow if any large group of subscribers chooses to withdraw from the picture. 
For, you must remember that when such a condition occurs, the subscribers take 
their portion of the surplus with them—thereby changing entirely the financial 
standing of the organization.” 

Of course, Mr. Kenney, in his eagerness to condemn the theory of reciprocal 
underwriting, hypothecates a situation that would never arise, namely, the with- 
drawal of all, or the greater part, of the subscribers at a single time, and thereby 
taking with them their surplus deposits at the “exchange.” Furthermore, be- 
fore such surplus deposit can be withdrawn, there must be paid out of it the 
subscriber-insurer’s proportionate part of the then outstanding losses and ex- 
penses. We have heretofore explained the retention of a portion of savings for 
the protection of all subscribers and also commented upon the requirements of 
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o New York statutes applying to any reciprocal licensed or organized in that 
tate. 

Mr. Kenney further states : 

“On the face of things, it is very difficult to measure the strength of a reciprocal 
exchange. And it is all because the stated ‘surplus’ is quite a different breed of 
animal than is found in either a stock or mutual company where individual 
policyholders have no right of withdrawal of any portion of the surplus when they 
cease to be policyholders. Even in a mutual company where the earnings belong 
to policyholders, it must be remembered that the basic vehicle of insurance is 
a corporation—just as is a stock company. Which is to say that the entire sur- 
plus of a mutual company is owned by the policyholders as a group—but not 
individually.” 


Mr. Kenney further states (and correctly so) : 


“The customary practice of reciprocal exchanges is to maintain a separate ac- 
count with each subscriber, and to collect and credit that account with a pre- 
mium or deposit paid in advance. * * * The subscriber is also credited with his 
proportionate share of interest earnings. Against the deposit (and perhaps also 
the interest earnings), the subscriber’s account is charged with its pro rata share 
of expenses and losses incurred during the policy term. If these losses and ex- 
penses exceed the deposit, then additional payments in the form of what you 
might describe as assessments are called for. On the other hand, if there is a 
eredit balance, this is returned to the policyholder at the expiration of the 
term. * * *” 

As a matter of fact, in all reciprocal exchanges, all the money credited to 
each individual subscriber-policyholder, including any interest earnings, are sub- 
ject to the payment of his or its proportionate part of losses and expenses. 

It is true that reciprocal insurance accounts for less than 2.4 percent of the 
fire and casualty insurance business in the United States. It has been in ex- 
istence some 80 years and originated with a group of merchants in the city of 
New York, who individually met and exchanged contracts of indemnity in the 
manner heretofore set out. While it is true that reciprocal underwriting is 
relatively small as compared with the other forms of underwriting, nevertheless, 
in the language of Robert Dineen, former superintendent of insurance of New 
York State, “it has served a useful and important purpose in the insurance 
world.” Its economy of operation has resulted in forcing reduced rates or cost 
of insurance generally over the country, to the advantage and benefit of the 
insuring public. 

In all reciprocal exchanges, there is an advisory board, made up, according 
to the requirements of the manager’s agreement, or subscriber’s agreement, or 
power of attorney, as it is variously called, from subscriber-policyholder-insurers. 
The moment such a policyholder ceases to be a subscriber at an exchange, he is 
no longer qualified to be a member of the advisory board. Therefore, the advi- 
sory board, made up of subscriber-policyholder-insurers, who are likewise in- 
sureds, has an immediate concern to keep down costs. This has resulted in 
the return of substantial savings, or unused deposits, to all subscriber-policy- 
holders in the various exchanges. 

We have tried to make clear the unique character of reciprocal underwriting. 
to recapitulate: The “exchange” is not an entity; it is a mere place; it owns 
nothing and cannot own anything and it is in no sense an insurer. It is merely 
a place at which the subscribers, who are the insurers as well as insureds, ex- 
change among themselves contracts of indemnity. Further, the moneys and 
assets of every kind and character at an exchange are owned separately and 
individually by the subscriber-policyholders. Such ownership is measured by 
the deposits of the individual subscribers, credited to their individual accounts 
and enhanced by any earnings thereon in the way of interest; that, while each 
subscriber-policyholder is an insured, he is likewise the only insurer under the 
theory of reciprocal underwriting. His liability is several and not joint and 
out of his or its funds are paid his or its proportionate part of losses and ex- 
penses and the remainder, enhanced by any interest earnings, represents an un- 
used deposit which remains to his or its credit as a saving; that, in addition 
thereto, the real insurer namely, the subscriber-policyholder, after deducting 
the cost of insurance, now pays taxes upon the remainder of his or its deposit 
as income; he pays taxes not only upon the unused portion of his deposit, but 
upon any accretions of interest. 

As a result of the latter, under the terms of section 821 (b) of the 1954 Rev- 
enue Act, he, therefore, pays twice on investment or interest earnings. This 
because, (1) the income tax on investment earnings, under the foregoing section, 
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is leveled against the exchange but the exchange has nothing and can have noth- 
ing. Itisamere place. Therefore, the income tax leveled against the exchange 
on account of investment earnings must be paid out of the individual funds cred- 
ited to each subscriber-policyholder-insurer. (2) Then, the policyholder-insurer 
pays incoming taxes upon his savings (tantamount to profit), enhanced by invest- 
ment earnings. This, likewise, is paid out of the funds of each individual sub- 
scriber-insurer. It must be borne in mind that the subscriber-policyholder is like- 
wise the only insurer in reciprocal underwriting. His liability is several and not 
joint and out of his funds are paid his or its proportionate part of losses and 
expenses. The remainder, enhanced by interest earnings, which are credited to 
his account, represents an unused deposit, which remains to his or its credit as 
savings. 

It becomes apparent: (1) That the reciprocal subscriber-insurer pays income 
taxes upon underwriting profit (savings); (2) that, out of the subscriber- 
insurer’s money, income taxes on the same interest earnings are paid twice. In 
other words, when the exchange pays income taxes on interest earnings, or in- 
vestment earnings, since it has nothing, and can have nothing, the money to so 
pay must be taken from the funds of each subscriber, and then when the 
subscriber receives his savings, increased by investment earnings credited there- 
to, he again pays income taxes out of his own money. Because of the system 
and theory of reciprocal underwriting, therefore, should the Allstate plan be 
adopted, Allstate and other carriers similarly situated would be relieved of 
income tax on underwriting profit. This, however, would not be true of the 
subscriber-insurers at a reciprocal exchange. They would still be required to 
pay income taxes upon their savings (which are tantamount to profit), such 
savings being in excess of the actual cost of insurance, so that manifestly, the 
application of the so-called Allstate plan would be eminently unfair and entirely 
indefensible if applied to reciprocal underwriting. 

Further summarizing, any surplus in the exchange is represented by surplus 
deposits of subscribers (insurers), and are subject, after the payment of the 
subscriber-insurer’s proportionate part of losses and expenses, to be withdrawn 
by the subscriber-policyholder. This is true, with the exception of the retention, 
as heretofore explained, of a portion of the subscriber-insurer’s savings for the 
protection of all subscribers. However, it must be remembered, and this we 
cannot emphasize too strongly, this retention is credited to the individual 
account of the subscriber-insurer’s proportionate part of losses and expenses, 
to be withdrawn by the subscriber-policyholder. This is true, with the exception 
of the retention, as heretofore explained, of a portion of the subscriber-insurer’s 
savings for the protection of all subscribers. However, it must be remembered, 
and this we cannot emphasize too strongly, this retention is credited to the 
individual account of the subscriber insurer from whose savings it is taken. It 
remains his property, title remains in him, and, in the end, for example, in the 
ease of liquidation, regardless of whether he is then a subscriber-insurer at the 
exchange, he receives back, after the payment of his proportion of losses and ex- 
penses, the money retained from his savings—in one instance, for example, the 
equivalent of one-third of an annual premium deposit. In other words, this 
retention does not become the property of the then subscriber-policyholders at 
the time of the liquidation but it always remains the property of the con- 
tributing subscriber-insurer. ' 

The right of a subscriber-policyholder and insurer, upon cancellation, to with- 
draw, subject to the payment of his proportionate part of the then outstanding 
losses and expenses, the moneys credited to his individual account, and repre- 
senting surplus, is likewise true of reserves, such as premium reserves and loss 
reserves, the only sources of which are the surplus deposits of subscribers. Of 
course, the proportionate parts of premium and loss reserves are and can be 
found only within the individual deposits of subscribers and are subject to 
withdrawal by such subscriber-policyholders. 

It might be added that prior to 1942, reciprocal exchanges, by reason of the 
ruling of the Treasury Department, were not subject to income taxes. This 
because it was recognized that exchanges are not entities, have nothing and 
can have nothing. That in 1942, the Treasury Department, having stated that 
reciprocal underwriting was the most perfect form of mutuality, exchanges were 
taxed by Congress upon earnings under the terms of section 207 of the Federal 
income tax law (which is now sec, 821 (b) in the 1954 act). The fact that 
a $50,000 notch is provided in that section in connection with the payment of 
taxes upon investment earnings by the “exchange,” which does not of course own 
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such investment earnings, indicates the grave doubt in the minds of the two 
Houses of Congress that reciprocal exchanges, as such, could be taxed at all. 
In truth and fact, such a tax was wholly illogical, in view of the fact that 
something, which, in reality is nothing, and has nothing and could have nothing, 
was being taxed, and that the real insurers, namely, the subscriber-policyholders, 
the owners of the money individually, are being taxed upon all savings or un- 
used deposits as an underwriting tax and, in addition, are paying a tax upon 
investment earnings, which, proportionately, are added to the unused deposits 
of subscriber-insurers. As heretofore demonstrated, while the exchange, under 
the law, is taxed on investment earnings, nevertheless, it has nothing with 
which to pay it, and the payment must come from the individual money credited 
to every subscriber-insurer’s account, and then the latter again pays it upon 
receipt of the money. 

The Allstate plan, as well as H. R. 43, now pending in the House, is doubtless 
predicated upon the theory, among others, that reciprocal underwriting is escap- 
ing income tax upon underwriting profit. Strictly speaking, it is not a profit in 
reciprocal underwriting, since the whole theory is predicated upon cost insurance, 
but it is a savings, which is tantamount to a profit, and upon which the sub- 
scriber-policyholder-insurer pays underwriting income tax. Likewise, though 
the income tax on investment earnings is leveled at the exchange, it is paid out 
of the individual moneys of the subscriber credited to the individual accounts of 
the subscriber-policyholder-insurers. 

We feel that it has been clearly demonstrated that, with respect to investment 
earnings, therefore, that the subscriber-policyholder-insurer, out of his own 
moneys pays twice on investment earnings, since he pays (1) what is leveled 
against the exchange, and (2) what he is required to pay himself, since the 
investment earnings are credited to his individual personal account and becomes 
income in his hands. 

Therefore, it is the unequivocal position of the writer hereof that under section 
821 (b), reciprocal underwriting is paying its full share of income taxes, not 
only on investment earnings, but upon underwriting profits, as represented by 
savings as well. If the subscriber-policyholder-insurer is an individual he pays 
income taxes at individual rates. If a corporation, it pays taxes on both invest- 
ment earnings and underwriting savings at corporate rates. It cannot, therefore, 
be fairly said by Allstate, or anyone else, that the insurer-subscriber-policy- 
holder escape taxes or that he is not paying his full meed of taxation. 

With respect to H. R. 43, introduced by Congressman Mason of Illinois, sections 
821, 822, and 823 of the Internal Revenue Code of 1954 are repealed. Reciprocal 
underwriting is now taxed under section 821 (b). Then, under this bill, para- 
graphs (a) and (b) of section 831 of the Internal Revenue Code of 1954, are 
amended to read that taxes computed as provided by section 11 (the general cor- 
poration tax) shall be computed for each taxable year on the taxable income 
of every insurance company other than life. This means, of course, that stock, 
mutual and reciprocal underwriters are all taxed under the same section. 
Manifestly, by reason of the theory of reciprocal underwriting, reciprocal ex- 
changes cannot be taxed under the same section under which stock carriers are 
taxed. This would result in a most unfair and unjust situation. 

Should a reciprocal exchange be taxed as a stock company is taxed, the 
following would be the result: A tax would be levied upon a nonentity, a mere 
place, which does not own and cannot own the money against which the tax is 
levied. The exchange is not and cannot be an insurer—yet, it would be taxed 
as an insurer—then, the actual insurers at the exchange, namely, the subscriber- 
policyholders, who are insurers as well, would pay the taxes levied against the 
exchange, and then again would pay income taxes, as heretofore demonstrated, 
both as to investment earnings and underwriting profit, a second time, out of 
their own moneys. Thus, the equivocal result would be reached that on a sum 
of money, a place, namely, the exchange, that is not the insurer and owns 
nothing, would be taxed and the actual insurer, namely, the subscriber-policy- 
holder-insurer, would also be taxed on the same money. This certainly, in any 
reasonable mind, would create a wholly untenable and indefensible situation. 

For years, there has been considerable discussion concerning double taxation 
in the case of where a corporation pays income tax and the stockholders, upon 
receipt of dividends, pay income tax upon same. Without, of course, expressing 
an opinion upon this controversy, it is a fact that the corporation, an entity, 
owns the money upon which tax is levied in its hands, and pays the tax out of 
the money belonging to the corporation, while the stockholder pays tax out of 
his money upon receipt of dividends, but this is not so in the case of a reciprocal 
exchange. There, as has been repeatedly stated, the exchange owns nothing 
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and cannot own anything. Therefore, should reciprocals be taxed under the 
same section as stock companies, it would be double taxation paid by the only 
individual who owns any money at the exchange, namely the subscriber-policy- 
holder insurer. Any tax which would be levied against the exchange is paid 
out of the individual moneys of the subscriber-policyholders, and then again on 
the savings at the exchange which represent the individual moneys of the same 
subscriber-policyholders, a tax would be paid by them. In other words, the 
subscriber-policyholder insurer out of his moneys would pay taxes twice, in the 
event that the reciprocal exchange, a nonentity, would be taxed under the same 
section as the stock companies. Certainly, this could not possibly be justified. 

The matter of taxing reciprocal underwriting was throughly examined into 
in 1942, and, as a result of a longtime investigation, including an independent 
investigation by the Treasury Department of the United States, paragraph 2 of 
section 207 of the 1942 act was enacted into law. This section is now section 
821 (b) of the 1954 act. Reciprocal underwriting has operated under this law 
for 12 or 13 years without complaint, despite the fact that it has resulted, as 
heretofore pointed out, in double taxation upon investment earnings and despite 
the fact that the subscriber-policyholder insurers are paying income tax on 
savings, which is tantamount to underwriting profit. 

It is our belief that the representatives of the Government who are familiar 
with the controversy in 1942, feel that the present law has worked very satis- 
factorily as relating to reciprocal underwriting. We have made no effort, 
despite the unusual, unique situation of taxing a place that owns nothing and 
can own nothing, to change the present situation. Reciprocal underwriting has 
gone along under the existing law as represented originally by section 207 of 
the 1942 act, now section 821 (b) of the 1954 act, without any complaint, paying 
taxes in full, and as they are due and are content to continue to do So. 

In view of the above, we earnestly submit that any attempt to tax reciprocal 
insurers on the same or similar basis as other types of insurers, particularly 
stock carriers, would be most ill-advised and would result in a gross injustice 
to that portion of the public who select the reciprocal form of insurance for 
their insurance coverage. The difference of organization of stock companies, 
namely, corporate entities owning the assets in their possession, and reciprocal 
exchanges (mere places) is so irreconcilable that they could not possibly from 
the standpoint of logic, justice or any valid tax reason, be taxed under the same 
section. 

To recapitulate: 

1. No tax problem can be solved, excepting with the clear recognition that: 

(a) A reciprocal exchange is not an entity but a mere place, at which contracts 
of indemnity are exchanged among the subscribers; that it owns nothing and 
can own nothing, and that it is, in no sense, nor could it be an insurer. 

(b) The only insurers at a reciprocal exchange are the subscriber-policy- 
holders, who, when they become a subscriber-policyholder, execute a power of 
attorney, under which they agree to pay their proportionate part of all losses 
and expenses suffered by all other subscriber-policyholders at the exchange. 
This power of attorney is executed by each subscriber-policyholder with every 
other subscriber-policyholder and constitutes the contract between all sub- 
scriber-policyholders. 

(c) All moneys at the exchange belong to the subscriber-policyholder in- 
surers. These moneys are credited individually to the subscriber-insurers as 
they are received at the exchange, enhanced by any investment earnings and 
title to which always remains in the depositing subscriber-policyholder insurer. 
The attorney in fact, who is named in each power of attorney executed by the 
subscriber-insurer has the physical possession of the money under the terms 
of the power of attorney and under the direction and control of the advisory 
committee made up of subscriber-policyholder insurers. The moment that a 
subscriber-policyholder ceases to be such, he is no longer eligible to be a member 
of the advisory committee. Therefore, it must be recognized that any and 
all taxes levied against the exchange, must be paid from the individual moneys 
of the subscriber-policyholder insurers, which moneys are credited to their in- 
dividual accounts. This because the exchange has nothing and can have nothing. 

In view of the foregoing: 


(1) THE ALLSTATE PLAN, SO-CALLED 


There, using the Allstate, a stock carrier as an illustration, it would be re- 
lieved of all income taxes on underwriting profit, and as heretofore stated, such 
loss of revenue to the Federal Government would be replaced by a premium 
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tax, which the Allstate’s propaganda freely admits is an expense loading, which 
would be reflected in the rates charged for fire and casualty insurance to the 
general insuring public. This particular matter has been heretofore fully dis- 
cussed. However, should this plan be adopted, what would be its effect upon 
reciprocal underwriting? It would operate as follows: 

Allstate and its associates would be totally relieved of paying income tax 
on underwriting profit, no matter how great those profits might be, but what 
of reciprocal underwriting? The taxes of reciprocal insurers, namely, the sub- 
scriber-policyholder-insurers, would be compounded because : 

(a) The exchanges would pay a premium tax to the Federal Government. 
which premium tax could not be paid by the exchange, although it would be 
the subject of tax, since the exchange has nothing, but would be paid out of 
the individual moneys of the subscriber-policyholder-insurer. 

(b) This would not relieve, however, the insurers at a reciprocal exchange 
of an underwriting tax, as it would Allstate, because when a subscriber-policy- 
holder becomes such at an exchange, at the same moment it becomes an insurer 
under the terms of the power of attorney, and when the premium deposits were 
paid, and the experience of the exchange so justified, and it practically always 
is justified, a saving was returned to the subscriber-insurer, that saving is 
tantamount to an underwriting profit, upon which the subscriber-policyholder- 
insurers are required to pay income tax at ordinary rates. So that, while All- 
state, and other carriers similarly situated, would escape income tax on under- 
writing profit, the insurer at an exchange would still pay it. The tax would be 
levied against the “exchange” but any tax against the exchange must be taken 
out of the individual moneys of the subscriber insurers, since that is the only 
money at an exchange and since it has nothing. The subscriber-policyholder- 
insurers at a reciprocal exchange are now paying, as indicated above, income 
taxes on underwriting profit and would continue to do so under the Allstate 
plan. 

(c) The same is true of the income tax on investment earnings. The exchange 
is now taxed on investment earnings, specifically under section 821 (b) of the 
Internal Revenue Code of 1954, and has been so taxed under old section 207 
since 1942. 

We have attempted to make it clear that, while the exchange is taxed on invest- 
ment earnings, the exchange has nothing with which to pay it. Therefore, the 
attorney in fact at the exchange must invade the individual credited moneys 
of the subscriber-policyholder insurers to pay the tax. The insurer at an ex- 
change thus pays the tax levied against the exchange. However, investment 
earnings are credited to the individual accounts proportionately of the sub- 
scribed-policyholder-insurers and when that money, enhanced by such invest- 
ment earnings is returned to the subscriber-policyholder insurer, it becomes 
income in his hands and he again, out of his own moneys, pays the tax on invest-: 
ment earnings, so that the insurer at an exchange, out of his own moneys, pays 
the investment earnings tax twice. 

2. H. R. 48: All of the foregoing applies with equal force to H. R. 43 if, as 
provided in that bill, reciprocal exchanges are taxed under the general corpora- 
tion statute. It must be remembered (a) that an “exchange” is not a corporation, 
nor any other entity; (6) that, while the stock carrier is a corporate entity own- 
ing all of its assets, upon which it would pay taxes, the “exchange” is not an 
entity at all; owns no assets; and can own no assets. The practical result of this 
would be, under H. R. 48, that an exchange would be taxed under the general 
corporation statute. Not having any money or any assets of any kind, since 
it could not and does not have them, the attorney in fact, in order to pay this 
tax, under H. R. 43, would be required to invade the individual accounts and 
moneys of the subscriber-policyholder-insurers and from those moneys pay the 
tax. Having done so, the moneys enhanced by investment earnings, would then 
reach the actual insurers at the exchange, namely the individual subscriber- 
policyholder-insurers and become income in his hands and they would again pay 
tax on this income. It is difficult to understand how such a manifestly unjust 
proposal could be accepted by Congress and, under this bill, not only investment 
earnings, but underwriting profit would be taxed, and in the case of a reciprocal 
exchange being taxed, it would be paid twice out of the moneys of each indi- 
vidual subscriber-policyholder-insurer. 

The Allstate has issued a great deal of expensive propaganda in the last year 
and a half, in the course of which they undertook to show what taxes are being 
paid by a selected few reciprocal exchanges, some nine in number. We do not 
believe that they intentionally misrepresented in this propaganda but that their 
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statements are due to, rather, complete lack of knowledge of reciprocal under- 
writing. None of the exchanges which were arbitrarily selected by Allstate are 
members of the American Reciprocal Insurance Association, which the writer 
represents. It is obvious that the propagandists are under the impression that 
an exchange is some kind of an entity, corporate or otherwise, that possesses 
assets and, therefore, they measure any payment of taxes by what an exchange 
pays. We have endeavored to clarify this situation by showing that the exchange 
has nothing and that it is not the insurer, and that, with respect to investment 
earnings, the exchange as taxed under 821 (b), must, through the attorney in 
fact, take the tax from the individual moneys credited to the various subscriber- 
policyholder-insurers. We have tried to show, and we are quite certain that 
we understand reciprocal underwriting, that the same subscriber-policyholder- 
insurers, whose individual moneys at the exchange have already paid the invest- 
ment tax, must pay it again, since the individual moneys of such insurers are 
proportionately increased by investment earnings and, in the hands of the true 
and only insurers at an exchange, they must pay taxes upon the same money. 

With respect to underwriting profit taxes, this matter is completely ignored 
by the propagandists. We have discussed this matter heretofore and have shown 
that the only insurer at an exchange, when he receives his savings, enhanced by 
investment earnings, must, since it is income in his hands, pay income tax; that 
this money is tantamount to profit, so that he is paying now income tax on under- 
writing profit. We are unable, as heretofore stated, to give the amounts because, 
while it is true that reciprocal underwriting only accounts for 2.4 percent of 
the fire and casualty coverage in this country, nevertheless, the subscriber- 
policyholder-insurers numbers thousands, and it is a physical impossibility to 
give the amount of underwriting profit income taxes paid by the insurers in 
dollars. 

Therefore, it is our position that the statement of the propagandists for All- 
state relating to the taxes paid by reciprocal exchanges, which, of course, ignores 
entirely the taxes paid by the actual and only insurers at an exchange, is wholly 
inaccurate and erroneous. 

We request the opportunity to be heard on both the so-called Allstate plan 
and House bill 48 before the House Ways and Means Committee and, if necessary, 
before the Senate Finance Committee. 

Respectfully submitted. 

Howey, Jacoss & HOWELL, 
By Froyp E. Jacoss, 
General Counsel. 


20675—58—pt. 3——_59 
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State taves on insurance premiums 


In addition to speciai premium taxes imposed by the several States and their 
political subdivisions the following general premium taxes are imposed by the 
48 States and Territories, on fire and casualty insurance carriers: 











State Percent Citation 

Alabama: 

Sania ner ere Eee 4 \ritle 51, Code of Alabama, sec. 816. 
Di si ictitiviesct.clsgnandas 2 Sec. 17, as amended by ch. 7, Session Laws, 1941. 
ia ee cle 2 Sec. 61-328 (b), Arizona Insurance Code, 1941. 
ete re non 2 Sec. 426 (66-603), Insurance Laws of Arkansas, 1950. 
NEE eee 2.35 | Sec. 12256, Revenue and Taxation Code, Division 2, pt. 7. 
CE B55 «. sicd sci nb ocd dune 144 | Sec. 223, ch. 10, Canal Zone Code. 
ta 2 Sec. 14, Colorado Insurance Laws, 1950. 
Connecticut -----_.----- ~— 2 Sec. 1892, Connecticut General Statutes, 2, 1949, revision. 
Delaware_._..-...-- az 1% | 87, sec. 53, Insurance Laws of Delaware. 
District of Columbia_.._____-- 2 Sec. 47-1806, District of Columbia Code, 1937. 
ee - 2 Sec. 205.43 (2), Insurance Laws of Florida, through Session 

Laws, 1951. 

Georgia. ast eS L .. 2 Sec. 92-2509, Code of Georgia and Georgia Laws of 1941. 
Hawaii_.......-- aerate tas Edt 2% | Sec. 8487, Insurance Laws, Hawaii, and Revised Laws of 1945. 
ae i ile 7 3 Sec. 41-903b and 41-804, Idaho Insurance Code, 1948. 
| ee es : 2 Sec. 409, Illinois Insurance Code. 
Pee 2. ak 3 Sec. 39-4802, Indiana Insurance Code. 
itl te caenht. 5 amt ceincl 2 Sec. 432.1, lowa Code, 1946, with amendments, 1951. 
Kansas__-_- tai 2 Sec. 40-252, Insurance Laws of Kansas, 1951. 
Ae ont 2 Sec. 136.340, Kentucky Revised Insurance Laws, 1950. 
Louisiana: 

-—ydieabaabanata 3% ||secs. 1065 and 1063, title 22, Rev. Stats., 1950, Insurance Code. 
DRMNR Rohe ao 2 feos see : 2 Sec. 133, ch. 56, Laws Relating to Insurance. 
DN 2 oso 5 kl 2 Sec. 102, Laws of Maryland, Relating to Insurance. 
Massachusetts-_........-...-.-- 2 Sec. 23, ch. 63, General Laws, amended, 1946, by ch. 387. 
Michigan: 

ety YT : }see. 512.17, Compiled Laws of Michigan, 1948, 
en Butea eeeghtis 2 Sec. 60.53, Minnesota Statutes, 1945. 
None caiinnwmacencs 3 Sec. 9537, Code of Mississippi, 1942, and amendatory acts. 
IDES A0. 5 63 cohacavouceccch 2 Sec. 148, 340, Missouri Revised Statutes, 1949. 
OSES te eee 3 1°17 law. 
Pe chesgnehat owt eamanneiy 2 Sc. 77-908, Laws, 1951. 
Te Sa Sn RA ea 2 Sec. 59, Insurance Laws, amended, 1951. 
New Hampshire-_-.--.-___----- 2 Fec. 323.58, Revised Laws of New Hampshire, title X XVII, 

| Relating to Insurance. 

 ) OS Ee | 2 Sec. 639, Rev. Stats., 1937, and amendments. 
i A RR aR ae 2 Sec. 60.401, art. 11, ch. 60, New Mexico Statutes, 1941. 
Piper Seem... 52. 2 Sec. 552, Insurance Laws of New York, ch. 882, Laws, 1939, 


amended. 








North Carolina._............-- 2% Sec. 105, 228, 5, Insurance Laws of North Carolina. 
RR a i cae 2% | Sec. 26-0111, Compiled Insurance Laws, North Dakota. 

GE Set bobseneeks Sheen ues 2% Sec. 5432, Insurance Laws of Ohio. 
SITES 4 Sec. 104, title 36, Oklahoma Statutes, 1941, amended 1945, 1947. 
SE idl Aditi canes wonmunes aie 2 Secs. 101-109, title 101, Oregon Compiled Laws Annotated. 
Pennsylvania__......._- eee 2 Sec. 321, act of May 17, 1921, as amended by act of May 25, 1939, 
Rhode Island__..-_...._...---- 2 General Laws, 1938, as amended. 

South Casotins... .............. 2 Sec. 7974, Insurance Laws of South Carolina. 

TE 2% Ch. 333, 1945 session, chs. 4, 5, 6 (S. B. 223), 1951. 

ER io Shas cans bce akne 2 Sec. 1248.169, Statutes of Tennessee Relating to Insurance. 
I ee Sa asin 3.85 | Sec. 7064, Texas Insurance Code, 1951. 
Res 2% Sec. (43-144) ch. 63, Laws of Utah, 1947, title 43. 

I i eciniteee wines dite 2 Sec. 1045, Vermont Statutes, 1949, and amendments. 
Te 234 Sec. 58-490, Virginia Insurance Laws, 1952. 

WR ikon dicckwsneiewen 2 Sec. 14.02, Washington Insurance Code. 

WE IR 6 iis ncindicdacscnnan 2 Sec. 3318, Insurance Laws of West Virginia, and 1951 acts. 

nl ao Sine ali iene 23g | Sec. 76.30, Insurance Laws of Wisconsin. 

SE ates eee! 2% | Insurance Laws of Wyoming. 


The CHarrmMan. Our next witness is Mr. Travis Brown. 
Mr. Brown, will you please come forward and identify yourself for 
the record by giving your name, address, and the capacity in which 
you appear? | 





| 
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STATEMENT OF TRAVIS BROWN, COUNSEL FOR THE ASSOCIATED 
GENERAL CONTRACTORS OF AMERICA, INC. 


Mr. Brown. My name is Travis Brown. I am an attorney with the 
firm of Hayes & Hayes, counsel for the Associated General Contractors 
of America, Inc., and am appearing in behalf of the members of this 
association. 

The Cuarrman. Mr. Brown, do you think you can complete your 
statement in the 12 minutes we have allotted to you? 

Mr. Brown. Yes, sir, I do. 

The Associated General Contractors of America, Inc., is composed 
of some 7,000 general contracting firms, which perform the bulk of 
contract construction in the United States. It welcomes this oppor- 
tunity to present a statement of the contracting industry’s need for tax 
revision, centering around the problem of depreciation. 

While there are a number of areas in the taxation field in which 
general contractors are interested, there is none in which they are so 
desirous of tax relief as in that of depreciation allowances on equip- 
ment. 

I would like to direct my testimony this morning to special prob- 
lems of the construction industry, the nature of our operations, the 
unique conditions which apply to the use of equipment, all of which 
factors necessitate a realistic policy by the Government regarding de- 
preciation and useful lives of construction equipment, such as power 
shovels, bulldozers, scrapers, and other construction machinery. 

Our problem can be estan understood if we consider the unusual 
conditions of wear and tear to which construction equipment is ex- 
posed, as compared to normal equipment and machinery such as man- 
ufacturing, which is generally housed and maintained under more 
favorable conditions. Then, too, our contractors are confronted with 
the problem of frequent replacement of construction equipment at 
prices which have advanced greatly in the last several years. 

Today the contractor with wornout and outmoded equipment is at 
a competitive disadvantage and is soon out of busiriess. 

As the members of your committee are aware, the general rule on 
depreciation deductions in the present 1954 Internal Revenue Code, as 
in the prior 1939 code, provides for a reasonable allowance for the 
exhaustion, wear, and tear (including a reasonable allowance for ob- 
solescence) of property used in a trade or business. In response, how- 
ever, to public demand for more favorable depreciation deductions 
than were being permitted and to encourage investment in plant and 
equipment, Congress wrote into the 1954 code its approval of certain 
methods of accelerated depreciation with respect to new property 
acquired in 1954 or thereafter. These accelerated methods of depre- 
ciation of new property increase depreciation allowances in the earlier 
years of useful life of equipment or other property and thus contribute 
to the taxpayer’s available working capital. 

Following the adoption of the 1954 Revenue Code, the Internal 
Revenue Service in 1956 published new regulations on depreciation. 
These regulations are much more lengthy and detailed than those 
under the 1939 code. On the subject of useful life of equipment, 
or other depreciable property, the new regulations are helpful in 
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stating that the estimated useful life of an asset is not necessarily 
its inherent useful life, but rather is the period “over which the asset 
may reasonably be expected to be useful to the taxpayer in his trade 
or business.” 

The regulations further indicate that depreciable life is to be set 
on the basis of present conditions and probable future use, as of the 
time the estimate must be made, rather than to be redetermined some 
years later on the basis of hindsight, as some revenue agents have at- 
tempted to do, particularly in recent months. 

On the subject of salvage, the new regulations are much more 
complete than formerly. Section 1.167 (a)-(1) (c) of the present 
regulations is devoted solely to salvage, and reads, in part: 

Salvage value is the amount (determined at the time of acquisition) which it 
is estimated will be realized upon sale or other disposition of an asset when it 
is no longer useful in the taxpayer’s trade or business * * * and is to be re- 
tired from service by the taxpayer. 

As to variations in salvage value, the new regulations are liberal 
in recognizing that there may be wide latitude, depending upon the 
particular taxpayer’s policy in retiring his equipment. However, a 
provision of the new regulations that has led to disagreement is the 
following: 

* * * salvage value must be taken into account in determining the deprecia- 
tion deduction either by a reduction of the amount subject to depreciation or 
by a reduction in the rate of depreciation, but in no event shall asn asset * * * be 
depreciated below a reasonable salvage value * * *. 

This emphasis upon recognition of salvage value apparently has 
led some revenue agents in recent months to precipitous action in 
demanding that taxpayers whose returns they are auditing set up 
salvage values unreasonable in amount, and that such changes be ap- 
plied retroactively to prior years open to review. A number of com- 
plaints of such practice have been received by the Associated Gen- 
eral Contractors from its members throughout the country. 

The Internal Revenue Service has been urged by a number of gen- 
eral contractors and other taxpayers to restrict any changes by its 
employees in increasing salvage value to 1957 and later years. They 
have pointed out that the new regulations whereunder the current 
salvage problem has arisen were not approved until June 1956; that 
the particular taxpayer’s prior salvage practices had been consistently 
followed and accepted in prior years; and that the present business 
recession is a particularly unfortunate time in which to impose any 
retroactive tax burdens. Insistence upon retroactive changes could 
force numerous small contractors out of business. General contractors 
firmly believe that these retroactive changes are unfair and should 
be banned, either by action of the Internal Revenue Service or by 
Congress. 

Already, before these tax revision hearings of your Ways and 
Means Committee, a number of witnesses have testified, and written 
statements have been submitted to show, that it is now extremely dif- 
ficult for industry to recover its capital investment in equipment and 
to buy necessary replacements, in view of the lengthy periods of use- 
ful life and the low depreciation rates insisted upon by Internal 
Revenue, as well as the rapid advancement in replacement equipment 
cost. 
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Small businesses, especially, it has been testified, must have adequate 
depreciation reserves to re An their equipment, and they often can- 
not raise additional outside capital. These facts are especially true 
of the construction industry, in which the great majority of general 
contractors are small businesses. The association adds its support 
to the testimony of preceding witnesses who have asked for a more 
realistic depreciation policy. 

It has been pointed out by prior witnesses that the depreciable 
lives in Internal Revenue’s Bulletin F were based on depression years, 
such as the 1930’s, when industry was unable to replace equipment on 
a normal schedule; that these long lives are no longer realistic; that 
_they prevent deduction of adequate annual chargeoffs; and that they 
result in an overstatement of true income for income-tax purposes. 
Certainly the general contractors can add their voices to these com- 
plaints, since they have been heavily penalized by inadequate depreci- 
ation allowances. 

A further point heretofore made and which should carry consider- 
able weight is that many foreign countries, in the period since price 
inflation has become such a burdensome factor, have materially 
changed their tax laws to permit greater depreciation allowances in 
partial offset. For examples, some have granted shorter depreciable 
lives and thus larger annual deductions than does the United States, 
and some others permit the revaluation of depreciable property to 
permit depreciation on more or less of a replacement-cost basis. 

The United States is now embarked on the largest highway build- 
ing program in any nation’s history. Whether or not this program 
can be completed at reasonable costs and on schedule is largely the 
responsibility of the construction industry. The general contractors 
are confident of their ability to perform this job to the best interests of 
the public, provided the contractors can acquire and maintain the 
most efficient construction equipment available. Only through the use 
of such equipment can bid prices be kept low and, 1n fact, a general 
contractor even survive cules existing competitive conditions. The 
vast majority of all construction contracts are let through competitive 
bidding. Any contractor, large or small, must have good equipment 
available to reduce costs to a minimum and to win enough contract 
awards to stay in business. 

Despite price and wage inflation over the years, the cost of moving 
a cubic yard of dirt has been held fairly constant, or even reduced, by 
the contractors’ ever increasing investment in more modern and 
efficient earth-moving machinery. Depreciable lives must be short- 
ened from those now in Bulletin F to permit contractors to recover 
more rapidly their equipment costs and to aid them in repurchasing the 
necessary replacements. 

While the purchase price of construction equipment is high, its use- 
ful life is relatively low. Being worked out of doors and under widely 
varying soil and weather conditions construction equipment is sub- 
ject to much harder usage than that of the average manufacturer. 
Repairs in the field are difficult, and proper maintenance is often 
debered, especially on rush jobs. Inexperienced operators may in- 
crease tremendously the wear and tear on construction equipment. 
Or the excavating of rock, or encountering of severe weather condi- 
tions may cut short its expected useful life. 
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The contractor who has been in the field with the equipment is the 
one best qualified to determine the amount of wear and tear on his 
equipment. Depreciation rates must be flexible enough to permit each 
contractor to deduct reasonable allowances under all the facts and 
circumstances of his own particular case. 

The Associated General Contractors of America is holding its an- 
nual convention in Dallas, Tex., during this coming week, February 
10 to 13. One of the principal matters for consideration during the 
convention will be this problem of depreciation and salvage on con- 
struction equipment. We appreciate deeply the interest the Ways and 
Means Committee has shown in taxpayers’ proposals for tax revision. 
The Associated General Contractors respectfully requests that it be 
permitted to file, immediately following its convention, a supplemental 
statement in writing of its recommendations for a fair and realistic 
depreciation policy. 

hank you. 

The CuarrmMan. Without objection, that permission will be given 
you and your organization, Mr. Brown. 

Mr. Brown. Thank you, sir. 

The Cuatrman. It should be in the hands of the clerk, however, 
within a few days after your convention occurs, in order to be here 
in time to be included in this record. 

(Supplemental statement to be supplied Jater.) 


SUPPLEMENTAL STATEMENT OF THE ASSOCIATED GENERAL CONTRACTORS 
OF AMERICA, INC. 


Mr. Chairman and members of the committee, this written statement, supple- 
menting the oral testimony given to your committee on February 6, is submitted 
under permission granted us by the committee at the conclusion of our oral 
presentation. We respectfully request that this supplemental statement be 
placed in the record at an appropriate point. 

The Associated General Contractors of America, Inc. held its 39th annual 
convention, which this year convened in Dallas, Tex., February 10-13. In at- 
tendance were general contractors from all sections of the United States. 

As one of the most serious matters confronting the construction industry today, 
the convention considered at length the problem of depreciation and salvage value 
on construction equipment for Federal income-tax purposes. 

The report to the convention from the equipment expense committee reads, in 
part: 

“Complaints reaching the national association and its chapters and branches 
indicated that an ever-increasing number of contractors are being threatened 
with severe financial hardships, and even termination of their businesses by com- 
pletely unrealistic taxation procedures. 

“It is painfully evident that the construction industry must act if it is to survive. 
Inflation combined with unrealistic salvage values and high rates of taxation 
make it virtually impossible to provide adequate reserves to replace worn out 
equipment. Construction equipment rapidly becomes obsolescent, putting the 
owner at competitive disadvantage, and requiring constant replacement. As 
money steadily loses purchasing power, replacement cost far exceeds original 
purchase price. As a result, the contractor finds himself with a reserve fund 
inadequate to replace his productive tools at the end of their useful lives, and 
further finds that the present tax rate forces him to earn $2 for each dollar 
retained. The net result is earning $3 to replace each dollar invested in produc- 
tive equipment, or as an alternative, living on your capital until it is exhausted. 

“The problem is nationwide, and is affecting each and every contractor.* * *” 

The convention itself subsequently adopted the following resolution: 

“Whereas the construction industry is, among the industries of America, one 
of the largest users of equipment; and 

“Whereas a major segment of this industry, represented by the Associated 
General Contractors of America, believes the combined effects of inflation and 
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Federal Government taxation are rapidly and seriously threatening the produc- 
tive capacity of all American industry : Now, therefore, be it 

“Resolwed by the Associated General Contractors of America assembled in con- 
vention on February 13, 1958, at Dallas, Tew., That it hereby states its vigorous 
opposition to the continuation of taxation policies which have become confiscatory 
and, further, that it urgently requests early consideration by the Congress of the 
United States of appropriate legislative action to alleviate this ominous situation.” 

As appropriate legislative action, the Associated General Contractors of 
America respectfully requests the Ways and Means Committee to recommend 
to the Congress that the Internal Revenue Code of 1954, section 167, on the 
subject of depreciation, be revised to provide that the basis for depreciation 
shall include, in addition to the adjusted basis provided in section 1011 for 
determining gain or loss, an increase in basis adequate to reflect the increase 
in current replacement costs. This amendment is sought to enable contractors 
and other taxpayers to build up depreciation reserves adequate to the acquisi- 
tion of necessary replacement equipment and thus to maintain their produc- 
tive capacity. ' 

Concerning code section 1231, which sets forth the rule for determining capi- 
tal gains and losses on property used in a trade or business, the Associated 
General Contractors of America makes no specific recommendation for its revi- 
sion at this time. Capital-gain treatment on disposition of construction equip 
ment has been of some benefit to industry members in partially meeting the ever- 
increasing costs of replacement equipment, and the general contractors would 
have felt even more burdensome demands upon their working capital had it not 
been for this limited relief. 

Regarding the policies of the Internal Revenue Service in administering the 
depreciation provisions of the code, a number of general contractors have been 
put in severe financial straits in recent months by revenue agents’ insistence 
upon increases in salvage value of construction equipment and retroactive ap- 
plication of such determinations to prior open years. The Associated General 
Contractors’ membership strenuously objects. to these retroactive changes as un- 
fair, since they are inconsistent with prior practices, they are based largely upon 
the Commissioner’s new regulations on depreciation which were not approved 
until June 1956, and the present business recession is a time of hardship already 
for many contractors, especially the numerous small business concerns in the 
construction industry. Accordingly, the Associated General Contractors of 
America urgently requests the assistance of the Ways and Means Committee in 
banning retroactive changes in salvage value. 


The Cuarrman. Mr. Brown, I recognize that there is a problem in 
the area of depreciation as indicated by many witnesses, including 
yourself, in that replacement of wornout equipment occurs at generally 
higher prices now than were paid for the equipment that is being re- 

laced. 
. I wonder if you would suggest to your group that at their conven- 
tion, as they think in terms of trying to work out some improvement 
in depreciation, they couple with it suggestions to the committee that 
might bring about some reforms within section 1231 at the same time, 
in order that we not permit too rapid depreciation under tax law in 
relation to depreciation in the market place. 

You understand my thought ? 

Mr. Brown. Yes; and we would be glad to do that. 

The Cuamman. If you would ask them to help us with respect to 
that point, I am sure the committee would be interested in your sugges- 
tions. 

Mr. Brown. We would be glad to do that, Mr. Chairman. 

The Cuarrman. Are there any other questions? 

Mr. Reed will inquire. 

Mr. Reep. You made a very fine statement, Mr. Brown. 

Mr. Brown. Thank you, sir. 
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Mr. Reep. As I understand it, there is a great difference in the 
depreciation, in the life of equipment, according to the use to which 
it 1s put. 

Mr. Brown. That is right; that is our position, sir. 

Mr. Rexp. So that it makes it very hard, in addition to which, under 
the inflation of which we have a certain amount, the prices rise in the 
market, so that you get the same or a little better equipment but at 
much higher prices. That is another serious problem; is it not ? 

Mr. Brown. Yes, sir; that is one of our big problems. 

Mr. Reep. Thank you very much, sir. 

The Cuarrman. Thank you, sir, for coming to the committee and 
giving us your views and those of your organization. 

(The committee received the following letter and enclosures from 
Congresswoman Knutson, of Minnesota :) 


HOUSE OF REPRESENTATIVES, 
Washington, D. C., January 11, 1958. 
Hon. WILsBuk D. MILs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


Deak Mr. CHAIRMAN: Attached are two statements dealing with “salvage 
value” as it applies to depreciable assets. One is from Mr. B. K. Soby, vice presi- 
dent and secretary of John Dieseth Co., contractors, Fergus Falls, Minn. The 
other is from Mr. B. Pumper, secretary, State Association of Public and Tax 
Accountants. 

I will very much appreciate your committee’s giving these statements the 
fullest consideration in connection with your hearings on this subject. May I 
ask that they also appear in the record of these hearings. 

Thank you for this courtesy. 

Warmest personal regards. 

Sincerely, 
Cora KNUTSON. 


JOHN DIESETH Co., 
Fergus Falls, Minn., January 6, 1958. 
Ways AND MEANS COMMITTEE, 
Congress of the United States, 
Washington, D. C. 


GENTLEMEN: In conjunction with the hearings, to begin on January 7, 1958, 
on the matter of depreciation and salvage values of equipment, I wish to present 
the following facts and opinions: 

First, I might state that the information which I am about to give, will refer 
particularly to the heavy equipment field with which I am familiar, our firm 
being in the highway and heavy construction business. I am aware that many 
retroactive depreciation adjustments of construction equipment have been made 
by the Internal Revenue Service in recent months and years with respect to 
establishment of salvage values. My only comment on the retroactive pro- 
cedure is that it does cause undue hardship in a declining economy such as 
our particular branch of the construction industry has been experiencing dur- 
ing the past 2 years. It has become particularly unbearable where the Reve- 
nue Personnel have determined salvage values to be unreasonably high. I 
cannot see anything particularly wrong with salvage values which are reason- 
able. Reasonable salvage value must be determined on the merits of the in- 
dividual case, such as the use to which equipment is put and the factor of 
obsolescence which enters with respect to certain types of equipment. There are 
instances where equipment will have no salvage value at the end of the deprecia- 
tion period and in no case would I consider salvage value in excess of 10 per- 
cent on the original purchase price and I am basing this on the present in- 
flationary trend. 

I am not in accord with those who would suggest that salvage value be 
abolished and any gain on sale or exchange of equipment be considered ordi- 
nary income in lieu of the capital gains feature which is now on the statutes. 
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One reason for this is that replacement cost of equipment is far in excess of 
what the recovery of old equipment is under our present rates of depreciation. 
This is due entirely to our inflationary pressures. This creates a depreciation 
deficiency which cannot possibly be completely corrected under the present law. 
Our present capital gains feature does in a small measure help to close the 
gap which is created in this manner. Let us use as an example a common 
piece of heavy construction equipment, a D8 caterpillar tractor with bulldozer 
attachment, which could be purchased in 1950 for $18,000. At the present time 
this same piece of equipment costs $33,000. In order to replace a piece which 
was purchased in 1950 for $18,000, it now takes an additional $15,000. If the 
piece which was purchased in 1950 has been depreciated to a 10 percent salvaged 
value which is $1,800 and we now find that, due to inflation, the used-equipment 
market establishes a price of $4,000 for this unit, there is a capital gain of 

2,200, before taxes. This figure will go part way in closing the gap of $15,000 
for a replacement unit. However, even this small relief will largely disappear 
if this amount should first be taxed on an ordinary income basis, which includ- 
ing State tax would amount to about $1,320, thus leaving only $880 to help 
close the gap, as against $1,625 remaining under the capital gains basis. 

I hope the above example, while it may seem complicated, may point out that 
the sale or exchange of equipment should be left under the capital gains feature 
under the present law. Better yet, I would suggest that Congress should con- 
sider the advisability of permitting replacement of equipment on a like-for-like 
basis without consideration to the apparent monetary increase in value of the 
old piece of equipment involved in the transaction because, after all, it is merely 
a replacement of productive equipment and does not create a gain in value in 
our present economy. The gain is only in so-called dollars, which have a far 
lower value than the dollars which purchased the original piece of equipment. 
Firms in the highway and heavy construction industry find it extremely difficult 
to finance the purchase of new equipment in an economy where replacements, 
due to inflation, require considerably more money. Money which does not all 
become available through earnings of the original equipment due to the heavy 
taxload which is assessed against the earnings of this equipment. With every 
52 cents of income going to the Federal Government and another approximately 
8 cents going to the State, it leaves us with a 40 cent dollar with which to re- 
place equipment and possibly expand the organization in an economy in which 
our dollars shrink at the rate of roughly 5 percent per year in terms of purchas- 
ing power. 

Respectfully submitted. 
B. K. Sosy. 


STATE ASSOCIATION OF PUBLIC AND TAx ACCOUNTANTS, 
Minneapolis, Minn., December 2, 1957. 
Hon. Corya KNUTSON, 
House of Representatives, 
Washington, D.C. 


MapaMm: This association of approximately 100 members is concerned with 
the Internal Revenue Service’s announced intention of enforcing the “salvage 
value” concept as it applies to depreciable assets. 

Although the Internal Revenue Code has always provided that salvage value 
should be taken into account in computing depreciation, as a practical matter 
both the Internal Revenue Service and the taxpayer have ignored salvage value 
in determining allowable depreciation. 

Now for reasons best known to itself, the Internal Revenue Service has sud- 
denly decided to enforce the sections of the code providing for the use of salvage 
value in determining depreciation. If the Internal Revenue persists in its 
planned enforcement of this section, endless controversy as to correct salvage 
values will result; also practically every business, corporate, partnership, and 
individual proprietorship, will be liable for additional income taxes for all past 
years which are not yet outlawed. 

We understand the House Ways and Means Committee is drafting a bill which 
will provide in effect that if depreciated asset is sold at a profit, the profit will 
be taxable as ordinary income rather than as capital gain. Such a law would 
solve the problem and result in the Government receiving full tax benefits with- 
out the necessity of using the “salvage value” concept. 
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The members of our association feel, therefore, that the passage of such a law 
is highly desirable. If you agree with us in this matter, we hope that you will do 
everything that you can to secure the passage of the proposed Ways and Means 
Committee bill. 

Thanking you in advance for your cooperation, we are, 

Very truly yours, 
B. PUMPER. 


(The following letters were received by the committee.) 


SHERWOOD CONSTRUCTION Co., INC., 
Wichita Kans., January 28, 1958. 
Hon. Witsur D. MIts, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D.C. 

My Dear Mr. Muts: It is noted in the current bulletin of the Kansas Associa- 
tion of General Contractors that the staff of the Ways and Means Committee of 
the House of Representatives, in connection with its study of tax laws, is con- 
sidering the Internal Revenue Service’s position on the salvage problem. We 
would appreciate your incorporating in the record of the Ways and Means 
Committee’s hearings on tax revision the following comments, which relate to 
the administration by the Commissioner of Internal Revenue of his regulations 
on depreciation. 

The office of the director of Internal Revenue for the district of Kansas, located 
at Wichita, has applied the salvage requirement, contained in the Commissioner's 
regulations on depreciation, to our company as of January 1, 1953, and thus has 
upplied said regulations on a retroactive basis, since they were not adopted in 
final form until June 11, 1956. Asa result of this surprising action, our company 
is now confronted with a grave situation, so serious as to jeopardize the continued 
existence of this business, which was founded in 1933. 

The Commissioner’s regulations on depreciation, issued under section 167 of 
the 1954 Internal Revenue Code, contain the requirement that an asset may not 
be depreciated below its salvage value. While this requirement was also in the 
Commissioner’s regulations on depreciation issued under the 1939 code, it was 
not of significance as a practical matter, since salvage value was interpreted as 
meaning junk value, and thus of a very nominal amount. This interpretation 
was approved by the local district office of the Internal Revenue Service for 
many years, as evidenced by the fact that that office generally did not require 
a salvage value to be assigned to depreciable assets. 

The above requirement now, however, becomes of much greater significance 
in view of the new concept presented in these regulations as to the useful life 
of an asset. Under the 1939 Code, and the Commissioner’s regulations issued 
thereunder, the term, “useful life,” was generally construed to mean the esti- 
mated period of service inherent in the life of the asset. To assist taxpayers in 
making this determination of useful life, the Commissioner issued, in 1942, a 
revised edition of Bulletin F, which presents the estimated useful life of 
many items of depreciable assets. Under the Commissioner’s regulation on de- 
preciation issued under the 1954 Code, however, the Commissioner has revised 
this definition of useful life and now construes it to mean only the estimated 
period of service to be used by the taxpayer. 

This change in the concept of useful life may be illustrated by the case of 
a taxpayer who purchases a Chevrolet automobile every 2 years. It was the 
general practice for such taxpayer to depreciate the automobile over a 4-year 
period of useful life, following the estimates presented in Bulletin F. It is 
clear, however, that this procedure is now incorrect as the taxpayer would be 
required to depreciate this automobile on a 2-year useful life, and to establish 
as a salvage value the market value of the automobile at the end of the 2-year 
period. Of course, the depreciation to be claimed by this taxpayer cannot 
exceed the difference between the cost or basis and the salvage value of the 
automobile. 

This modification of the definition of useful life, and the clarification of 
salvage value, set forth in the Commissioner’s depreciation regulations, result 
from the Commissioner’s determined effort to eliminate, or at least to reduce to 
an absolute minimum, any profit (which would qualify for capital-gain treat- 
ment) on the sale of depreciable assets. The impetus for this aggressive pro- 
gram is considered to stem primarily from the accelerated depreciation allow- 
ances provided by Congress under section 167 of the 1954 Internal Revenue 


Code. 
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We do not disagree with the Commissioner’s objectives in this area or with 
the provisions relative to salvage value presented in his regulations on depre- 
ciation. But we are greatly disturbed by the current action of the Director of 
Internal Revenue for the District of Kansas in applying this regulation to our 
company on a retroactive basis, that is, to all open years, even though they are 
prior to June 11, 1956, the date of adoption of said regulations. An examination 
of this company’s Federal income-tax returns for the calendar years 1953, 1954, 
1955, and 1956 has been completed by examining officer Woodstock of the Dis- 
trict Director's office. As a result of this examination, the examining officer has 
proposed the establishment of a salvage value (10 percent of cost) as of January 
1, 1953, for every item of equipment on hand as of that date. This proposal 
has been approved by the examining officer’s superiors, and a 30-day letter 
covering the calendar years 1953, 1954, and 1955 and 1956 has been issued by 
the District Director's office to our company. 

The establishment of a salvage value, of course, reduces the amount of the 
depreciation allowance and, while the proposed adjustment per item is not sub- 
stantial, its cumulative effect, in view of our large inventory of equipment, over 
a period of 4 years is staggering. The proposed income tax deficiency against 
our company because of the establishment of a 10 percent salvage value for 
each asset on hand as of January 1, 1953, amounts to about $125,000, including 
interest at 6 percent. The present financial condition of our company, prin- 
cipally as the result of heavy expenditures for new equipment in 1955, would 
not allow the payment of this proposed amount. We have regretfully concluded 
that if this proposed deficiency were sustained by the courts, it would necessi- 
tate the termination of our business. 

It is apparent, of course, that we must contest this proposal, and we plan to 
file an appeal to the United States Tax Court, Washington, D. C., and, if neces- 
sary, with the United States Court of Appeals, Tenth District, at Denver. Ob- 
viously, this controversy will impose a heavy financial burden upon our company, 
as well as require the expenditure of much time by our key executives. 

We are unable to believe that the District Director’s proposed action reflects 
the Commissioner’s policy as to the effective date of application of the salvage 
value requirement in his regulations on depreciation. If the District Director's 
proposal were found to be in accordance with the Commissioner’s view, such a 
policy could not be considered in any way as fair and reasonable and, in 
fact, would be in direct conflict with elementary constitutional concepts. The 
arbitrary and unfair nature of the District Director’s proposed deficiency is 
even more striking when we consider the fact that our company has not utilized 
the capital gain procedure upon disposition of equipment. It has always been 
our practice to trade in the asset and accordingly reduce by the amount of the 
trade-in allowance, the basis for depreciation of the new asset. Hence, as exam- 
ining officer Woodstock admitted, the basic condition causing the Commissioner’s 
concern and, in turn, prompting his vigorous campaign in this area, is not present 
in our situation. Furthermore, it should be emphasized that our company since 
its foundation has been consistent in its practice of not assigning a salvage value 
to depreciable assets, which procedure has been constantly approved upon audit 
by the local District Director’s office. In the prior examination of our Federal 
income tax returns covering the calendar years 1947, 1948, and 1949, no ob- 
jection was made by the District Director's office to this procedure. 

We do not know the official view of the Commissioner of Internal Revenue 
with respect to the effective date of application of the salvage requirement con- 
tained in his regulations on depreciation. We understand that examining 
officers of the Internal Revenue Service in other districts have endeavored and 
are continuing to attempt to apply the salvage value requirement to all open 
years, and as a result, numerous companies, not limited to those engaged in the 
construction activity, have submitted protests to the national office of the Internal 
Revenue Service. It was noted in a recent publication of a leading tax service, 
Research Institute of America, that as a result of the stream of protests to the 
Washington office of the Internal Revenue Service, objecting to agents’ actions 
relative to salvage, a study will be made of this problem by the Commisisoner’s 
office. ; 

We wish to recommend that consideration be given to amending section 167 
of the 1954 Internal Revenue Code to provide that the salvage value require- 
ment as presented in the Commissioner’s regulations on depreciation, that is a 
salvage value, defined as the market yalue of the asset at the end of its useful 
life to the taxpayer, must be established for each asset and that an asset may 
not be depreciated below salvage value, be applied by the Commissioner effective 
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with the first taxable year beginning after January 1, 1956. This direct and 
immediate action by Congress is essential, in view of the arbitrary action rela- 
tive to salvage values being taken by the Office of the Director of Internal Reve- 
nue for the District of Kansas and, we understand, other district offices, resulting 
in serious problems for numerous taxpayers and, in turn, substantial contro- 
versies with the Internal Revenue Service. Our company’s grave plight is an 
outstanding case study of the need for prompt relief action on this problem. 
Your kind consideration of this matter will be greatly appreciated. 
Very truly yours, 
F. M. SHERWOop. 


WINTHROP, MAINE, January 6, 1958. 
House WAyYs AND MEANS COMMITTEE, 
House of Representatives, 
Washington, D.C. 
GENTLEMEN : I would like the enclosed copy of protest to be made a part of 
record at your hearing on tax revision. 
Very truly yours, 
OwEN M. Taytor. 


JANUARY 2, 1958, 
THE ASSOCIATED GENERAL’ CONTRACTORS OF MAINE, INC., 
Brunswick, Maine. 
(Attention: Reginald C. Barrows.) 

DEAR REGINALD: Kindly forward to your representative in Washington, D. C., 
my protest to the following action by the local Internal Revenue Agency in 
Augusta, Maine: 

In November 1957, a field representative of the Internal Revenue Departmnt 
inspected my books and tax returns for the years 1954, 1955, and 1956 and in- 
formd me that I should have set up a salvage value before depreciation on my 
equipment, an amount equal to 20 to 25 percent of its purchase price, even though 
I protested to him that a truer picture of the salvage value at the end of depre- 
ciation period would be junk value, with possibly a little more in some cases. 

In an appeal from his decision I applied for, and received, an informal hearing 
on December 16, 1957, with the group supervisor. 

In the meantime I had obtained three letters from equipment dealers which 
verified my contention that 5 to 8 percent would be more in line for a salvage 
value. 

Also, I presented copies of two decisions by tax courts in favor of contractors 
with problems similar to mine. 

In spite of these documents, the group supervisor decided in favor of the field 
representative. 

It is my contention that the action of both representatives of the Internal 
Revenue Department is highly arbitrary and not in keeping with the intent 
of the Internal Revenue Code. 

Very truly yours, 
OwEN M. Tayror. 


GUNTHER CONSTRUCTION Co., 
Galesburg, Ill., January 2, 1958. 
THE ASSOCIATED GENERAL CONTRACTORS, 
Washington, D. C. 
(Attention: Ways and Means Committee.) 

GENTLEMEN : In view of the numerous investigations on the part of the Inter- 
nal Revenue Service relative to depreciation and salvage value of contractors’ 
equipment, we would like to express our displeasure with the way many of 
these cases have been handled. 

It appears that there is no particular regulation covering this field and the 
settlements that we have learned about have been quite varied. We feel that 
a retroactive application of its present policy is causing a hardship on many 
taxpayers, particularly those in small business. For that reason, we do not feel 
that the application should be retroactive or at least it should be limited. 

It is our request that this letter be incorporated in the record of the hearings. 

Very truly yours, 
H. DaLeE GUNTHER. 
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THE ASSOCIATED GENERAL CONTRACTORS OF ILLINOIS, 
Springfield, Iu., January 6, 1957. 
Mr. JAMES D. MARSHALL, 
Laecutive Director, the Associated General Contractors of America, Inc., 
Washington, D. C. 


DEAR Mr. MARSHALL: It is our belief that even in the soil terrain which con- 
fronts most of the contractors in the State of Illinois, ordinary road equipment 
such as dozers, scrapers, patrols, etc., are in need of replacement either through 
obsolescence or increased down time, after a period not exceeding three years. 

Such road equipment as shovels, twin-batch pavers, rollers, etc., through the 
use of new parts and a more closely supervised maintenance program, increases 
the life expectancy to a maximum of 5 years for the smaller components and 
eight years for the larger components. 

The labor market, especially in the operating-engineers category, has and 
will continue to be bereft of good operators and mechanics. The attitude of the 
union governing these employees, whereby they refuse to train and admit into 
membership men interested and desirous of becoming highly skilled, in the use 
of machines, makes a contractor’s problem even greater. 

Hoping the enclosed is of value as a consensus of thinking; however, I am 
afraid that we have not proffered to you anything new or startling in a manner 
of handling it. 

Yours very truly, 
R. J. “Bos” Youne, 
Heecutive Secretary. 


COMMENT OF THE ASSOCIATED GENERAL CONTRACTORS OF ILLINOIS ON THE SUBJECT 
OF DEPRECIATION AND SALVAGE VALUE 


It is understood that consideration is to be given to changes in the statutes 
and regulations relating to the income tax on the subject of depreciation and 
the establishment of salvage values of machinery and equipment. Under existing 
laws and regulations, it has been the general practice to establish a period of 
useful life of such machinery and equipment, to depreciate it over the period of 
such useful life, and to regard the salvage value, if any, as a capital gain when 
the machinery or equipment was sold. If the machinery or equipment was 
traded in on the purchase of new machinery or equipment, the trade allowance 
was deducted from the purchase price to establish a value of the new machinery, 
or equipment, for depreciation purposes. 

It has not been a practice to require that a salvage value be predetermined at 
the time of the purchase of construction equipment, apparently for the reason 
that no one can intelligently anticipate the value, or worth, of such equipment 
at the end of a given period, when the extent, or intensity of use, necessarily 
depends on the performance of work on which the owner may bid in future 
years. Factors not within the control of the contractor, such as the terrain in 
which the machine will operate, the skill of the machine operator, and the quality 
of machine itself, are so conjectural that neither the owner, nor his accountants, 
nor the Internal Revenue Service can predict the probable salvage value. 

It has been suggested that any regulation is unreasonably harsh, which requires 
a taxpayer to readjust his depreciation schedules each year as the useful life 
of equipment ends or changes, and reopen previous tax returns to readjust for 
unpredicted results from intensive use, idleness, or obsolescence. 

In the construction industry, there is an inherent uncertainty in the work 
for the performance of which the contractor will become the successful bidder. 
The work varies as to type and time of performance, and depends on weather, 
labor conditions, availability of supplies, and other unforeseeable factors. 

A reasonable short period within which depreciation could be claimed, has been 
regarded as consonant with general economic objectives, because it encourages 
eontractors to acquire adequate equipment from the manufacturers, and to 
enable them to be prepared to perform the work of construction of public and 
private works and to thereby maintain a high level of employment and efficiency. 

It is well known that the cost of construction equipment and machinery is 
increasing each year; accordingly, the cost of replacement must be seriously 
considered. Any change in the practice of handling the salvage value of con- 
struction equipment, which would make it more difficult for the contractor to 
purchase replacements or improved products from the manufacturers, should 
be avoided. Nor should a contractor who keeps his equipment in the best of 
condition by careful handling and storage, be penalized for his prudence. 
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It is suggested that the predetermination of a salvage value in connection 
with depreciation of construction equipment is unrealistic; that the industry 
which has contributed to the economic well-being of the Nation, is entitled to 
tax advantages which would encourage the purchase of costly replacements 
of equipment; and that tax advantages should be considered for contractors, 
who, by the retention of year-around maintenance crews, contribute to the regu- 
lar employment of persons who otherwise would have only seasonal work. 

Whatever changes may be contemplated as to depreciation and salvage of 
construction machinery and equipment, such changes should be prospective and 
not retroactive. 


(The committee received the following letter and enclosure from 
Congressman Schwengel, of Iowa :) 


HovusE OF REPRESENTATIVES, 
Washington, D. C., February 7, 1958. 
Hon. Witsur D. MILs, 
Chairman, Ways and Means Committee, 
House of Representatives 
DEAR CONGRESSMAN MILLs: The enclosed resolution was adopted by the Asso- 
ciated General Contractors of Iowa. In submitting it to your committee, I re 
spectfully request that it be made a part of the testimony which your committee 
has held on general revenue revision. 
Thank you for including this resolution in the hearings. 
Sincerely yours, 
FrReD SCHWENGEL. 


Whereas it appears to be the current policy of the Internal Revenue Service 
in auditing construction and other taxpayers’ books to go back several years and 
tamper with depreciation rates and useful life and/or salvage value for pro- 
duction equipment ; and 

Whereas many taxpayers had adopted a depreciation method that was reason- 
able and realistic and complied with internal revenue regulations then in effect 
even though no provision may have been made for first setting aside a “salvage 
value” ; and 

Whereas the Internal Revenue Service had likewise and heretofore accepted 
many such depreciation methods and in some cases had even “dictated” the 
method that a construction taxpayer adopted ; and 

Whereas Congress implied in late 1954 that taxpayers could “take a new look” 
at depreciation methods and even provided for taxpayers adopting accelerated 
depreciation methods ; and 

Whereas the Internal Revenue Service did not adopt regulations pursuant to 
this congressional action and thereafter appraise the taxpaying public of the 
contents of such regulations until mid-1956 ; and 

Whereas no construction contractor can intelligently bid on construction proj- 
ects without knowing his costs—and with confidence that years afterwards some 
governmental agency will not retroactively and arbitrarily change those costs; 
and 

Whereas inflationary forces have created a substantial and steadily rising 
replacement cost for replacing equipment that has served its useful life with new 
and/or more efficient equipment ; and 

Whereas small businesses are particularly vulnerable to the cost squeeze be- 
tween such depreciation reserves that may have been set up on a given taxpay- 
er’s books and the inflated cost of a new replacement machine ; and 

Whereas the ordinary process of day-in and day-out practical business man- 
agement will occasionally yield a sale of a given piece of equipment for more 
than its book value and will thus produce a so-called capital gain; and 

Whereas any such “capital gains” so produced are incidental to the whole issue 
but tied closely in to the whole inflationary process ; and 

Whereas it appears that the internal revenue agents may be overzealous in 
auditing in respect to all these matters ; and 

Whereas construction taxpayers are not asking for leniency—but for sensible 
and realistic businesslike tax treatment in keeping with sound public policy: 
Now, therefore, be it 

Resolved, That the Associated General Contractors of Iowa asks that Con- 
gress and the Treasury Department, both, promptly and forthwith study and 
review the whole government policy and philosophy pertaining to construction 
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equipment depreciation for tax purpose with special consideration to the fol- 
lowing : 

(a) The Treasury Department and Internal Revenue Service should promptly 
change its attitude and should not retroactively disturb a depreciation method 
that has consistently been used by a taxpayer and has heretofore been accepted 
by the Internal Revenue Service ; and 

(b) In those cases where a construction taxpayer has not heretofore had 
the depreciation method he adopted for tax purposes tested by the Internal 
Revenue Service we urge that the taxpayer’s method be not disturbed unless 
there is a clear and convincing basis for a change. 

(c) That in support of the above, attention be also given to: 

1. It is against sound public policy as well as adverse to day-in- and day-out 
management to “jiggle” a taxpayer’s income from one year to another by tamper- 
ing with depreciation methods that have heretofore been found reasonable. 

2. That the present business decline makes this a particularly bad time, in 
any event, to apply any kind of a retroactive tax policy—unless there is some 
tremendously compelling reason. 

3. That a real hardship can result—particularly, in many cases, to the “small- 
business man’”—in applying retroactive tax policy. 

4. That the Treasury Department may be considerably overzealous in its in- 
terpretation of congressional intent. 

5. That Congress should define more of our Governent’s “key tax philosophy” 
rather than permit the Internal Revenue Service to create and establish such 
“key” philosophy through the expedient of “regulations.” 

6. That the Senate Finance Committee has said: “More liberal depreciation 
allowances are anticipated to have far-reaching economic effects. The faster 
tax writeoff would increase available working capital and materially aid grow- 
ing businesses in the financing of their expansion.” 

7. That the Internal Revenue Service may be acting adverse to congressional 
intent by persisting in lessening depreciation allowances by one technique or 
another. 


The CuatrmMan. Our next witness is Mr. Dean Chaffin. 
Mr. Chaffin, please come forward and give your name, address, and 
the capacity in which you appear. 


STATEMENT OF DEAN CHAFFIN, NATIONAL PRESIDENT, NATIONAL 
AUTOMOBILE DEALERS ASSOCIATION, WASHINGTON, D. C. 


Mr. Cuarrinx. Mr. Chairman and gentlemen of the committee, my 
name is Dean Chaffin. I am an automobile dealer in Bozeman, Mont., 
having handled Buick and Chevrolet in the same place of business for 
the past 31 years. I am now president of the National Automobile 
Dealers Association, and with your permission I would like to pre- 
sent Mr. Roland F. Curtis, our counsel for the association. 

The CuHarrman. Mr. Chaffin, would it be possible for you to con- 
clude your statement in the 15 minutes the committee has allotted to 
you, sir? 

Mr. Cuarrin. Yes, sir. 

The CuarrMan. You are recognized, sir. 

Mr. Cuarrin. I wish to thank you for this opportunity of appear- 
ing before you on behalf of some 25,000 new automobile and truck 
dealers and their 437,000 employees to testify on certain matters of 
vital economic importance to this very large group of taxpaying 
American citizens. 

There are four separate subjects on which we wish to offer testimony 
before this committee. They are as follows: 

1. The desirability of amending the Internal Revenue Code of 1954 
so as to provide accounting procedures whereby dealers in personal 
property may exclude from gross income amounts withheld by banks 
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and finance companies for notes purchased from such dealers employ- 
ing the accrual method of accounting. 

This subject is covered in H. R. 8623 and H. R. 8632, introduced by 
the chairman of this committee, Congressman Mills, and a member of 
this committee, Congressman Simpson, respectively. These bills are 
pending before your committee at this time. 

2. The desirability of amending the Internal Revenue Code of 1954 
to provide that in the case of motor vehicles a lien for Federal taxes 
shall not be valid as against a mortgagee, pledgee, or purchaser who 
has no notice or knowledge of such a lien. 

This subject is covered in H. R. 5702, which is pending before your 
committee. 

3. The desirability of exempting from manufacturers’ excise tax 
automobiles furnished by franchised dealers without charge to schools 
for driver-training programs. 

This subject is embraced in H. R. 5101, which is pending before this 
committee. 

4. The desirability of providing minimum initial tax relief for small 
business as well as to give relief in the payment of estate taxes. 

This subject is treated in H. R. 5735, introduced by a member of 
this committee, Congressman Curtis. This bill is pending before your 
committee. 

Our first subject, taxation of dealers’ reserves: We urge favorable 
consideration of H. R. 8623 and H. R. 8632, which are pending before 
this committee. The enactment of this legislation will not deprive 
the Federal Government of one cent of revenue nor will its passage 
cost a penny to administer. So you need have no qualms about cost 
to the Federal Government if you enact these bills. There will be 
none. 

The purpose of these bills is to correct an inequity that arises from 
the long-standing policy of the Internal Revenue Service relative 
to the treatment of finance reserves for tax purposes. Since 1931 
the Internal Revenue Service has held to the position that an accrual- 
basis taxpayer must include in his income amounts held by finance 
companies in a so-called dealer’s reserve set up in the name of the 
taxpayer, whether or not the taxpayer has the right to receive the 
funds so credited to him. 

The nature and function of the dealer reserve is to establish a con- 
tingent fund from which liabilities are to be met in the event of a 
default in the conditional purchase contract. It may be described 
as follows: 

When an automobile or other item of personal property is pur- 
chased from a dealer on credit, the purchaser makes a partial down- 
payment, either in the form of cash or trade-in, or both. The balance 
is satisfied by the purchaser’s promissory note and supporting con- 
ditional sales contract. The face amount of the note reflects two 
elements: the balance of what would be the purchase price of the 
item, and a finance charge. 

The dealer then sells or discounts the purchaser’s note and contract 
to the finance company or bank. The financial institution pays the 
dealer for the unpaid portion of the selling price, excluding the 
finance charge. The finance company then credits a portion of the 
finance charge to a reserve account for the dealer. The accumulation 
of these credits is generally known as a dealer’s reserve. As payments 
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on notes are collected the finance company remits to the dealer the 
amount of the reserve which is in excess of a specified percentage of 
all the unpaid balance on notes purchased from the dealer. 

The time schedule for such reserve payments to the dealer and 
conditions for such payments are governed by agreement between 
the dealer and the finance company. Where the finance agreement 
provides clearly that the reserve is to be paid to the dealer and losses 
cannot be charged against it, the reserve is to be reported as income 
by an accrual-basis taxpayer within the taxable year when credit 
is made to the taxpayer’s reserve account. In other words, where 
the reserve cannot be diminished by charging against it for delinquent 
or unpaid notes, the amount of the reserve to be paid to the taxpayer- 
dealer on the accrual basis is definitely determinable and, there, in- 
cludable in his gross income. This much of the tax on dealer reserves 
is well settled. 

But where the finance agreement provides specifically that the 
finance company has the right to charge uncollectible notes to the 
reserve account, three different United States courts of appeals have 
held that in such cases the amount of the reserve is not definitely 
determinable, and therefore, not includible in the income of an accrual- 
basis taxpayer. 

The first of these three decisions was that of the United States 
Court of Appeals for the Third Circuit in the case of Keasbey & 
Mattison Company (141 F. 2d 163), decided in 1944, which held that 
where the finance agreement provides that delinquent or unpaid notes 
can be charged against the reserve account, the dealer should be re- 
quired to declare as income only that portion of the reserve definitely 
determinable within the tax year; that is, the excess over the specific 
percentage retainable by the finance company payable to the dealer. 

The second major decision on this point was that of the United 
States Court of Appeals for the Fourth Circuit in the case of Blaine 
Johnson et ux. v. Commissioner of Internal Revenue (223 F. 2d 952), 
decided May 18, 1956, which held quite properly that it is “the right 
to receive and not the actual receipt” of the reserve amount which 
determines its accruability. There the conclusion was reached that 
since the reserve fund was subject to payment of all notes and the 
reserve was always less than the maximum prescribed by the agree- 
ments, the right to receive the reserve had not become fixed, hence 
the taxpayer was under no obligation to report that reserve as income. 

The third and most recent decision is Z7'’ewas T'railercoach, Ine. v. 
Commissioner of Internal Revenue, Respondent (U. 8. C. A. 5th 
Circuit, No. 16619, Jan. 7, 1958). This case held in substance the 
same as the two earlier cases, Keasbey & Mattison Co. and Blaine 
Johnson. The court stated that the amounts in the dealer’s reserve 
account were contingent credits and that they did not accrue in the 
taxable year when the finance company withheld them and credited 
them on its books to the taxpayer. 

The court in Texas Trailercoach discusses both the Keasbey & 
Mattison Co. and Blaine Johnson decisions and states: 

The Commissioner makes no attempt, nor could he, to distinguish Blaine 
Johnson v. Commissioner. 

Three of the ten United States circuit courts of appeals have 
held in favor of the position which we are now requesting that you 
establish by statute. 
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Nevertheless, the Internal Revenue Service has continued to hold 
to its position that credits to dealer reserves constitute income to the 
dealers. In aruling published January 12, 1957, the Service held that 
credits to dealers reserves— 


in the case of a dealer employing the accrual method of accounting, constitute 


income to the dealer at the time such credits are made regardless of whether 
charges to the account for worthless notes are also made pursuant to an 


agreement between the parties ** *. (Revenue Ruling 57-2, I. R. B. 1957-1, 12). 

It is submitted that the present practice of the Internal Revenue 
Service with respect to its tax treatment of dealer reserves results in 
harsh and inequitable treatment of those dealers subject to agreements 
under which banks and finance companies may charge off worthless 
notes against reserves credited to such dealers. As the court of appeals 
stated in the Blaine Johnson case: 

Until the right to an amount becomes accruable through fixation of the right 
to receive, the taxpayer is under no obligation to return it as income. Otherwise 
he would be required to pay a tax on income which he might never have a right 
to receive. 

To tax a dealer on such income, as the Internal Revenue Service as- 
serts nm be done, is to deny equity where fair play and equity should 
prevail. 

The Internal Revenue Service has not appealed the decisions of the 
court of appeals in the Keasbey & Mattison Co., the Blaine Johnson 
and the Texas Trailercoach cases, but, as already noted, has announced 
it will persist in its long-established policy relative to the treatment of 
dealer reserves. 

Under these circumstances legislation appears to be the only re- 
course open to accrual-basis taxpayers caught in the crossfire between 
the Internal Revenue Service and the higher courts. These bills would 
give legislative sanction to the position adopted by the courts of 
appeals and would put an end once and for all to the present policy 
of the Internal Revenue Service. 

The bills provide simply that a dealer in personal property employ- 
ing the accrual method of accounting may omit from gross income 
any part of a finance charge which is not paid or made immediately 
available to him by his bank or finance company. The provision takes 
the form of an amendment to the accounting sections of the 1954 
code and would be effective for taxable years beginning after Decem- 
ber 31, 1956. 

We commend to your favorable consideration the enactment of 
H. R. 8623 and H. R. 8632. 

Again I hasten to say that the enactment of this legislation will 
not deprive the Government of any revenue nor add a cent to Federal 
costs to administer. It will merely preclude the requirement that some 
taxpayers prepay a portion of their taxes and treat such taxpayers 
as all others who are required to pay taxes only on income earned 
during the taxable year. 

Our second subject is the tax lien provisions of the Internal Revenue 
Code should be amended: Under current law, if a taxpayer defaults 
in his tax obligations to the Federal Government, the Government 
may acquire a tax lien against all of his property and automobile. 

In a great many instances—in most instances, so far as a taxpayer’s 
automobile is concerned—no evidence of the existence of such a lien 
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is made apparent to one dealing with the defaulting taxpayer in 
connection with the disposition of the latter’s property. 

The law allows the Government to pursue such taxpayer’s property 
into the hands of anyone who has acquired it. In pursuing the prop- 
erty, the Government is privileged to seize it without reimbursement 
to the one currently having it. ; 

By way of illustration: Taxpayer A is in default to the Federal 
Government. The Government acquires a tax lien upon all of A’s 
property. Before seizure by the Government, A trades in his auto- 
mobile on a new car and then drives to Mexico. Either while in the 
hands of the automobile dealer B or a subsequent purchaser C, of 
the used car from B, the Federal Government finally arrives on the 
scene and seizes the car. If B, the automobile dealer, is the one from 
whom the Government seizes the car, he loses what he paid for the 
car or what he allowed for it. If the Government seizes the auto- 
mobile from C’s possession, C invariably comes back to B, who saves 
him from loss by repaying to him what he gave the dealer for the 
car. Since A has gone over the hill into parts unknown, B seldom 
has redress against the defaulting taxpayer. 

There are two glaring defects in the present law, one of which may 
be easily corrected, while the other is more difficult to rectify. Current 
law imposes no time limitation upon the Government in asserting its 
tax lien against the property of the defaulting taxpayer. As a result 
of the absence of any limitation in time, the Government frequently 
asserts its lien months after it has vested upon the taxpayer’s property. 
This situation is the one that is easy to correct. 

Dealers throughout the country have been experiencing losses as 
a result of situations such as that heretofore described. We believe 
the law should be changed. 

A good faith and fair value purchaser from the defaulting taxpayer 
who has no knowledge of an existing lien imposed by the Federal 
Government should not be penalized by the Government. 

Such an amendment to the present law would not be new, novel or 
without precedent. There is an exception in the present law on this 
subject now. It pertains to securities. 

It has been recognized by the Congress that unless an exception be 
made with respect to securities an undue burden would be placed upon 
the free flow of business and would deter the desired negotiability of 
securities. We believe that unless a similar exception 1s made with 
respect to motor vehicles, the same burden will be placed upon their 
marketability. 

The impact upon American economy of this phase of the automobile 
business may be more fully appreciated when it is recognized that there 
are sold annually, by new and used car dealers, approximately 14 mil- 
lion used cars. These sales involve an approximate expenditure of 
$15,624 million. So far as the provision for imposing a lien for taxes 
is concerned, there are striking similarities between securities and 
motor vehicles. For example, there is a large volume of sales in both 
securities and motor vehicles. In both securities and motor vehicles, 
ownership is easily transferrable in interstate commerce in a short pe- 
riod of time. Both securities and motor vehicles are easily identifi- 
able because both bear an identifying number which accompanies 
them throughout their existence. 
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There is an even more compelling reason to grant an exception to 
the lien-for-taxes provision in the case of motor vehicles than in the 
case of securities. The ability of a purchaser to determine the exist- 
ence of a Federal tax lien, or the necessity to do so, is at a minimum. 
Traditionally the public has been educated to and has come to rely 
upon the acceptance of a certificate of title at its face value. Most 
States require that there be recorded upon a certificate of title any 
outstanding lien in order for that lien to be effective against a pur- 
chaser. If no recorded lien appears upon a title the general public 
believes there is no lien. 

Such may not be the case if the provisions of Subchapter C: Lien 
for Taxes are invoked. Under the present law, without the above 
suggested amendment, an undue hardship may be placed upon any 
purchaser in that the car he has purchased may have asserted against 
it a tax lien to satisfy a delinquent tax claim against a taxpayer whose 
identity and whereabouts are unknown. 

The proposed change if made would not deprive the Government 
of any money in connection with the loss of the assets of the default- 
ing taxpayer. The suggested change merely imposes the burden upon 
the Government of giving notice or of seizing the property prior to 
the time some innocent third party, without notice of any lien exist- 
ing, who gives fair value for the property, from being penalized by the 
lack of Federal notice or the lack of prompt action on the part of the 
Gevernment in asserting its lien by seizing the property before it 
has entered the channels of commerce. 

The second burden imposed by the law is the absence of adequate 
notice to the public at large that the Government is exercising a lieu 
against this particular person’s property. 

This legislation will not deprive the Government of any revenue. 
We urge the enactment of H. R. 5702. 

The third point that I should like to make is the elimination of 
excise taxes on driver training vehicles. 

The Cuarrman. In order to save your time and that of the com- 
mittee, Mr. Chaffin, I suggest that you extend this in your statement, 
because excise taxes are not within the purview of this study, and that 
matter has been before the subcommittee on excises, and is in process 
of being considered by that committee. 

Mr. yee Thank you, sir. 

The Cuarrman. So that we will have the benefit of your recom- 
mendations in this record, but I do not want to relax on the instruc- 
tion that we sent out about excises not being heard in this hearing. 

Mr. Cuarrin. Thank you, sir. 

(The portion of the statement referred to, concerning excise taxes, 
is as follows :) 


ELIMINATION OF EXxcIsSE TAXES ON DRIVER TRAINING VEHICLES 


The enactment of H. R. 5101 would entail a loss of revenue to the Federal 
Government of approximately $2 million, assuming a contribution of approxi- 
mately 10,000 automobiles to this program, which is the number of automobiles 
contributed in 1957. 

These figures are arrived at by estimating an approximately $200 excise tax 
per automobile devoted to the program. When considered in relationship to the 
established savings in lives, personal injury, and property damage, the figure 
of $2 million is an insignificant amount. These statistics are relevant in con- 
sidering the legislation pending before you. 
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It is submitted that the payment of excise taxes on vehicles devoted to such 
purposes should be eliminated. The necessity for a properly schooled driving 
public is apparent to everyone. With an expanded highway system and more 
automobiles being added to the flow of traffic upon these highways, it becomes 
increasingly important that those who operate such automobiles be properly and 
carefully trained. In order to prevent loss of life and property damage every 
effort should be made to school a driver not only in the technique of mechanical 
operation but in the law of the road and the courtesies of the highway. 

In view of the fact that the greatest contribution toward such an educational 
program stems from driver-training instruction offered in many of the senior high 
schools of the country, it is most desirable that this program be expanded and 
increased so that every child in our public school system may be afforded the 
opportunity of receiving proper training along these lines. At the present time, 
the vast majority of the automobiles used by our high schools in such driver 
training are loaned to them by automobile dealers. We do not think it fair to 
impose a Federal tax upon a public-spirited automobile dealer who is willing 
to make available one or more of his new automobiles for the driving-training 

rogram. 
" Since its inception driver education has helped reduce the number of deaths per 
hundred million miles of vehicle travel from 15.6 in 1933 to 6.5 in 1954. In itself 
this would seem to be adequate justification for an expanded and increased driver 
education in our high schools. 

There are 78 million licensed drivers. It is estimated that by 1965 there will 
be 90 million. 

It is estimated that in 1956, 628 billion vehicle-miles were driven. It is further 
estimated that by 1965, 814 billion vehicle-miles will be driven. 

Sixty-five million vehicles are now in use on highways in the United States. 
In 7 years, it is estimated that this number will increase to 81 million. 

Two million four hundred thousand young people reach driving age each year. 

In 1957 only 9,264 of 25,600 high schools offered classroom instruction in driver 
training. 

Of a total of 400,000 persons killed in automobile accidents in 1957, 9,200 were 
drivers under 21 years of age—250,000 were injured and $5 billions of property 
damage and insurance payments resulted from highway accidents in that same 
period of time. 

Drivers under 25 years of age were involved in 1 out of 4 fatal traffic accidents 
last year. 

It has been clearly and unequivocably established that driver education reduces 
accidents and violation of the law by young drivers who have received such educa- 
tion by 50 percent. 

In the 1956-57 school term enfranchised automobile dealers provided 10,964 
automobiles for high school driver education, which automobiles were valued at 
$24,061,400. 

Insurance companies are giving substantial reduction in automobile insurance 
rates on family cars driven by youths who have successfully completed driver- 
education programs approved by State departments of education. 

School administrators attest to the fact that the program contributes much to 
the overall development of good citizens. Today, 35.8 percent of the high schools 
in the United States offer some kind of driver-education program. In these 
7,264 high schools of the Nation, approximately 800,000 students receive instruc- 
tion in this subject annually. 

This commendable program would be greatly stimulated and enhanced if the 
manufacturers’ excise tax were removed from automobiles devoted to this 
purpose. 

The Federal revenue derived from the imposition of the present tax is relatively 
small when compared with the overall beneficial effect of the passage of the 
present legislation pending before you. 

We strongly urge the favorable consideration of H. R. 5101. 


Mr. CuArrin. Now I will goon tothe fourth item. The final propo- 
sition we wish to establish is the need for tax relief for small business. 
The basic fundamental need of all business is a reduction in tax 
rates, This need is in inverse relationship to the size of the business 
involved. The reason this is true is because after the payments of taxes 
at their current rate, there is not sufficient money remaining to permit 
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small-business men to keep pace with the variable factors of our ever- 
changing economy. 

Taxes should be levied fairly and equitably. Our present laws do 
not do this. Neither tax burdens nor benefits should be imposed or 
conferred upon a taxpayer simply because of the form in which he 
conducts his business. In other words, sole proprietorships, partner- 
ships and corporations should be treated alike. Such is not true under 
the present law. To accord to a partnership the privilege of being 
taxed as a corporation or vice versa does not solve the problem. 

The necessity for tax relief for so-called small business is apparent. 
Both our major political parties recognize this fact. 

For the purpose of according substantial and genuine tax relief to 
small business I do not consider it either desirable or necessary to ex- 
plore to finality the very illusive definition of “small business.” As 
you gentlemen are fully aware, practically every department and 
agency of our Government which has occasion to deal with “small 
business” as distinguished from “large business” employs different 
definitions of the term and a different set of standards in determining 
whether or not a particular business qualifies under their definition. 
It is respectfully submitted that nothing is to be gained by debating 
the interpretation of a term which does not lend itself to a precise 
definition. 

One of the most important reasons for the plight of small- and 
medium-sized business is the oppressive effect of income taxes which 
prevent the retention of sufficient earnings for growth capital. Such 
firms do not have ready access to the capital markets and are finding 
interest rates prohibitive. In addition, unlike large companies, they 
often have no reserves to draw upon even to offset cash working 
capital depletion resulting from the inflationary trend. High in- 
come taxes make the retention of such reserves practically impossible. 

A tax structure which forces the businessman to increase his in- 
debtedness to offset cash working capital depletion or to maintain his 
relative position can only result in the further weakening of small- 
and medium-sized business and an acceleration of the trend to business 
mergers. 

May I suggest that any remedial tax legislation which does not ex- 
tend to all forms of business enterprises will be as discriminatory as 
some of the existing tax laws. 

Our Federal tax structure remains, in all essential respects, much 
as it was at the end of 1945. Although 12 years have now elapsed 
since World War II, we still live under the pervasive influence and 
domination of a war-induced tax framework. 

In many particulars, and certainly in its basic philosophy, our tax 
structure has been built more to meet the revenue urgencies of war 
than the long-run peacetime needs of the Nation. 

The character and composition of taxes are important determinants 
of our economic health and our future well-being as a Nation. The 
long-run growth conditions of our dynamic economy call for constant 
attention to revisions of the Federal revenue structure. Such revision 
is a continuing responsibility of the administration and the tax com- 
mittees of the Congress. 

Obviously, there is not just one answer to this problem. 

I imagine that the ideal solution would be to have a complete re- 
evaluation of our entire tax structure. Rewrite all the laws from 
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scratch. The second best answer, I presume, would be the adoption 
of a program of standard and uniform rate reductions from the top 
down each year for a given number of years until a reasonable top 
limit is reached. Short of pursuing either of these suggestions, I rec- 
ommend the enactment of H. R. 5735. 

H. R. 5735 provides that any business firm, incorporated or unin- 
corporated, or self-employed person shall be entitled to deduct from 
taxable income 20 percent of net income or $30,000, whichever is 
smaller, provided it is invested in depreciable assets or inventory 
during that taxable year. 

The advantage of a writeoff of 20 percent of taxable income or 
$30,000, whichever is the lesser, should be obvious to everyone. This, 
of course, includes expenditures for equipment, showcases, plant and 
building generally, etc. It is widely believed that the giving of a tax 
credit For the modernization, expansion or replacement of the de- 
preciable assets of small business will act as a very real stimulus to 
this most important segment of our free enterprise economy. Many 
believe that it will be such a business stimulant that there will be 
no actual loss in revenue to the Federal Government but rather an 
actual increase in the receipts from business taxes. We feel the enact- 
ment of H. R. 5735 would be a major step in the right direction. 

H. R. 5735 also provides that noninterest bearing Federal estate 
tax anticipation certificates may be purchased by an individual or 
business in an amount not to exceed $100,000 and that the amounts 
so invested in these certificates shall be excluded from the taxable 
estate, and further that the remaining estate tax due, if any, may be 
paid over a 10-year period. 

Fear of estate taxes and capital gains has forced many a successful 
small-business man to sell his business or merge it with a larger com- 
petitor in the later years of his life in order to protect his widow or 
heirs. Many a business, on the death of a principal partner or owner, 
has been forced to liquidate to satisfy estate taxes. These tax antici- 
pation certificates would provide a way to prepare for that unpre- 
dictable future date when a partner or owner might die. They rep- 
resent immediate cash to pay estate taxes due and a means of accumu- 
lation of liquid assets, excludable from the estate itself, for tax pur- 
poses, to meet the obligations when they arise. 

We wish to thank you for the privilege of appearing to testify be- 
fore your committee. We sincerely urge that favorable consideration 
be given to the four subjects which we have presented. 

‘ view of the fact that two of the pieces of legislation—H. R. 
8623 and H. R. 8632—and H. R. 5101 do not involve the loss of any 
revenue to our Government, but are designed to remedy an inequitable 
situation prevailing under the oe law, their enactment would be 
in complete harmony with the finest American traditions and, in par- 
ticular, with the history of this committee in recommending fair, 
equitable and nondiscriminatory taxation. 

Finally, affording tax relief to small business is so vital to the 
economic welfare of our Nation that careful reflection will indicate 
the necessity of providing relief in this quarter. A failure to preserve 
the backbone of American economy, small business, will remove from 
our economic life the principal source of revenue which enables our 
Government to operate. 
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We respectfully request immediate favorable consideration of these 
four legislative proposals. 

We thank you, sir. 

The CuatrMan. Gentlemen, we thank you for coming to this com- 
mittee and giving us the benefit of the views of your group with respect 
to these matters. 

Are there any questions? 

Mr. Reed. 

Mr. Reep. I am wondering if you could tell me, are you feeling 
any serious competition from the imports of these small cars? 

Mr. Cuarrin. The Chevrolet feels it some, but Buick is not in that 
price class. 

Mr. Reep. Thank you very much. 

The Cuamman. Are there any further questions? 

If not, we thank you, gentlemen. 

Mr. Cuarrin. Thank you, sir. 

The Cuarrman. Our next witness is Mr. M. Monroe Kimbrel. 

Mr. Kimbrel, for the purposes of this record, will you please iden- 
tify yourself by giving your name, address, and the capacity in which 
you appear. 


STATEMENT OF M. MONROE KIMBREL, MEMBER, LEGISLATIVE 
COMMITTEE, AMERICAN BANKERS ASSOCIATION, ACCOMPANIED 
BY LEE P. MILLER, VICE PRESIDENT, AMERICAN BANKERS 
ASSOCIATION 


Mr. Kimepret. Mr. Chairman, I have with me Mr. Lee P. Miller, 
the president of the Citizens Fidelity Bank & Trust Company of Louis- 
ville, Ky., and a vice president of the American Bankers Association. 
I would like to ask your permission to have him sit with me and be 
available for any questions. 

The Cuarrman. That is perfectly agreeable. 

You are recognized, sir, for 12 minutes. 

Mr. Kimprext. My name is M. Monroe Kimbrel. I am executive vice 
president of the First National Bank of Thomson, Ga., and chairman 
of the committee on Federal legislation of the American Bankers Asso- 
ciation. 

I appreciate this opportunity to present the views of the associa- 
tion with respect to the treatment of reserves for bad debts, as ap- 
plied not only to commercial banks but also to savings and loan asso- 
ciations and mutual savings banks. 

The administrative committee of the American Bankers Association, 
a policymaking body of the American Bankers Association, at its 
meeting in Chicago on January 18, 1958, adopted the following state- 
ment of policy : 

The American Bankers Association believes in and advocates equality of Fed- 
eral income taxation of savings and loan associations, mutual savings banks, 
and commercial banks. 

Inequalities result from lack of uniformity which exists in the treatment of 
reserves for bad debts among the three types of institutions. The association 
believes that this lack of uniformity should be corrected by providing: 

1. Uniformity as to the maximum percentage permitted for such reserves. 


2. Uniformity as to the base and formula used in determining the re- 
serves. 
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3. Uniformity as to limitations, especially as to such items as the maxi- 
mum deductible interest paid on savings and time deposits and dividends 
paid on repurchasable shares. 

We have no doubt that the Congress intended the existing law for 
bad debt reserves to give reasonable and equitable tax treatment to 
each of the three types of institutions in relation to one another. 
Actually, the present law involves a sharp disparity which serves to 
work an injustice upon commercial banks while relieving savings and 
loan associations and mutual savings banks from their fair share of 
the Federal tax burden. 

Savings and loan associations and mutual savings banks are the 
only business organizations given a special statutory formula for 
determining reasonable additions to reserves for bad debts. This 
formula permits these institutions to accumulate bad debt reserves 
equaling twelve percent of withdrawable accounts or deposits before 
they are coment to pay Federal income taxes on retained earnings. 

Gominasctal banks, on the other hand, like all other business cor- 
porations which adopt the reserve method of treating bad debts, are 
subject to the general regulations of the Internal Revenue Service 
which allow a Seduction from gross income of a reasonable addition 
to a bad debt reserve in lieu of a deduction for specific bad debt items, 
the reasonableness of the addition to be determined by the Commis- 
sioner. 

The Commissioner has approved two formulas for use by commer- 
cial banks in determining a reasonable addition to a reserve for bad 
debts. Both formulas are based on the individual loss experience of 
the taxpayer on eligible loans over a period of 20 years. One formula 
requires the use of the latest 20 years, including the current taxable 
year. The other permits the taxpayer to select any 20 consecutive 
years after 1927. The factor derived from the formula is applied 
to currently outstanding eligible loans to determine the reasonable 
addition to the reserve for the taxable year which is allowed as a de- 
duction from gross income. Eligible loans are determined by exclud- 
ing from total loans, fully Government-guaranteed or insured loans 
and the guaranteed or insured portions of partially Government- 
guaranteed or insured loans. 

Both commercial bank formulas fix a ceiling of three times the loss 
experience factor on the maximum amount which may be accumu- 
lated in the reserve. 

Thus, it is apparent that a disparity exists between commercial 
banks, on the one hand, and savings and loan associations and mutual 
savings banks, on the other hand, with respect to the maximum al- 
lowable reserve, and the base and formula for determining reasonable 
additions to reserves. In the case of commercial banks both the maxi- 
mum allowable reserve and the annual additions to reserves are meas- 
ured by a percentage of eligible loans. 

The maximum allowable reserves of savings and loan associations 
and mutual savings banks are measured by a percentage of with- 
drawable accounts or deposits and the amounts of annual additions 
to the reserve are in the discretion of the taxpayer until the maximum 
is reached. Commercial banks are limited to only a portion of their 
annual earnings as a deductible addition to bad debt reserves, whereas 
savings and loan associations and mutual savings banks may transfer 
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all their retained net earnings to a bad debt reserve without payment 
of tax until their reserve ceiling is reached. 

Also, under the present formulas prescribed for use by commercial 
banks, the average ceiling on the amount which may be accumulated 
in reserves is 2.43 percent of eligible loans, whereas savings and loan 
associations and mutual savings banks may accumulate bad debt 
reserves equaling 12 percent of withdrawable accounts or deposits. 

The resulting disparity is readily apparent in terms of Federal 
taxes actually paid. 

During the year 1956, according to the annual report of the Federal 
Deposit Insurance Corporation, all insured commercial banks paid in 
Federal taxes $769,843,000, or 38 percent of their net income before 
taxes. 

During the same year, according to the Federal Home Loan Bank 
Board report entitled, “Members’ Combined Financial Statements,” 
all FHLB member savings and loan associations, having 96 percent 
of the industry’s assets, paid in Federal taxes $5,070,000, or 1.3 per- 
cent of their net income after deduction of all dividends paid on share 
accounts. This tax amounted to thirty-six one-hundredths of 1 per- 
cent of net income before dividend payments. 

In other words, on the basis of net income before taxes, commercial 
banks paid an amount 29 times greater than that paid by savings and 
loan associations. 

Our association is cognizant of the useful services rendered the 
economy by savings and loan associations and mutual savings banks. 
These institutions, in our view, fill an important community need. 
We believe, however, that their highly sradinatitial tax treatment is 
neither consistent with the revenue requirements of the nation nor 
necessary for their own future well-being. 

Uniform tax treatment of reserves for bad debts for commercial 
banks, savings and loan associations and mutual savings banks is also 
indicated by the relative risks in the loan activities of the respective 
institutions. Today, mortgage loans, which comprise most of the 
lending activities of savings and loan associations and mutual savings 
banks, have fewer elements of risk than they did in years past. Many 
mortgages are federally insured or guaranteed. Most conventional 
mortgage loans are made on a fully amortized basis rather than on a 
demand or fixed maturity basis. Conversely, commercial banks, both 
small and large, are expanding their lending activities into new types 
of loans with longer maturities and greater risks, such as loans for 
farm machinery and equipment, consumer durable goods loans, and 
term loans to small business. 

Accordingly, to achieve uniformity in the treatment of reserves for 
bad debts of commercial banks, mutual savings banks, and savings and 
loan associations, the association recommends that H. R. 8737 be 
amended to provide that the maximum amount of the accumulated 
reserves and the base and formulas for determining annual additions 
to the reserves should be uniform for all three types of institutions. 
Also, in accord with the association’s statement of policy set forth 
earlier in this statement, any limitation which Congress may impose 
on the amount of deductible interest on savings and time deposits and 
dividends on withdrawal accounts should be the same for all three 
types of institutions. 

The bill as introduced reduces the maximum bad debt reserve per- 
centage of withdrawable accounts or deposits which savings and loan 
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associations and mutual savings banks may accumulate without pay- 
ment of Federal income tax, We urge, in the interest of uniformity, 
that such maximum percentage be based realistically upon loans rather 
than on withdrawable accounts and deposits and that a sound maxi- 
mum percentage, as determined by your committee and the Congress, 
be applied uniformly to the bad debt reserves of all three types of 
institutions. 

We are presenting in exhibit A as a part of our statement to the 
committee a table of statistical material derived from the call reports 
of June 6, 1957, received by the Federal Reserve Board, the Federal 
Deposit Insurance Corporation, and the Comptroller of the Currency. 
We hope this information will assist your committee in determining 
such a sound maximum percentage. It should be clear, we believe, that 
under present lending practices, commercial banks do not need as much 
as a 12 percent reserve against their loans nor is that amount needed 
by either savings and loan associations or mutual savings banks against 
mortgages which make up the bulk of their loans. On the other hand, 
sound banking practice and the interests of our economy require a 
reserve for bad debts for all commercial banks materially greater than 
the 2.43 percent average ceiling of the commercial banks now on the 
reserve method. 

There are a number of reasons why the 2.43 percentage is grossly 
inadequate. Each bank’s bad debt reserve ceiling is based upon 20 
years’ consecutive experience averaging many good years with a few 
bad ones. Even in the bad years, it only takes into account the loss 
experience of those banks which are still in existence, giving no weight 
to the loss experience of closed banks. 

From 1912 until 1945, when the Federal Deposit Insurance Cor- 
poration took over the liquidation of closed banks, the Comptroller of 
the Currency completed liquidation of 2,505 insolvent national banks 
having total deposits of $2,210 million. The depositors received an 
average payment of 84 percent, a total of $1,863 million. However, 
examination of 2,171 of these receiverships covering banks of every 
size and in every State except Delaware established an average loss 
of 31.8 percent of total loans, and we are informed that if a few large 
receiverships with unusually favorable experience were eliminated, 
the average loss amounted to 36 percent. The extent of losses in closed 
State banks is not known, but we believe they were at least as high 
as the losses in closed national banks. 

Even among those national banks which continued through the 
depression years, the average loss experience exceeded 2.43 percent in 
each of 3 successive years. In 1932 the net loan losses of such na- 
tional banks amounted to 2.48 percent of outstanding loans at the 
end of the year; in 1933, 3.53 percent; in 1934, 3.57 percent. Thus, in 
the course of 3 years, they sustained aggregate losses of 10.58 percent 
of outstanding loans. Further, losses in this period were undoubtedly 
higher because officers, directors, or stockholders of some banks took 
over distressed loans in order to enable the banks to continue to 
operate. 

The need for a substantially higher industrywide maximum per- 
centage formula for commercial banks may be further demonstrated 
if we assume that a 5-percent ceiling had been authorized and had 
been reached by operating Federal Reserve member banks at the end 
of 1929. At the start of 1930 those banks would have had bad debt 
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reserves totaling $1,308 million. By the start of 1935, in 5 years’ time, 
the reserves would have been reduced to zero, and would have re- 
mained at zero for 3 full years. 

This projection is presented in exhibit B attached which again 
does not take into consideration banks which closed. 

One salutary effect of a statutory authorization for an industrywide 
bad debt reserve for commercial banks would be to permit and en- 
courage more commercial banks to set up sound bad debt reserves. 
Because of the difficulties involved in determining the 20-year average 
experience percentage needed to figure the reserve authorized under 
present procedures, many banks, particularly the smaller ones, have 
not established such reserves. Of 13,216 insured commercial banks, 
6,504 have no bad debt reserves. Since these 6.504 banks have only 
10 percent of the loans of all insured commercial banks, it is apparent 
that a large proportion of the smaller banks do not have the protec- 
tion of a bad debt reserve. Encouragement to these banks to set up 
bad debt reserves would be of benefit to the banking system, and the 
economy as a whole, while not having any material effect on tax 
revenues. 

Moreover, existing reserves are often inadequate. There are 2,778 
banks operating under a ceiling of less than 2 percent of eligible loans. 
The present regulations in effect penalize a bank for having had good 
and successful management 25 years ago. This inequity is demon- 
strated by the fact that one group of banks with 39 percent of eligi- 
ble loans has only 24 percent of authorized reserves, while another 
group having 24 percent of eligible loans has 4114 percent of the 
authorized reserves. 

The association recognizes the importance which is attached to main- 
taining the level of income taxes accruing to the Treasury. We believe 
that i R. 8737, amended as we propose, would increase the tax 
receipts of the Treasury if provision were made for some reasonable 
limitation on annual additions to bad-debt reserves to require the 
accumulation of reserves over a period of years. In our judgment 
this could be done consistently with the principle of uniformity of 
treatment which we are urging. 

Furthermore, the establishment of bad-debt reserves will tend to 
maintain the level of income taxes accruing to the Treasury. Since 
bad debts resulting from losses on loans must be charged to the 
reserve, and cannot be deducted from current income, if in later 

ears substantial losses should be experienced such losses could not 
S used to offset taxable income in those years. 

Enactment of legislation embracing the provisions of H. R. 8737 
with our recommended amendments would assure fairness and realism 
in the tax treatment of reserves for bad debts of commercial banks, 
savings and loan associations, and mutual savings banks. Existing in- 
equities, while creating an unhealthy imbalance in the tax burden 
borne by the three types of institutions, pose an even more significant 
obstacle to the raising of needed Federal revenue. We hope that your 
committee will act favorably on our recommendations. 

Now, Mr. Chairman, we would like very much to have your permis- 
sion to include in the record the two charts attached to our statement. 

The Cuarrman. Without objection, the charts will be made a part 
of the record at this point. 

(The charts referred to are as follows :) 
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Exursir A 
Statement re reserve for bad debt losses on loans, June 6, 1957 


[Amounts in thousands of dollars] 





Insured commercial banks 
(13,216 banks) ! 











Total Percent 
Banks, $5 | Banks, re- 
million re- | sources over 
sources and $5 million 
under 
Banks using reserve method (number). -------- 3, 193 3, 519 6, 712 50. 8 
TRON BER ia 3 ci cn wisedewepehbata silted $8, 510, 283 | $172,709, 201 | $181, 219, 484 87.4 
Aggregate loans-- a haaahindahl $3, 331,014 | $79,849,220 | $83, 180, 243 89.6 
Ineligible loan_._- . $270, 845 $7, 059, 731 $7, 330, 576 90. 1 
Ss ci canasthaies Se oh ox dibenhieeeeatecmamiei $3, 060, 169 $72, 789, 498 $75, 849, 667 89. 4 
Total reserve for bad debts a ia estab- 
lished ___- $64, 498 $1, 466, 507 $1, 531, 005 2. 02 
Ceiling reserve for bad debts “(under pres- 
ent formula) - ---- EES $85, 432 $1, 755, 353 $1, 840, 785 2. 43 
Ceiling (assumed), 5 percent of loans...... $153, 008 $3, 639, 475 $3, 792, 483 5.0 
Increase over present ceiling__..-._._....... $67, 576 $1, 884, bo $1, 951, 698 106. 0 
Banks not using reserve method (number) - ---- 5, 331 6, 504 49.2 
eg ae eee eee actant Gam 719, 139 | $15, 3277 440 $26, 046, 579 12.6 
Aggregate loans. .......-..- ee $3, 906, 238 $5, 748, 573 $9, 654, 811 10.4 
ER NE on dik cicpwedetiicnn «cthcenail $281, 188 $454, 052 $735, 240 9.9 
of * ee er eee Renneke $3, 625, 050 $5, 294, 521 $8, 919, 571 10.6 
Bienen Ge iene CANOE gi. oo oi ii dain) nase nnddedccntaineascocubnt 0 0 
Estimated reserve ceiling (under present 
formula). .-. Sl cece ee me, cle $216, 747 2. 43 
Ceiling (assumed), 5 percent of loans_____- | ccc ah ahaiadeatiamadmcna a ates $445, 979 5.0 
Increase over present estimated ceiling. .--- BR SRRBS F TCR. $229, 232 106. 0 
Ceiling: 
Present formula... Gal ies scenes ne shh canine cae CO isetiin ctonne 
5 percent of loans... ana Siesiscol anise: alr in'cssetaane eseiaiacee a oak. | ME Bc tlecs caked 
Net increase (5 percent formula). 2002 -]. 25 een ce nnnlecessceccunncs BB ds wicca niin 


1 Does not include data on 440 noninsured State commercial banks with resources of $2.3 billion. 


RECAPITULATION 


[Amounts in millions of dollars] 


Eligible loans Present formula reserve for 
bad debts ceiling Reserve 
Number |__ Beis for bad 
| of banks debts 
Percent of|Percent of| estab- 
Amount | Percent | Amount | eligible | ceiling lished 
loans reserves 





No reserve for bad debts estab- 


POG. « oe sare 6, 504 8, 919 10.5 0 0 0 0 
Banks with reserve for bad 
debts ceiling: 
1.99 percent or less. --..-- 2, 778 33, 076 39.0 435 1.32 23.6 402 
2 to 2.99 percent____..._-.- 1, 689 25, 505 30.1 641 2. 51 34.9 547 
3 percent or over. -- Sates 2, 245 17, 269 20.4 764 4.43 41.5 582 











i hiiabsnpttrersnasted 13, 216 84, 769 100.0 NE DOP fac cndsicgns 100.0 1, 531 
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Exuisit B 


Results of authorization of ceiling of 5 percent for reserves for bad debts of 
operating Federal Reserve member banks with a limitation on annual additions 
of one-half of 1 percent and assuming 5-percent ceiling had been reached at 
end of 1929 

{In millions] 


Addition to reserve for year 

















Calcu- Deduc- 
Loans | lated re- tions Reserve | Reserve 
out- serve Reserve | fromre- | Poten- accumu- | as per- 
Year stand- ceiling at be- serve | tialaddi-| Amount | Percent | lated at | cent of 
ing—end| (5per- | ginning | for year | tion (% | allowed | allowed end of joutstand- 
of year cent of | of year (net percent | within | to poten- year ing loans 
loans out- losses) of loans | 5 percent tial 
standing) outstand-| ceiling 
ing) 
1929.......] $26,150 Nee ee ee a cease eee taee oe. $1, 308 5.0 
ences 23, 870 1, 194 $1, 308 $172 $119 $58 48.7 1, 194 5.0 
tect 19, 261 963 1, 194 267 96 36 37.5 963 5.0 
ERE 15, 204 760 963 378 76 76 100.0 661 4.3 
Bites oan. 12, 833 642 661 396 64 o4 100.0 329 2.6 
Perscccs | 12,028 601 329 408 60 60 100.0 0 0 
Bess... 12, 175 609 0 180 61 61 100.0 0 0 
Benno n-n 13, 360 668 0 113 67 67 100.0 0 0 
Peweuck 13, 958 698 0 29 7 70 100.0 41 3 
asinine 13, 208 660 41 77 66 66 100.0 30 a 
1989...... 13, 962 | 698 30 53 70 70 100. 0 47 -3 
1940 | 15, 321 766 47 | 35 77 77| 100.0 89 6 
ite Scie 18,021 | 901 89 | 25 90 90 100.0 154 9 
1942____ 16, 088 | SOF 154 q | 80 80 100.0 225 1.4 
1943..._| 16, 288 | 814 225 —10 81 81 100.0 316 1.9 
1944... _ | 18, 676 934 316 —13 93 93 100.0 422 2.3 
1945.......] 22,77 1, 139 422 -9 114 114 100.0 545 2.4 
1946 | 26, 696 1, 335 545 -3 134 134 100.0 682 2.6 
1947......_| 32, 628 1,631 | 682 44 | 163 163 100. 0 801 2.5 
1948__._. 36, 060 | 1, 803 801 20 | 180 180 100.0 961 2.7 
1949.......| 36,230) 1, 812 961 45 | 181 181 100. 0 1,097 3.0 
1950.......| 44,705 | 2, 235 | 1, 097 21 224 224 100.0 1, 300 2.9 
1051.......} 40,561 | 2, 478 1, 300 | 26 | 248 | 248 100. 0 1, 522 3.1 
= | 55,034 | 2, 752 | 1, 522 | 26 | 275 275 100.0 1,771 3.2 
i aititet 57, 762 2, 888 1,771 43 | 289 | 289 100.0 2,017 3.5 
Asics, aud 60, 250 3,013 2,017 30 | 301 | 301 100.0 | 2, 288 3.8 
DR icemd 70, 982 3, 529 | 2, 288 39 | 353 353 100.0 | 2, 602 3.7 
1956...... ol 78, 034 3, 902 2, 602 81 390 | 390 100.0 2,911 | 3.7 











| | | | | | | 


The Cuarrman. Are there any questions of Mr. Kimbrel ? 

Mr. Keogh will inquire, Mr. Kimbrel. 

Mr. Kroon. Mr. Kimbrel, I refer you to your formal statement on 
page 2, the second paragraph, the last sentence: 

This formula permits these institutions to accumulate bad debt reserves equal- 
ing 12 percent of withdrawable accounts or deposits before they are required to 
pay Federal income taxes on retained earnings. 

You make a similar statement in another part of your statement. 

I ask you whether that is the fact, whether that statement is correct. 

Mr. Kimpret. I believe under the existing formula that that is the 
assumption that is made, that they will be able to accumulate the 12 
percent. 

Mr. Krocu. Let me ask you this question now. Is this formal state- 
ment of yours the statement of the American Bankers Association ? 

Mr. Krupret. Yes; it is. 

Mr. Kerocu. It has been adopted in accordance with the authority 
delegated to your committee of which you are the chairman ? 

Mr. Krupret. Yes, sir. 

Mr. Kroon. Is it not a fact that the present law provides that the 
mutual types of institutions will be subject to full corporate rates when 
all their reserves for specific losses, plus their surplus, plus their un- 
divided profits, equal 12 percent of their deposit liability ? 
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Mr. Krmpret. I am not sure about that point. 

Mr. Krocu. Who is the gentleman sitting next to you? Counsel? 

Mr. Miuirr. No; I am just another banker, but I am presently the 
vice president of the American Bankers Association. 

The statutory allowance is the 12 percent for the bad-debt reserve 
for savings and loans and mutual savings. 

Mr. Keoeu. I challenge that statement. As a matter of fact, when 
the provisions of the 1951 law went into effect, every mutual institu- 
tion that then had a surplus or undivided profits account had those two 
accounts computed in the computation for the percentage of their re- 
serves for specific losses. 

Mr. Mutter. That is right. 

Mr. Kroau. Do I not state another fact when I say that thereafter, 
any credit by the institution to surplus or undivided profits was sub- 
ject to full corporate rates, whether the total percentage of those 2 
accounts, together with their reserves for bad debts, exceeded 12 per- 
cent of their deposit liability or was less than 12 percent? 

Mr. Miter. No; only if it exceeded the 12 percent. 

Mr. Kroon. I am not going to argue the law with you. 

We had that discussion, Mr. Chairman, the other day. 

Mr. Kimbrel, let me ask you this question. What is the rationale 
for your suggesting legislative action imposing a maximum rate of 
interest to be paid by mutual savings institutions? Is there any prece- 
dent for that? 

Mr. Kimeret. Mr. Keogh, we are not suggesting any maximum rate 
of interest at all. We are suggesting only that the amount that is paid 
be tax-deductible uniformly. We are perfectly agreeable to any of 
the institutions paying any amount they wish. 

Mr. Krocu. Are not commercial banks now permitted to take, as 
a business deduction, the interest they pay on their savings deposits ? 

Mr. Kimpret. Yes, sir. 

Mr. Keroecu. Without limitation of the amount of interest so paid? 

Mr. Kimprev. They are limited, though, by regulatory authority 
to the 3 percent. 

Mr. Teves But they are not limited by tax law. 

Mr. Krueret. Well, we are perfectly agreeable to any arrangement, 
naturally, that would accomplish the uniformity and the realistic 
fairness of treatment that we suggest. 

Mr. Krocu. Are you not suggesting that the mutual savings in- 
stitutions be subject to a more rigid limitation when you endorse the 
provisions of the pending bill ? 

Mr. Kruereu. No, sir. We think not. We think there is a basic 
suggestion of fairness of treatment and equity. 

Mr. Krocu. Are you familiar with the provisions of that bill? 

Mr. Kropret. Yes, sir. 

Mr. Kroon. Is there not a section providing that any dividends or 
interest paid by mutual savings institutions in excess of 3 percent 
shall not be allowed to that institution as a deduction in the computa- 
tion of their net income for tax purposes ? 

Mr. Kimeret. That is true. That is purely a tax deduction, though, 
and that is the only suggestion that we are addressing ourselves to, 
that the deduction be allowed uniformly. 

Mr. Krocu. You have no such legislative limitation facing you; 
do you? 
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Mr. Miuurr. Yes, sir; we have a 3-percent limitation on the pay- 
ment of interest on savings or time deposits. 

Mr. Krocu. That is imposed by the regulatory body that supervises 
you. It does not arise from any provision of Federal tax law. 

Mr. Miter. Yes. 

Mr. Kimeret. Mr. Keogh, don’t you think it might be well if that 
same sort of limitation were granted to certain other regulatory au- 
thorities, then ? 

We are not concerned about the amount that they pay. That is 
perfectly within the bounds of their own management, that they de- 
termine to be good business. We are simply making our plea for uni- 
formity of treatment. 

Mr. Keroeu. Are not the mutual types of institutions subject to 
regulatory bodies ? 

Mr. Krmpret. I presume they are; yes, sir. 

Mr. Kroeu. Don’t you know? 

Mr. Kimeret. I think they are; yes, sir. 

Mr. Keocu. Well, are they or aren’t they ¢ 

Mr. Kimpret. They are. 

Mr. Krocu. And do not those supervisory bodies impose limita- 
tions with respect to the rates of interest that may be paid ? 

Mr. Kimprev. That I am not sure. 

Mr. Krocu. Don’t you think that you ought to inform yourself of 
that ? 

Mr. Kimeret. At this moment, if you please, we are addressing our 
attention to the tax uniformity, and it is those views that we had 
hoped to cover in this discussion. 

Mr. Krocu. Do you have any knowledge or information concerning 
the reasoning underlying the provisions of existing tax law allowing 
the mutual institutions the right to set up reserves for losses, plus sur- 

lus, and plus undivided profits equal to 12 percent of their deposit 

iability ? 

Mr. Krmerex. No. 

Mr. Kerocu. You do not have any knowledge or information on 
that? 

Mr. Kimpret. No, sir. 

aaa Kerocu. I recommend that you make yourself acquainted with 
that. 

As a matter of fact, those mutual institutions who today have 
surplus, undivided profits and reserves for losses equaling 12 per- 
cent of their deposit liability, can make no additions to their specific 
reserves for losses without first paying full corporate rates on that 
amount. Is that not correct ? 

Mr. Kroeret. That is true. 

Mr. Krocu. You have indicated in your statement that the com- 
mercial banks are afforded an opportunity to take 1 of 2 formulas, 
both of which entail a loss experience of 20 years, and on the compu- 
tation of the amounts of those losses you are by regulation allowed a 
safety factor 3 times in setting up your reserves. Is that not correct? 

Mr. Kiuerex. That is true. 

Mr. Krocu. With respect to the credits to such reserves for losses, 
you take those amounts as a deduction in the computation of your 
net tax income, do you not? 

Mr. Murr. That is right. 
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Mr. Krocu. Now, Mr. Kimbrel, do you have ~ knowledge with 
respect to the requirements imposed by State regulatory agencies on 
mutual savings institutions with respect to their reserves? 

Mr. Kimpsret. No, sir. 

Mr. Kerocu. Don’t you think it would be interesting for you to 
know what minimum reserve requirements are imposed upon the types 
of institutions to which you are directing your suggested amendment 
by the paper sini agencies having control of these institutions? 

Mr. Kimpreu. Yes, sir; we quite agree. 

On the other hand, we think that they would be limited to the gen- 
eral law that would apply to the national group, and the States rights 
provision would certainly hold in the event of the local. We would 
not want to suggest getting into any interference with the States 
rights principle of the local States having their prerogative. 

Mr. Kroon. Let me suggest this situation and ask you if I make 
a correct statement or not. 

Assuming your suggested bill were enacted, imposing a maximum 
limitation on these mutual institutions of 5 percent reserves against 
their deposit liability, and assume further that the superintendent 
of banks of the State of New York were to require that those insti- 
tutions create reserves of at least 10 percent, would not the effect of 
nba proposal be that the second 5 percent of those reserves would 

ave to be taken out of tax-paid funds? 

Mr. Miter. Yes. 

Mr. Krocu. The answer is “Yes”? 

Mr. Miter. Yes. 

Mr. Kimpret. It seems to be. 

Actually, though, in the spirit of uniformity of treatment, and 
realistically, there is no really good reason why they should not be 
built out of taxable income. 

Mr. Kroeu. Mr. Kimbrel, are you directing yourself to the inade- 
quacy of the reserve provisions with respect to commercial banks, or 
are you addressing yourself to the fact that the provision with respect 
to mutual institutions is too large? 

Mr. Kimpre.. We are particularly addressing ourselves to the fact 
that, first of all, the commercial banks should definitely have a mate- 
rially greater reserve, and there should be definitely, too, the principle 
of uniformity of treatment. 

As our statement pointed out, we certainly think that a 2.43 per- 
cent average is indeed too low. Yet we have not been convinced by 
the same reasoning that there can be a justification for the commer- 
cial banks having 12 percent reserve, nor the other financial institu- 
tions. 

Mr. Kroeu. Mr. Kimbrel, again I must tell you that I take excep- 
tion to your repeated statement that the mutual institutions are au- 
thorized to create reserves against losses equal to 12 percent of their 
deposit liability. 

r. Krusret. What we are saying, too, is we think that commer- 
cial banks are not asking for anything near 12 percent. While there 
is a wide disparity of thinking on that score, the Association of Reserve 
City Bankers think very definitely there should be a 10 percent reserve 
for bad debts, and on the other hand, the advisory committee to the 
Senate Banking Committee seemed to think that 5 to 10 percent in 
their recommendation would be better. 
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As I pointed out, there are some banks today who have reserves al- 
ready in excess of 5 percent, and some of them much higher than 5 
percent. 

So actually, there is no unanimity of thought. But we feel very 
away that the reserves should be much higher than the 2.43 percent 
presently existing. 

Mr. Kerocu. Will you explain to me how the American Bankers 
Association thinks that it will improve the reserve situation with re- 
spect to commercial banks by enacting legislation limiting the reserve 
requirements of mutual institutions? 

Mr. Kimerev. Nothing in our statement has been designed or pitched 
on the angle of trying to limit them, except as there would i uni- 
formity of treatment. 

Mr. Krocu. You are recommending the enactment of the so-called 
Curtis bill, are you not? 

Mr. Kimeret, With certain amendments, yes, sir. 

Mr. Krocu. And the amendment is with respect to the reserve re- 
quirements. 

Mr. Kriupret. Yes, sir. 

Mr. Kroc. And you made no specific recommendation with re- 
spect to how much reserve should be permitted ? 

Mr. Kruprew. The association has taken no position on such a figure, 
but I believe it would be reasonable to consider a limitation on annual 
additions of one-half of 1 percent of eligible loans under the maximum 
percentage to be reached. Based on the eligible loans of all commer- 
cial banks, at June 6, 1957, this would permit an annual addition to 
bad debt reserves of not more than $420 million. 

The Comptroller of the Currency tells us that banks now on the 
reserve method could have added $273 million to reserves in 1957, and 
will be able to add another $73 million in 1958. If all the banks were 
to adopt the reserve method and the 1957 transfer could have been in 
the range of $345 million, and $145 million could be added in 1958, 
thus, one-half of 1 percent industrywide addition to bad debt reserves 
would have resulted in an increased transfer between $75 and $148 
million in 1957, and from $275 to $347 million in 1958. 

Assuming the average effective tax rate of 50 percent, the tax de- 
crease would range from $3714 million to $74 million in 1957 and from 
$137 million to $174 million in 1958. 

Any of these amounts would be more than offset by the increased 
tax revenues under the Curtis bill, H. R. 8737. 

Mr. Krocu. The increased revenues that would be collected from 
| mutual institutions, is that not correct ? 

i Mr. Kiweret. Mr. Keogh, there would actually be no tax abate- 
j 





ment. It is purely, as you recognize, a leveling-out process as far as 
the Government is concerned. The Treasury Department would ulti- 
mately receive the very same amount of tax. It would simply be in 
those years when the weather conditions for farmers were adverse, 
or there were losses to small business, when it would in turn create a 
loss in the banks, and the Government would receive virtually no in- 
come, it would level out those years, and the banks would be paying 
tax. 
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However, in the better years, that would be leveled out, and it would 
be assuring the Government that they would receive some revenue 
each year. 

Mr. Kroon. Let me ask you, Mr. Kimbrel: Do you have any knowl- 
edge or information of the percentage of deposit liabilities that have 
actually been credited to reserves for losses by mutual savings insti- 
tutions since the enactment of the provisions of the 1951 act? 

Mr. Kimprev. No, sir; but I think I would like to make a part of 
the record, if you prefer, the information from a speech by Mr. Geor 
C. Johnson, the president of the Dime Savings Bank of Brooklyn, in 
which he makes some statements that I think are pertinent to the dis- 
cussion. He said: 


Soundness is determined by the skill and ability of the lender to make a proper 
appraisal of the property and the credit of the borrower. In proof of that, I 
ean best point to the experience of the Dime Savings Bank of Brooklyn, which 


originates and holds more home mortgages than any other savings bank in the 
world. 


Since the beginning of the FHA program in 1934 and the VA program in 1944, 
the Dime Savings Bank of Brooklyn has made a total of 61,158 such Government- 
backed loans with a total face amount of $636,761,000. In all those years, the 
bank has found it necessary to take over 259 of these properties out of a total of 
61,158. That is only forty-two thousandths of 1 percent. I am sure you agree 
that this is a most impressive figure. 


I do want to declare with all the force at my command that I believe the 
mortgage iending institutions of America have had enough experience and have 
developed enough skill to be able to conduct their operations without continually 
leaning on the Government. I honestly believe that loans of 90 percent or more 
on a conventional basis are inherently safe and sound. 

Mr. Kroau. Now, Mr. Kimbrel, I am always delighted to listen to 
or read a speech of George Johnson, for he is one of America’s great 
mutual savings bankers. But I repeat my question: Do you have any 
knowledge or information of the percentage of deposit liabilities that 
have been credited to a reserve for losses by the mutual savings insti- 
tutions since the enactment of the 1951 act ? 

Mr. Kimpret. No, sir. 

I would be delighted to get those figures and make them available 
to you and the committee. 

Mr. Krocn. I would be delighted to see your estimates so that I 
might compare them with the facts. 

Thank you very much, Mr. Chairman. 

(The following letter was received by the committee :) 


THE AMERICAN BANKERS ASSOCIATION, 


Washington, D. 0., February 21, 1958. 
Hon. Witpur D. MIILts, 


Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D. CO. 
Deak Mr. CHArRMAN: This is in response to Representative Keogh’s request for 
certain information which I agreed to furnish when I appeared before your 


‘ committee on February 6. 


As indicated in my statement, section 593 of the Internal Revenue Code permits 
mutual institutions to take for income-tax purposes a deduction for reserves for 
bad debts in any amount they consider reasonable, as long as the sum of such 
accumulated reserve, surplus and undivided profits does not exceed 12 percent of 
withdrawable accounts or deposits. After 1951 deductions for bad debt reserves 


have been the sole basis for fully tax deductible accumulation of funds up to the 
12 percent ceiling. 
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Since mutual institutions holding the bulk of the resources had total reserves, 
surplus and undivided profits in 1951 equal to less than 12 percent of withdraw- 
able accounts or deposits, the effect has been to permit them to allocate net 
income to the reserve for bad debts and to avoid payment of a significant amount 
of Federal income taxes. These reserves perform the same function as so-called 
general reserves or surplus. As a matter of fact, in the case of mutual savings 
banks, bad debt reserves appear to a substantial extent to be reported in surplus 
and reserve accounts, rather than being shown as deductions from gross loans as 
required for commercial banks; in savings and loan associations they are re- 
ported with so-called general reserves. 

Data on both allocation of net income and Federal income taxes paid are 
available for savings and loan associations that are members of the Federal Home 
Loan Bank System, and for mutual savings banks insured by the FDIC. 

The accompanying tables show that member savings and loan associations for 
the years 1952 through 1956 made additions to reserves and undivided profits of 
$1,448.5 million of which $1,345.8 million was allocated to reserves. During this 
same period member associations paid a total of $24.1 million in Federal income 
taxes, an amount equal to 1.7 percent of such total additions. The allocation to 
reserves during the period amounted to 3.8 percent of savings capital as of 
December 31, 1956, and it is apparent that most of it was tax deductible. 

During the same period insured mutual savings banks allocated $397.6 million 
to reserves, surplus and undivided profits and paid a total of $9.5 million in Fed- 
eral income taxes, equivalent to 2.4 percent of such allocations. We do not have 
available a breakdown of the transfers made to reserve, surplus and undivided 
profits, nor the amount of surplus that is held as a reserve for bad debts. It is 
apparent in view of the modest amounts of taxes paid that a substantial part of 
this accumulation was accomplished before provision for Federal income taxes. 
The 5-year accumulation of $397.6 million was 1.7 percent of total deposits of 
insured mutual savings banks on December 31, 1956. 

Balance sheet data for all operating savings and loan associations show an 
increase of $1,459 million in reserves and undivided profits between December 
31, 1951, and December 31, 1956; and for all mutual savings banks, an increase 
during the same period of $578 million in surplus, undivided profits and reserves 
(of which only $38 million was shown as loan valuation reserves deducted from 
loan accounts). Thus, for the years 1952 through 1956 the combined growth in 
both types of institutions amounted to $2,037 million (3.1 percent of combined 
share accounts and deposits as of December 31, 1956) against which only a nomi- 
nal amount of Federal income taxes was paid. 

Sincerely yours, 
M. M. Krmsret, 
Chairman, Committee on Federal Legislation. 


Reserve and surplus accumulations from earnings compared with Federal income 
tawes paid by insured mutual savings banks 


{In millions of dollars] 














Allocation 
of net income Federal 
to reserves income 
and undi- taxes 
vided profits paid 
or surplus 
ett eer tiak aii Bl hihi als hive nannlehibedbdnesienenemsunierhdenmeinalis 51.0 2.2 
Ekta cedar dd dottakidwocseeta ken dnwidbnenudie cnbcaelausvbeuee 62.7 2.1 
ite tl tienda te niedbiidoedibddethbinbediieapibeunmérsdnapwhband 98.8 3.4 
te Een eh ne artis nen oon aae thban ka hhanckenieeGenbanndddudaiiea 86.7 1.2 
A eiiG hint dint la deiube adie begets tcnaphsinedagnevenbesshe 98. 4 .6 
ES Geo eae Rh edt cn ea abe dntledneecamet esas scnceciny 397. 6 9.5 





Source: Federal Deposit Insurance Corporation, 
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Reserve and undivided profit accumulations from earnings compared with 
Federal income tawes paid by member savings and loan associations 





{In millions of dollars] 
Allocation of net income to reserves and 
undivided profits Federal 
Year siete as ial ss a Cr 
paid 
Reserves Undivided Total 
profits 
in. i. is ct nating ahead sixtctetannaladsateiu malate 158. 8 32.4 191.2 3.2 
ip AadbabtnchbangespasenckuehneeReckuuwamiiedn 208. 9 22.2 231.1 4.8 
Wd dacucdk cleanse autied abuse dhudeanatseneuben 268. 1 15.9 284. 1 5.5 
igus edad anwrstiebmitdnn tamiadnidadbatmmsibdies 341.3 14.1 355. 4 5.5 
DES adnntee ratanste nudhdabtertavendbinewniate 368. 7 18.1 386. 7 6.1 
DOES ¢ dditeiictincnteducead.srciteee 1, 345.8 102.7 1, 448.5 24.1 


Source: Federal Home Loan Bank Board. 


The Carman. Are there any further questions of Mr. Kimbrel ? 

If not, we thank you, gentlemen, for coming to the committee and 
giving us the benefit of the views of your organization. 

(The following statement and resolution were filed with the com- 
mittee :) 


SUPPLEMENTAL STATEMENT OF EDWARD P. CLARK ON BEHALF OF MUTUAL SAVINGS 
BANKS’ COMMITTEE ON TAXATION 


This supplemental statement sets forth the views of mutual savings banks 
on the letter of Mr. Arthur T. Roth, president of the Franklin National Bank, 
to the Honorable Wilbur D. Mills, chairman of the Ways and Means Committee, 
dated January 24, 1958, and the statement of Mr. M. Monroe Kimbrel, who 
appeared before the committee on behalf of the American Bankers Association 
on February 6, 1958. 


I. MR. ROTH’S LETTER OF JANUARY 24, 1958 


In this letter to the chairman of the committee, which he requested be made 
a part of his testimony, Mr. Roth admitted that each New York mutual savings 
bank is required by law to add annual amounts to its surplus fund until the 
fund reaches 10 percent of deposits. Mr. Roth made two comments on this 
provision of the law. Both bear correction. 

(1) Mr. Roth stated that enactment of the Curtis bill, H. R. 8737, would not 
— is impossible for mutual savings banks to make additions to their surplus 

unds. 

This is not the point. The point is that New York savings banks are required 
by law to put amounts into a loss reserve (called surplus fund). Obviously, 
the New York savings banks will obey the New York law. Under the Curtis 
bill, however, they will have to treat these mandatory transfers to loss reserves 
as if they are profits. 

(2) Mr. Roth stated that many New York savings banks are requesting that 
the 10-percent surplus-fund requirement be lowered. To our knowledge, there 
are no such banks. 

Mr. Roth has in the past few days arranged for the introduction in the New 
York legislature of a bill to require all mutual savings banks. to convert into 
commercial banks or trust companies within 3 years (New York Times, Feb. 
19, 1958, p. 39). This serves to emphasize the fact that Mr. Roth’s interest is 
the elimination of mutual savings banks, and not their survival. To keep 
savings-bank competition out of his luscious Nassau and Suffolk County pre- 
serves, he is employing every available legislative device, including tax measures, 
which would deprive savings banks of the reserves needed by them to survive. 
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Il. STATEMENT OF THE AMERICAN BANKERS ASSOCIATION 


Alleging it is seeking equality and uniformity, the American Bankers Asso- 
ciation has recommended legislation designed to do three things: 

(1) Decrease the income taxes of commercial banks by increasing their allow- 
able bad-debt reserves. 

(2) Increase the income taxes of mutual savings banks and savings and loan 
associations by changing the basis of their bad-debt reserves. 

(3) Restrain competition for savings deposits by placing a ceiling on deduc- 
tions for interest paid on savings and time deposits and dividends paid on 
withdrawable accounts. 

The mutual savings banks, most of which are members of the American 
Bankers Association, were shocked by the position taken by the administrative 
committee of that association. The statement of policy adopted by this group 
and presented to the Ways and Means Committee is a hasty and radical departure 
from the position previously held by the American Bankers Association. For 
many years it has refused to endorse the campaign of the so-called bankers com- 
mittee for tax equality to impose heavier taxes on mutual institutions. As re- 
cently as December 1957, we are informed, the administrative committee planned 
to make no change in this position. 

We do not believe the statement of policy of the administrative committee 
represents the considered viewpoint of the majority of commercial bankers. The 
statement was precipitately conceived and adopted by the administrative com- 
mittee on January 18, 1958, following intense pressure by a vitriolic minority 
in the association. The meeting of January 18, 1958, was a special meeting, called 
on short notice. We are convinced that when the membership of the American 
Bankers Association has had an opportunity to consider and pass on the 
statement of policy, the wiser and more thoughtful members will reject the 
hasty, ill-advised position of the administrative committee. 

The Association of Reserve City Bankers, which represents banks having 
approximately one-half of the commercial deposits in the United States, has 
already taken a firm stand against the action of the administrative committee of 
the American Bankers Association. On February 11, 1958, the Association of 
Reserve City Bankers reaffirmed the position it had previously taken, after 
due deliberation, by passing a resolution which reads in part as follows: 

“This association does not urge nor support legislation which will deprive 
other financial institutions of adequate allowable bad-debt reserves.” 

The full resolution has been sent to members of the Ways and Means 
Committee. 

Throughout its written statement filed for the record and its oral statement 
presented on February 6, 1958, the American Bankers Association has argued for 
uniformity of treatment, without at any time explaining why different institu- 
tions in substantially different businesses. for different purposes and objectives, 
and subject to different risks of loss, should be uniformly treated. This is apply- 
ing the straitjacket of uniformity with a vengeance and without regard to the 
basic differences between the institutions involved. 

A superficial examination of commercial banks and mutual savings banks will 
disclose they are different and should be treated differently. They have different 
businesses, they are different types of institutions, and their responsibilities and 
purposes are different. These differences are spelled out in greater detail on 
pages 23-27 of our statement. We shall here refer only to the major differences. 


Differences between mutual savings banks and commercial banks 


Mutual savings banks are almost 100 percent in the savings business. Only 
$55 billion, or about 32 percent, of the total deposits * of $175 billion in commercial 
banks on October 30, 1957, was in savings and time deposits; the balance of $120 
billion was in demand deposits (Federal Reserve Bulletin, December 1957, 
p. 1377). 

Mutual savings banks have invested approximately 60 percent of their 
assets in long-term mortgages, most of them on residential property. Commer- 
cial banks, on the other hand, have only about 10 percent of their assets in long- 
term mortgages. Most of their loans are short-term loans to individuals and to 
business. They finance domestic and foreign trade, and engage in numerous other 
banking activities, in which they have no competition from mutual savings 
banks. 


1 Other than interbank deposits. 
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Mutual savings banks pay interest on all savings deposits. They pay as high 
return as possible to individual savers. Commercial banks, on the other hand, 
pay as little interest as they can on savings deposits in order to make the largest 
possible profit for stockholders. 

A very significant point which commercial bankers overlook when they com- 
pare their tax burden with that of savings banks is that commercial banks pay 
no interest on demand deposits. These constitute more than two-thirds of their 
total deposits. They are, thus, in a position to make large profits on demand 
deposits; the income tax they pay is almost entirely attributable to profits on 
demand deposits. If they paid interest at the rate of 2 or 3 percent on their 
demand deposits of $120 billion, they would have no taxable income, and they 
would pay even less tax than the mutual savings banks, 

Mutual savings banks are mutual institutions. They have no stock or stock- 
holders, They are run exclusively for the benefit of savings depositors, and all 
earnings which can be distributed after allocations to necessary loss reserves 
are paid out annually as interest to savings depositors. Commercial banks, 
however, are stock corporations operated for the benefit of their stockholders. 
They get the same deduction as mutual savings banks for interest paid to 
depositors. But they must also provide for their stockholders, and, for each 
dollar of dividend paid to stockholders, commercial banks must pay a dollar 
of income tax. This additional taxpayment arises from the nature of com- 
mercial banks as stock corporations. Providing uniform bad-debt-reserve pro- 
visions for both mutual savings banks and commercial banks would not have the 
slightest effect upon this difference in corporate tax. Congress has taxed mutual 
institutions differently from stock corporations, not only in the banking indus- 
try, but also in the fields of farmers’ cooperatives and insurance. 


Bad-debt reserves 


The American Bankers Association has asserted that section 593 permits 
mutual savings banks to accumulate “bad-debt reserves equalling 12 percent of 
withdrawable accounts or deposits before they are required to pay Federal 
income taxes on retained earnings.” Later in its statement, it has insisted that 
“savings and loan associations and mutual savings banks may accumulate bad- 
debt reserves equalling 12 percent of withdrawable accounts or deposits.” These 
statements are incorrect and misleading, as the representatives for the Ameri- 
can Bankers Association must have known in view of the statement previously 
filed by the Mutual Savings Banks’ Committee on Taxation. In determining 
whether a savings bank is under 12 percent, the bank’s entire capital account 
(most of it accumulated before the savings banks became taxable) must be 
taken into consideration. This includes surplus and undivided profits, as well as 
bad-debt reserves. Thus, a savings bank’s bad-debt reserve under section 593 
can never reach 12 percent unless the bank has zero surplus and undivided 
profits. There is no such bank. 

The American Bankers Association has asserted that mutual savings banks 
do not need reserves of 12 percent against the long-term mortgages which make 
up the bulk of their loans. As stated above, this position is directly contrary to 
the position recently reaffirmed by the Association of Reserve City Bankers. 
Moreover, all the evidence indicates that mutual savings banks need these re- 
serves. We have discussed this in detail in our main statement. 

The American Bankers Association has urged that reserves for losses should 
be based on loans rather than deposits. That may be sound in the case of com- 
mercial banks. But in the case of mutual savings banks, all reserves, including 
surplus and undivided profits, are for the protection of deposits, and should be 
measured by reference to deposits. Supervisory authorities are accustomed to 
measure the adequacy of deposit protection by reference to the ratio of capital 
accounts to deposits. 


Deductible additions to bad-debt reserves 


The impression has been given by Messrs. Tark, Roth, Kimbrel and others 
who have been seeking to amend the provisions of section 593 of the 1954 code 
to the disadvantage of the mutual savings banks that huge sums have been with- 
held and added tax free to bad debt reserves since January 1, 1952. This is 
contrary to fact. 

Take Massachusetts as an example: Statistics as to the 189 Massachusetts 
savings banks as of October 31, 1956, as disclosed by the reports to the com- 
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missioner of banks and mutual savings central fund (this being the latest date 
when these statistics are available) : 


Cpe i ee = 4 RR $4, 700, 000, 000 
(b) Total net worth (surplus, guaranty fund and bad-debt 

Neen enn cn cca eae tide npenetedin * $538, 000, 000 
(c) Of this amount there was accumulated tax free as reserves 

a csenpicrantbehepereniawernmesaierersis $24, 281, 788 
RU ee RUE II, SR oi ce cece entrreneserym drm eeteenenepenns 0. 51 


2The net worth position was about 11.35 percent on a book basis. The tax basis is not 
available to us. ut assuming that this approximately reflects the situation, at least 
10.85 percent of the allowable 12 percent represents surplus and other funds not accumulated 
through tax-free deductions. 


The 4-year period for the Massachusetts savings banks may be compared 
with a corresponding 4-year period of the commercial banks following promul- 
gation of mimeograph 6209, which authorized commercial banks to use a 20-year 
formula in calculating additions to bad debt reserves. According to table 108 
of the FDIC Annual Report for 1956, insured commercial banks made the fol- 
lowing net transfers to reserves in the years 1948 through 1951: 





i sduitilennnindtione $279, 000, 000 
Neen ne ectonneiamemnitn 221, 000, 000 
Neen ee ee daennasih 191, 000, 000 
a csceecibbiaenhams 204, 000, 000 

5 eet oil at? Sn lt et SST ARR ON OI 895, 000, 000 


This is 0.57 percent of the total deposit liability of insured commercial banks 
at the end of 1951. 


Comparative tar revenues 


The statement of the American Bankers Association compares the Federal 
income taxes paid by all insured commercial banks in 1956 with those paid 
by savings and loan associations belonging to the Federal Home Loan Bank Board, 
and concludes that commercial banks paid tax at a rate 29 times greater than 
that paid by savings and loan associations. This comparison tells only half 
the story. As shown in exhibit I of our main statement and the table in the 
statement of the United States Savings & Loan League, mutual savings banks 
and savings and loan associations pay out most of their current earnings to 
depositors and holders of withdrawable accounts where they are taxed as ordi- 
nary income, whereas commercial banks disburse only a small portion of their 
current earnings to their depositors and stockholders. The tax revenues per 
$1,000 of assets are approximately the same for mutual savings banks, sav- 
ings and loan associations and commercial banks. 

In this connection, it should be noted that commercial banks can distribute 
nontaxable stock dividends to their stockholders. As an example of the possi- 
bilities in this area, see the table on page 3 of exhibit VI to our summary state- 
ment, which lists the very large tax-free stock dividend distributions and split- 
ups made by Mr. Roth’s Franklin National Bank. 


Ceiling on interest 

In its statement, the American Bankers Association has proposed that “any 
limitation which Congress may impose on the amount of deductible interest 
* * *” should be the same for mutual savings banks and commercial banks. 
In his testimony, Mr. Kimbrel favored a ceiling on deduction of interest by sav- 
ings banks. Although urged in the name of uniformity, this proposal is clearly 
an effort to restrain competition for savings and to eliminate, by tax penalty, the 
traditionally higher interest rates paid by mutual savings banks. 

A ceiling upon the deduction of interest is a radical departure from past prac- 
tice and would place an inequitable handicap upon savings banks in competing 
for savings deposits: 

(1) There is no similar ceiling on other industries or other taxpayers. All 
are allowed to deduct interest payments without limitation. There is no good 
reason to deviate from this rule in the case of the savings industry. 

(2) The provision would in effect be a regulation of the savings industry. 
Obviously, the Internal Revenue Code is no place to do this. If a ceiling on in- 
terest paid by banks were desirable, it should be set by the supervisory authori- 
ties having jurisdiction of the institutions affected. 
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(3) The provision would constitute a severe restraint upon competition for 
savings deposits, which would work in favor of commercial banks. Traditionally, 
savings banks have paid higher rates on deposits than commercial banks. See 
exhibit V to our summary statement. Their operating expenses are lower. In 
1956 current operating expenses of insured commercial banks, excluding taxes 
and interest on deposits, amounted to $47.89 for each $100 of operating earnings, 
whereas comparable expenses of insured savings banks amounted to only $17.62 
for each $100 of operating income. In addition, commercial banks must appro- 
priate a large portion of their earnings to pay dividends to stockholders. It is 
unthinkable, therefore, that savings banks should be held to payment of the same 
rate of interest on savings deposits as commercial banks. 


The Association of Reserve City Bankers, comprised of some 400 executives of 
banks located in Reserve cities, having approximately one-half of all the com- 
mercial deposits in the United States, today passed the following resolution: 

“The board of directors of the Association of Reserve City Bankers reaffirms 
its support of the Financial Institutions Act of 1957, S. 1451 and H. R. 7026, and 
urges its prompt passage by the House of Representatives of the Congress. 

“This association also respectfully requests legislation providing for more 
adequate allowable bad debt reserves, comparable to those available to other 
financial institutions. Such reserves will greatly strengthen the banking system 
and enlarge its ability to finance agriculture and commerce and particularly 
small business. 

“This association does not urge, nor support legislation which will deprive other 
financial institutions of adequate allowable bad debt reserves.” 

The CHatrrmMan. Without objection, the committee will recess until 
2:30. The first witness will be Mr. Radford Hall if he is present; 
otherwise, Mr. Tyre Taylor will be the first witness. 

(Thereupon, at 12:55 p. m., the committee recessed, to reconvene 
at 2:30 p. m.) 

AFTERNOON SESSION 


(The Ways and Means Committee of the House of Representatives 
reconvened at 2:30 p. m., Chairman Mills presiding.) 

The CuarrmMan. The committee will please come to order. 

Is Mr. Hall present? Is Mr. Radford Hall present? 

(No response. ) 

The CuarrMan. If not, Mr. Tyre Taylor is the first witnesses. 

For the purpose of the record, identify yourself by giving your 
name, address, and capacity in which you appear. 


STATEMENT OF TYRE TAYLOR, GENERAL COUNSEL, SOUTHERN 
STATES INDUSTRIAL COUNCIL 


Mr. Taytor. Mr. Chairman and members of the committee, my 
name is Tyre Taylor. My address is 1010 Vermont Avenue NW., 
Washington, D. C. I appear here on behalf of the Southern States 
Industrial Council, the ewaeniaten of which are in the Stahlman 
Building, Nashville, Tenn. ; aan 

The council was established in 1933. It is a regional organization 
representing almost all lines of industry and business in 16 Southern 
States from Maryland to Texas, inclusive. Its fundamental purpose 
is to restore and preserve to future generations the traditional Amer- 
ican free-enterprise system and to serve as a spokesman for that system 
from the Southern viewpoint. i 

We deeply appreciate the opportunity so generously afforded us to 
appear before this great committee. 
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At the last meeting of the council’s board of directors held in Hot 
Springs, Va., on May 23 through 25, 1957, a policy statement pertain- 
ing to Federal taxes was unanimously adopted. With the permission 
of the committee and to conserve time, I should like to file this state- 
ment for the record at the conclusion of my testimony. Today I shall 
confine my discussion to two problems, both of which we regard as of 
the utmost urgency and importance and both of which are believed to 
be within the scope of this hearing. 

The first of these problems arises from the present near-confiscatory 
individual and corporate income tax rates. And may I say at the out- 
set that I approach this subject in full awareness of the Soviet earth 
satellite now circling our world and in full recognition of the inade- 
quacy of our defense program and of the necessity for spending more 
money—possibly a great deal more money on that program. 

I am also conscious of the slowdown in business and industrial 
activity; of the steadily mounting unemployment; of the prospect of 
declining revenues; and of the possibility—many people would say 
the probability—that we may be heading into a major economic 
recession. 

With this preface, I say that the present individual and corporate 
income tax rates are so fantastically high as to be, in a quite literal 
sense, self-defeating. 

From a strictly revenue standpoint, they have passed the point of 
diminishing returns and we are now threatened with what someone 
has aptly called an income-tax depression. This view is supported by 
the actual experience of the Federal Government—which I am pre- 
pared to document—and by the writings and speeches of innumerable 
tax authorities from Andrew Mellon to Roswell Magill. 

And not only are the present individual and corporate income tax 
rates self-defeating from the standpoint of raising needed revenues, 
they are socializing earnings, preventing the formation of risk capital, 
destroying the profit motive, and seriously handicapping economic 
growth. Incidentally, they are also making it virtually impossible 
for anyone to make any adequate provision for old age. 

A friend of mine said to me the other day: 

“The trouble with this country is that people no longer want to 
work.’ 

I think there is considerable truth in what he said and that the 
reason for this attitude or tendency is not hard to find. For the harder 
people work and the more they earn, the higher their tax bills, until 
in the highest tax bracket, the Federal Government’s take is 91 per- 
cent, to which, of course, must be added State and local taxes of all 
kinds. 

Generally speaking, there are only two reasons and perhaps only one 
which inspire men to put forth the maximum effort of which they are 
capable. One is the possibility of reward—incentive. 

That is the system we had before the present brutal and paralyzing 
rates were established. The other is stark fear—terror—the system at 
first relied upon by the Soviet dictatorship and now being abandoned 
by them in favor of incentive. 

It is ironical, to say the least, that just as the Soviet Union discovers 
the value of incentives in getting work done, we should increasingly 
downgrade them. 

It seems to us, gentlemen, that the Sadlak-Herlong bill, which is 
now pending before your committee, and with which all of you are 
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familiar, offers a reasonable and realistic approach to this problem of 
restoring lost incentives. It is gradual in its application, reducing 
both top individual and corporate rates from 91 and 52 percent to 
42 percent, over a 5-year period. 

However, it contains postponement procedures whereby this reduc- 
tion could be spread over a period of 9 years, if the necessity should 
arise. Such forward scheduling of income tax reduction would also 
operate as a powerful curb on spending. In addition, if the present 
recession should worsen, the tax reduction provided for in this bill 
would give the economy a powerful shot in the arm. 

But it is being said—and said ever more stridently—that the issue 
now is not incentives or the lack of them, but survival itself. 

With all respect to those who sincerely feel this way, the only appro- 
priate answer I can think of is that made by General McAuliff when 
the Germans called upon him to surrender at Bastogne. Only the 
politically naive really believe that, in all this Government’s stupend- 
ous overhead, including foreign aid, farm price supports, the $5 billion 
of savings recommended by the Hoover Commission, veterans’ benefits, 
rivers and harbors and the myriad of social welfare activities, to men- 
tion only a few—that many, many billions of dollars cannot and 
should not be saved and diverted to other and more essential things. 

The second inequity—and it is a grave one—to which I wish to 
invite your attention at this time is the matter of depreciation for 
tax purposes. Because many members of the council are engaged in 
textile manufacturing, I will use this industry as an illustration of 
what I mean, though the problem is by no means limited to this par- 
ticular field of manufacturing. 

Take the experience of a cotton textile mill in Alabama, about which 
I heard just the other day. They recently replaced a spooling machine 
after 18 years of use. The original cost of this machine was $18,000, 
and under existing depreciation rules they had charged off $18,000 
and sold the machine for scrap for $500, making a total of $18,500. 

What do you think the new replacement cost was? It cost $63,000— 
or three and a half times the original cost. 

And listen to this: This letter is dated November 18, from one of 
our members in Tennessee : 


The modern loom of today has made the loom of 10 years ago obsolete. The 
loom of today is a more complicated machine and is a great deal more expensive 
than the loom of 10 years ago. 

A cotton card today is very little different from the card of 10 or 20 years 
ago but is a great deal more costly. 

The spinning frame of today is marvelously improved over the frame of 10 
or 20 years ago and is a great deal more costly than the old frame. The same is 
true of the drawing frame and of many other types of cotton mill and knitting 
machinery. 

In this day of increased efficiency and automation, much of the machinery that 
was considered sufficient 10 years ago is now out of date and considered obsolete. 

Think of the cost of a Plymouth or Chevrolet car today as compared to 10 
or 20 years ago. The advance in the price of cotton mill and knitting mill ma- 
chinery is considerably higher than on automobiles as there is no such volume 
of production as in the case of the automobiles. 

In other words, consider a piece of machinery bought 20 years ago and just 
now fully depreciated. The depreciation dollars set aside would not begin to buy 
a new machine. Many kinds of machines bought 10 years ago if fully depreciated 
now could not be replaced from the depreciation fund set up over the 10 year 
period. 
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ree “spe the problem better than I could state it. What is the 
remedy 

My Tennessee friend suggests that a plan should be evolved for 
revaluing machinery at the end of each year on a replacement basis 
and that depreciation should be allowed on this higher replacement 
cost rather ios the original cost. 

He goes on to add in a letter dated January 6, 1958, that such treat- 
ment would not only remove the existing inequity but would greatly 
encourage replacement of obsolete equipment with new and improved 
equipment and would greatly stimulate the machinery business, mean- 
ing, he says, larger volume and more profit for machinery manufac- 
turers and more taxes for the Government. 

The council’s recommendation is more general, but it adds up to the 
samething. It says that— 

In order to permit business to maintain a high degree of efficiency, and thus 
produce the most effective force for combatting inflation, we urge that Con- 


gress establish a formula for determining depreciation based on the current 
cost of replacement. 


In conclusion may I say that these two recommendations—reduc- 
ing the rate and providing for a more equitable and realistic method 
of depreciation—are by no means all the improvements that the council 
feels should be made in our tax laws. They were selected as the 
most urgent and important and because time limitations prevent fuller 


discussion. 

Thank you. 

Now, Mr. Chairman, I should like to offer for the record less than 
2 pages of the council’s statement on Federal taxation. 

oe CuarrMan. Without objection, that will be included in the 
record. 

(The document entitled “A Declaration of Policy” is as follows:) 


A DECLARATION OF POLICY 


Adopted by the board of directors of the Southern States Industrial Council at 
its annual meeting, Hot Springs, Va., May 23, 24, 25, 1957 


SOUTHERN STATES INDUSTRIAL COUNCIL 


Organized in 1933, the Southern States Industrial Council represents business 
and industry in the 16 Southern States from Texas to Maryland, inclusive— 
one-third the States of the Union, comprising one-third the area and containing 
one-third the people of the Nation. 

Members of the council come from all lines of business and industry in the 
South—large and small. The amount of dues paid is entirely voluntary on 
the part of the member. The council also has many members from outside 
its region. 

The fundamental purpose of the Southern States Industrial Council is to 
restore and preserve to future generations the traditional American free- 
enterprise system which is the basis of our strength as a nation—and which 
is the product of freedom itself. 

The special function of the council is to represent the voice of free enterprise 
from the southern viewpoint. This southern viewpoint has been a stabilizing 
influence in the life of the Nation, particularly in recent years, and bids fair 
to continue so in the years ahead. 

There is a great body of sound, conservative thinking in the South that has 
unswervingly supported the basic principles of our form of government—the 
rights of local and State governments and the freedom of the individual. 

This thinking has not submitted to centralized government, it has not been 
misled by Federal aid, it has held fast to basic economic principles. It is this 
thinking to which the council give unified utterance. 
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Organized on a regional basis, the council can only speak for the South as 
a region, but the work it is doing is in the interest of the whole Nation—the 
preservation of free enterprise is just as important to one part of the Nation 
as another. 
A DECLARATION OF POLICY 


I. NATIONAL SOVEREIGNTY 


Safeguard our national sovereignty. Upon it our freedom depends. 

Sovereignty—nationalism—patriotism are living principles under which our 
Nation came into being and, for more than a century and a half, has grown 
and prospered. 

In recent years, we have been witnesses to the steady weakening and under- 
mining of these basic principles. Our sovereignty has been impaired, nationalism 
has acquired an isolationist stigma, patriotism is not as highly revered as it once 
was and, in the minds of too many people, treachery is something to be condoned. 

The council is unalterably opposed to these evil trends. It commends the 
Senate for refusing to ratify the U. N.-sponsored Genocide Convention and calls 
upon it to take similar action when and if the U. N.-sponsored Declaration of 
Human Rights is submitted. It further earnestly urges Congress to propose, 
without delay, an amendment to the Constitution providing that all treaties and 
executive agreements shall be subordinate to the Constitution and laws of the 
United States and subject to the reserved powers of the States. 


II. RIGHTS OF THE INDIVIDUAL 


Protect in every way the rights of the individual as guaranteed by the Consti- 
tution. These fundamental rights are inherent in every citizen and must be 
preserved inviolate. 

The Constitution of the United States is based upon the philosophy, first pro- 
claimed in the Declaration of Independence, that all men are endowed by their 
Creator with certain inalienable rights. 

This philosophy is directly contrary to the totalitarian principle that man’s 
rights are conferred upon him by Government and that what Government gives, 
it may also take away. 

In almost every area of our life there is constant erosion of these fundamental 
human rights, chiefly throgh Federal taxes and regulation, Government extrava- 
gance, deficit spending, and other actions and policies of the Federal Govern- 
ment. The results are to deny to the great majority of the people any oppor- 
tunity to become financially independent and to make them wards of the Gov- 
ernment. This is a serious menace to freedom. 

The council rejects as inimical to the rights and dignity of man the whole 
socialistic, leveling down philosophy of the welfare state. 


Trial by jury 

The council notes with alarm and dismay the ever-increasing tendency of the 
Federal Government to encroach upon and absorb functions properly belonging 
to the several States and to exercise the powers so usurped by means, either 
of administrative ruling by commissions or other governmental agencies, or 
by judicial action based upon substitution of injunctions for trial by jury. 
The council calls upon Congress to curb this trend. 


III. STATES RIGHTS 


Safeguard the rights of individual States by holding the Federal Government 
to the delegated power as specified in the Federal Constitution and to the 
statutory procedure in administering that power. 


Education 

The council believes that a return to the fundamentals of education is long 
overdue, that the public-school system should remain under local control and 
that it, along with the heme and the church, should constitute a strong first 
line of defense against subversive attack from whatever source. 

We urge our education leaders, including the alumni of our institutions of 
higher learning, to emphasize at every opportunity the spiritual, human, and 
social values of our free-enterprise system and the sterility and hopelessness 
of collectivist materialism. 
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Federal aid to education 


The council opposes expanded Federal aid to education, including Federal aid 
for school construction, because public education is a matter which should be 
financed and controlled by local governments close to the people. 


Integration 


The decision of the Supreme Court decreeing integration in the public schools 
is a flagrant invasion of the rights of the States reserved to them by the 9th 
and 10th amendments. Throughout our history, public education has been a 
State and local function and segregation was held to meet all the requirements 
of the Constitution so long as the separate facilities provided were equal. 

The Court held that segregation violates the equal protection clause of the 
14th amendment and ordered compliance with its decree with all “deliberate 
speed.” In doing so it conveniently overlooked section 5 of that amendment which 
gives Congress the exclusive power to implement it through appropriate legisla- 
tion. The decision is, therefore, not only a flagrant invasion of the rights of the 
States but is a brazen usurpation of the power of Congress to legislate. 

The duty of the Federal courts is to construe the Constitution and laws passed 
under it. The courts’ current practice of rewriting the Constitution and laws 
passed by Congress must be ended and the council favors an appropriate con- 
stitutional amendment which would accomplish this result. 


Federal preemption 


The council supports Federal legislation to require that no act of Congress 
shall be construed as indicating an intent on the part of Congress to occupy the 
field in which such act operates, to the exclusion of State laws on the same 
subject matter, unless such act contains an express provision to that effect. 


Force bills 
The council opposes so-called civil-rights legislation. 
Voting age 


The council opposes any Federal action designed to change the voting-age 
requirements as fixed by the several States. 


Presidential electors 


The council favors a constitutional amendment providing that presidential elec- 
tors shall be chosen in the same manner as are Members of Congress; i. e., by 
the people of the several States in accordance with the rules of such State. 


IV. FEDERAL MONETARY SYSTEM CONTROLS AND SUBSIDIES 


Build a better understanding of basic economic conditions, and of the American 
profit-and-loss system, especially in employee education programs and in our 
schools and colleges. 


The Federal Reserve System 


In order that the Nation may resume and maintain sound monetary, credit 
and fiscal practices, it is essential that the Federal Reserve System continue 
to function as an independent agency, accountable only to the people through 
the Congress. 

To assure its independence of the executive branch, it is necessary that the de- 
centralization existing within the Federal Reserve System be extended by giving 
more authority to the Boards of Directors of the individual Reserve banks. 

We urge the Congress to enact the legislation necessary to accomplish this 
objective. 

Subsidies 


In general, Federal subsidies are politically motivated. Their aim is to gain 
or retain the political support of particular groups at the expense of all the 
taxpayers. 

Federal subsidies also make for additional Federal controls. When the Gov- 
ernment supports the price of any commodity, it must of necessity control the 
production of that commodity. 

The council believes that the general welfare will be best served by the pro- 
gressive elimination of all subsidies, except where necessary to the national 
defense. 

In addition, the council favors a fair and equitable user charge to be paid by 
those industries which use publicly financed facilities and which compete with 
other industries which do not use such facilities. 
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Government regulation of business enterprises 


Government regulation of business enterprises by commissions and boards 
should be held to the minimum necessary to safeguard the public interest, and 
such boards and commissions should be answerable only to Congress. The council 
opposes inequalities of regulation by statutory exceptions or provisions that are 
preferential to one enterprise and prejudicial to another. 


Inflation 


Last year the council warned against the threat of further inflation and said 
that, regardless of official protestations to the contrary, this threat poses a serious 
danger to the welfare of the people of the Nation. 

In the 12 months that have elapsed since this warning was issued, wages and 
prices have continued their upward spiral and the purchasing power of the dollar 
has declined from 50 percent of its 1939 value to 47 percent. In addition to the in- 
flationary factors which were present in the economy during 1956, there is now 
the possibility if not the certainty of greatly increased Government spending. 

The council again earnestly urges industry, labor, and Government to refrain 
from taking any action the effect of which would be inflationary and thereby 
further undermine the value of the dollar, eat away the savings of the people, 
and weaken the economy of the Nation. 


Distressed areas 


In the opinion of the council, solution of the problem of economically dis- 
tressed areas will not be found in Federal subsides or pump priming. Rather, 
it will be found in the dynamic operation of our free-enterprise system and 
preventive planning and cooperation of business, labor, and civic organizations. 


Business size and the public interest 


American industry and business have evolved over the years in response to 
the changing needs and desires of the consuming public. The council favors 
fair and effective enforcement of the antitrust laws, but totally rejects the yard- 
stick of mere size as a criterion of monopoly, undue concentration, or lack of 
competition. 


Monopoly 


The exercise of monopolistic power is a threat to the maintenance of our free 
institutions and the competitive enterprise system. 

The most dangerous form of monopoly is that of big government. Other 
forms of monopoly may be restrained by Government. But if big government 
develops to the point where it may perpetuate itself in office by the support 
of those to whom it grants favors, freedom and self-government are jeopardized. 


Natural gas 


The council believes that the Federal Government should not undertake the 
control or the regulation of rates of those engaged in the production, gathering, 
processing, or selling of natural gas prior to its entry into an interstate trans- 
mission papeline and that the Natural Gas Act should be amended accordingly. 


V. FEDERAL TAXES 


Help develop an equitable tax system that will restrict the Federal Government 
to its proper Constitutional functions, reserve certain sources of taxation to 
the State and local governments, broaden the tax base, eliminate the double 
taxation of corporate dividends, and provide equality of taxation to all com- 
peting business enterprises. 


Constitutional limitation of Federal tares 


The council submits that a fixed ceiling on the rate at which Federal income, 
estate, and gift taxes can be levied and collected, except on income taxes in 
time of war, should be written into the Constitution. 

The unlimited power to tax presently exercised by the Federal Government 
in socializing earnings, preventing the formation of risk capital, and destroying 
the profit incentive. It is also taking away important sources of revenue which 
should be reserved for the State and local governments. The effect of this is to 
compel State and local authorities to become applicants for Federal funds 
which, if granted, are subject to Federal control thus increasing the power of the 
Central Government over the States and localities. 
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Personal income tawv 


The council believes that so long as the personal income tax constitutes the 
major source of revenue for the Federal Government its base should be kept as 
broad as practicable through the retention of reasonably low individual exemp- 
tions. 


Double taxation of corporate dividends 

Corporations should be exempted from the payment of Federal income taxes 
on the portions of their earnings which are distributed to the stockholders as 
dividends. 


Tag equality 

In the interest of fair play and equal competition the council urges the Con- 
gress to plug the loopholes in the present laws which give cooperatives, credit 
unions, Federal savings and loan associations and all similar businesses, an 
unfair advantage over private enterprise. 
Capital-gains tax 

This tax retards the free flow of investment capital and has a stifling effect 


on our economy. It should be repealed, thus permitting such gains to remain 
tax free for reinvestment, as is the case in other free nations of the world. 


Adequate allowance for depreciation 

During a period of inflation the cost of replacing wornout or obsolete buildings 
and equipment is much more than the amount allowed under present Federal tax 
laws, based on original cost, to be charged as depreciation, This is particularly 
harmful when taxes are taking more than 50 percent of the profits earned by 
many businesses. 

In order to permit business to maintain a high degree of efficiency, and thus 
produce the most effective force for combating inflation, we urge that Congress 
establish a formula for determining depreciation based on the current cost of 
replacement. 


Depletion allowances 


The council supports the principle that industries based upon the extraction of 
exhaustible resources should be allowed adequate depletion allowances. 


Elimination of surtax on consolidated returns 
The council believes that the surtax on consolidated returns and the tax on 
intercorporate dividends should be eliminated. 


VI. GOVERNMENT ECONOMY 


Promote honesty, economy, and efficiency in government—Federal, State, and 
local, 


Fiscal policy 
The national debt remains in the neighborhood of $278 billion. This sum 
does not include Government-guaranteed loans and other contingent liabilities. 
Taxes are still far too high—in certain brackets closely approaching confisca- 
tory levels. 
In the light of these facts, the council urges the Congress to take the following 
actions: 
1. Reduce the proposed $71.8 billion budget by at least $6.5 billion. 
2. Avoid any increase in the present Federal debt ceiling. 
3. Avoid contracting any obligations outside the present debt ceiling. 
4, Approve the Byrd-Bridges amendment to limit Federal expenditures 
to estimated receipts. : 
5. Provide for return to a convertible gold coin standard and the liquida- 
tion of the present managed currency system. 
6. Provide for systematic payment of the national debt. 
The council heartily commends the Senate Finance Committee for its recent 
decision to undertake a comprehensive investigation of the financial condition of 
the United States. 


Joint committee on the budget 


It is beyond the capability of Congress as presently organized to inform itself 
as to each of the myriad items in the budget and to know which can be elimi- 
nated or reduced without injury to essential public services. To remedy this 
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and to restore to Congress control of spending, the council recommends the estab- 
lishment of a joint House-Senate committee with an adequate staff to make a 
continuing study of the budget and advise Congress. 


Postal rates 


The council takes the position that the budget of the Post Office Department 
should be balanced through internal economy and the elimination of subsidies 
by the adjustment of rates so that each class of service pays its own way. 


VII. PRIVATE ENTERPRISE 


Government competition with private enterprise is contrary to the principles 
upon which our economic system rests, and should be eliminated. 


Socialization of commerce and industry 


The council opposes Government competition with private enterprise in all 
‘ fields of endeavor, including but not being limited to the production and distri- 
bution of electric power, transportation, home building and home financing, 
banking, insurance, fertilizer, and other manufacturing. 


Atomic power 


The council believes that atomic plants for generating electricity should be 
built and operated by private enterprise and not by the Federal Government. 
Accordingly, the council will oppose legislation which, under the guise of ex- 
pediting atomic power development, would in fact be a long step toward the 
ultimate socialization of this new industry. 

The council also views with extreme misgivings the pending treaty for an 
International Atomic Energy Agency and, in the absence of a more persuasive 
showing than has yet been made, urges the Senate to reject this treaty. 
Federal licensing of corporations 

The council is opposed to the Federal licensing of corporations as a condition 
to engaging in interstate and foreign commerce as an unwarranted extension 
of the Federal power. 

VIII. SOCIAL WELFARE 


Oppose those Government plans which destroy individual initiative and self- 
reliance. 


Socialized medicine 


The council commends Congress and the administration for their refusal thus 
far to approve any program of compulsory health insurance. 

All history proves that such a system is unworkable; that it would impair the 
financial stability of the Nation; and would lower the high standards of medical 
care which we now enjoy. 

We urge the Congress to continue to reject all efforts to impose such a system 
upon the people of the United States. 

Social security 

Security is the direct responsibility of the individual and should not be assumed 
by the Government. 

The present system of social security is misleading in that it seemingly provides 
the basis for assurance that reserves are being set up to meet future contingencies. 
Actually, these so-called reserve funds are being dissipated to meet current gov- 
ernmental expenses. 

So long as the social-security program is in effect, the council urges that the 
tax rates be limited to the amount paid out in benefits each year and that elderly 
people who are able and willing to work be encouraged to remain in the work 
force. 


Direct relief (public assistance) 


The council believes that direct relief is the responsibility of the States and 
localities and advocates the elimination of the Federal Government from this 
field. 


Unemployment and workmen’s compensation 
The States should have maximum latitude in the solution of unemployment 
problems peculiar to their localities. A workable experience rating should be 
included in any unemployment compensation law in order to provide incentive 
20675—58—pt. 362 
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for an employer to stabilize employment. The council strongly opposes any 
federalization of the unemployment program, or workmen’s compensation pro- 
gram, including the imposition of Federal standards for the payment of benefits. 


IX. LABOR RELATIONS 


Protect the rights of the individual worker and the general welfare of the 
people by opposing compulsory and monopoly unionism and by advocating State 
control of strikes and picketing. 


Compulsory and monopoly unionism—Industrywide bargaining—State control 
of strikes and picketing 
The council believes that the privilege of seeking and keeping employment, 
with or without union affiliation, is a birthright of every American citizen guar- 
anteed by the Constitution and is indispensable to a free labor movement. 
Under existing law permitting the imposition of the union shop the individual 
worker may be compelled to join the union in order to keep his job. Vresent law 
also permits industrywide bargaining and industrywide strikes. This further 
limits the worker’s freedom of choice and gives to a few union officials the power 
to paralyze the industrial life of the Nation. To remedy this situation, at least in 
part, the council advocates: 


1. That the States be allowed to exercise their constitutional authority 
to deal with strikes, picketing, and boycotts; 

2. That Federal antitrust laws be made to apply to unions as they now 
apply to industry. The enormous growth of the labor monopoly due to the 
merger of the AFL—C1O makes this more imperative than ever ; 

3. That strikes be made subject to control of the bargaining unit by se- 
eret ballot of the membership after consideration of the employer’s last 
negotiated best offer; 

4. That picketing for organizational purposes be made an unfair labor 
practice ; 

5. That the compulsory checkoff of union dues be prohibited ; 

6. That all union officials be elected rather than appointed, such elections 
to be held regularly by secret ballot; 

7. Urges strict enforcement of the Corrupt Practices Act, particularly 
as applied to labor unions; the lack of such enforcement is deplorable. 

The council further believes that the secondary boycott provisions of the 
Labor-Management Relations Act should be strengthened so as to comply with 
the original intent of Congress. 


Strike violence and lawlessness 


The use of physical force, threats, violence, and mass picketing interferes with 
the employees’ freedom of choice and should not be permitted. Conscientious 
and fearless enforcement of the law at State and local levels would largely 
eliminate these evils. In many instances, public officials, charged under their 
oath of office with law enforcement, have been grossly derelict in their duties. 


The guaranteed annual wage 


The council opposes the guaranteed annual wage, believing it to be economically 
unsound and impracticable. 


Fair Labor Standards Act ,increase in the minimum wage, and Walsh-Healey Act 


The council opposes Government wage and price fixing on principle. No act 
of Congress can assure a worker a wage in any amount, or a standard or scale 
of living at any level. 

The Council does believe, however, that so long as the present wage-hour law 
is on the books, minimums established under it should become the minimums fixed 
for employees engaged in work on Government contracts. 

The maladministration of the Walsh-Healey Act regulating Government pur- 
chases constitutes a prime example of executive distortion of an act of Con- 
gress for political purposes. The council renews its demand for immediate repeal 
of this law. 

X. NATURAL RESOURCES 


Protect, develop, and conserve our natural resources, with emphasis upon in- 
dividual and State rseponsibility. 
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It is the responsibility of each generation to make wise use of our natural 
resources, both renewable and nonrenewable, with due regard to the needs of 
future generations. 

The council believes that this can be most effectively accomplished by em- 
phasis upon individual and corporate responsibility, and the widest possible 
participation of State and local governments. 


XI, FOREIGN AFFAIRS 


Support a foreign policy which will protect America’s security, independence 
and integrity, and safeguard the citizen’s home, individual rights, especially the 
rights of the worker and the owners of property and business. 


Foreign aid 


We do not believe it is possible to buy reliable friends and allies and keep them 
bought. 

We also know from experience that we cannot permanently strengthen our 
friends or deter our enemies by subsidizing socialism. 

We believe our Government should avoid dissipation of the Nation’s resources 
in impossible attempts to raise the living standards of vast segments of the 
world’s ever-growing population. We believe such ill-conceived attempts are 
foredoomed to failure and, by raising false hopes, make more enemies than 
friends, ; 

The council, therefore, favors the immediate drastic reduction of foreign eco- 
nomie aid, with a view to its early elimination and a continuing review of our 
policy of military aid. 


International trade 


The council recognizes that sound international relations make it desirable for 
exports to be balanced by imports, thus encouraging two-way trade. However, 
it also recognizes that there is a limit beyond which this country cannot go in the 
latter direction without inflicting serious injury upon the domestic economy, and 
that in the case of a number of industries, this limit has already been reached or 
passed. Therefore, the council recommends— 

(1) An immediate review of the entire trade-agreements program with 
a view to such rate adjustments as are necessary to protect American pro- 
ducers and workers from unreasonable and unfair competition based upon 
cheap foreign labor. In situations such as now prevail in the case of many 
industries, where adequate protection from cheap foreign labor, cannot be 
afforded through upward tariff adjustments under the trade-agreements 
program, fair and reasonable import quotas should be established. 

(2) Elimination of the General Agreement on Tariffs and Trade (GATT) 
from tariff making and defeat of the proposal to have the United States join 
the Organization for Trade Cooperation (OTC). 

(3) Rejection of the idea of Government subsidies for domestic industries 
injured by the trade-agreements program, 


Immigration 


The test of any immigration policy must be, what is good for America? 
Measured by this test, the council feels that the McCarran-Walter Act is a 
great improvement over former immigration laws and opposes any basic changes. 


International Labor Organization 


The International Labor Organization was ostensibly established to work for 
social justice in the field of labor-management relations. 

It has become in fact an international propaganda forum for communism. 
Supposed to be comprised of representatives of government, free employers, and 
free labor, its employer and employee representatives from the Communist 
countries are nothing more than agents of the Communist party. 

The council calls upon Congress to stop contributing to this discredited agency 
which has been used to further Red aims. 


XII. BIG GOVERNMENT 


Again—pursuing the policy upon which he unexpectedly embarked last year— 
the President has recommended a substantial increase in Federal spending. The 
$71.8 billion budget is the largest in our peacetime history and even it does not 
include all the Government spending in prospect. If the highway and other 
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programs which are now outside the budget were included, the total would ap- 
proximate $86 billion. 


In the opinion of the council, this proposal is extravagant, wasteful, and infla- 
tionary. It involves a fundamental reversal of what had been administration 
policy up until last year. Indeed, in this and other vital matters of national 
policy, including foreign policy, the two major parties are now indistinguishable. 
Both are committed to a program of Government intervention and international- 
ism which can only increase the size, power, and cost of the Central Government. 


The council earnestly urges the Members of Congress to take a determined stand 
against this trend. 


XII. SUBVERSIVE ACTIVITIES 


The council reaffirms its unalterable hostility to communism, socialism, fascism, 


or any other form of totalitarian government, and favors the exposure and eradi- 
cation of subversion wherever it exists. 


THE COMMITTEE ON DECLARATION OF POLICY 


T. D. Russell, president, Russell Manufacturing Co., Alexander City, Ala. 

G. Ted Cameron, president, Cameron Feed Mills, North Little Rock, Ark. 

Henry W. Dew, executive vice president, St. Joe Paper Co., Jacksonville, Fla. 

Hansell Hillyer, president, South Atlantic Gas Co., Savannah, Ga. 

John E. Tilford, president, Louisville & Nashville Railroad Co., Louisville, Ky. 

M. G. Geiger, executive vice president, W. R. Grace & Co., New York, N. Y. 

Donald J. Gray, general manager, Masonite Corp., Laurel, Miss. 

Howard I. Young, president, American Zinc, Lead & Smelting Co., St. Louis, Mo. 

William A. Tomlinson, president, Tomlinson of High Point, High Point, N. C. 

R. W. Thomas, vice president, Phillips Petroleum Co., Bartlesville, Okla. 

Elliott Wannamaker, T. E. Wannamaker, Inc., Orangeburg, S. C. 

Justin Potter, 4108 Hillsboro Road, Nashville, Tenn. 

George W. Armstrong, Jr., chairman of board, Texas Steel Co., Fort Worth, Tex. 

William R. Seward, president, Seward Luggage Manufacturing Co., Norfolk, Va. 

Hayes Picklesimer, president, Kanawha Valley Bank, Charleston, W. Va. 

Raymond C. Firestone, president, Firestone Tire & Rubber Co., Akron, Ohio. 

P. S. du Pont, 3d, secretary, E. I. du Pont de Nemours & Co., Wilmington, Del., 
chairman. 


The Cuatrman. Are there any questions of Mr. Taylor? 

If not, we thank you for coming to the committee and giving us the 
benefit of the views of the organization that you represent. 

Mr. Saptax. Mr. Chairman, may I ask one question ? 

You stated that you represent some 16 Southern States. Ayyroxi- 
mately how many individuals or businessmen do you represent ? 

Mr. Taytor. About 2,000, sir. 

Mr. Sapiak. Two thousand businessmen ? 

Mr. Taytor. Two thousand businessmen. 

Mr. Sapiak. So that if you were to take that and reduce that down 
to individuals, what would it be? A hundred thousand, or 200,000? 

Mr. Taytor. I never made such an estimate. 

Mr. Sapa. It is not as much as 200,000 or half a million; is it? 

Mr. Taytor. Well, what are you talking about now, the executive 
personnel of each one of these companies ? 

Mr. Sapiax. Let’s say the number of employees in the businesses? 

Mr. Taytor. It would be over 200,000. 

Mr. Sapiak. That is all, Mr. Chairman. Thank you. 

The Cuatrman. Thank you. 

Our next witness is Dr. Charles F. Phillips. 

Dr. Phillips, please come forward and give us your name, address, 
and the capacity in which you appear, for the benefit of the record. 
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STATEMENT OF DR. CHARLES F. PHILLIPS, PRESIDENT, BATES 
COLLEGE, LEWISTON, MAINE 


Mr. Puiuuirs. Mr. Chairman and members of the committee, I am 
Charles F. Phillips, president of Bates College, located in Lewiston, 
Maine. However, I appear before you today not as a college president 
but as an economist, which I am by background and training. 

My testimony is on my own behalf, as well as for the members of 
the Associated Industries of Maine, the Maine State Chamber of Com- 
merce, the Maine Merchants Association, Inc., and the New Hamp- 
shire Manufacturers’ Association. 

May I begin my brief testimony by referring to a statement of your 
former chairman, the late Representative Cooper of Tennessee. Last 
September, in announcing that these hearings would take place, he said 
they would— 


be conducted for the purpose of reexamining the basic policies underlying our 
tax laws. 

I know of few committees now conducting hearings in Washington 
on such an important matter—basic tax policies—as that now before 
this committee. 

Moreover, the need for reexamination of basic tax policies is even 
greater today than it was when your former chairman’s statement 
was made last September. 

Why? Because of two major developments which have taken place 
since that date. First, there io been a definite downturn in economic 
activity in our country. Second, changes in the international field 
indicate that substantially larger military expenditures are now 
necessary. 

Look with me for a moment at the impact of these two changes on 
the tax policies we should pursue. We begin with the second change— 
the need for greater military spending—and the specific question 
which is important to this committee may be stated this way: will an 
increase in our military expenditures necessarily lead us to a higher 
total Federal budget ? 

It is my personal conviction that a rigid limitation on total Federal 
spending in the years just ahead is but slightly less important than 
the building of successful intercontinental missiles. Already the in- 
flation resulting from the deficit spending which increased our na- 
tional debt from $49 billion in 1941 to $274 billion today has created 
serious problems for us. 

To illustrate, it is inflation which has played a major role in creat- 
ing part of today’s so-called educational crisis. Specifically, both the 
rising cost to the student of going to college and the crying need for 
higher faculty salaries are largely the results of inflation. 

oreover, any further deficit spending could easily bring a far 
reater degree of inflation in the next decade than resulted from our 
eficit spending of the 1940’s. The reason for this statement is quite 
clear: by practically every yardstick, we are more vulnerable to the 
influence of deficit spending today than we were in the early 1940's. 

Today our debt is at the $274 billion level, in contrast to $49 billion 
in 1941. Moreover, the bulk of this national debt is now in very short 
term obligations, which increases the financial management problems 
of the Government. Today the ability of unions to achieve wage in- 
creases in excess of productivity advances, and thereby encourage 
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price increases, is greater than it was at an earlier period. So, I 
repeat, strict control of Federal spending is essential if we are to 
avoid deficit spending and inflation. 

Does this proposed strict control of Federal spending precl”e higher 
expenditure for military purposes? To this question I thiak the an- 
swer is “No.” In fact, I would suggest that it is only through the 
strict control of Federal spending that we can achieve the increased 
military expenditures which we need without giving us a disastrous 
dose of further inflation. 

Stated in another manner, if we need to spend from $1 to $3 billion 
more in the next fiscal year on our military as compared with the 
current fiscal year, we should find other places in the budget where we 
can offset this amount. That this can be done has been indicated by 
the testimony of others who have already appeared before congres- 
sional committees. 

I need not repeat their testimony, but merely summarize it by 
saying that possible savings of from $2 to $5 billion annually have 
been outlined in specific terms by these witnesses. 

But these savings cannot be easily achieved. As President Eisen- 
hower said last November: 


The savings of the kind we need can come about only through cutting out or 
deferring entire categories of activities. 


And then he went on with this most important sentence: 


This will be one of the hardest and most distasteful tasks that the coming session 
of Congress must face, and pressure groups will wail in anguish. 

I can put this matter of expenditures and their control in another 
way. Today we are in the position of a family which faces an emer- 
gency situation. For some time the family has been planning this 
coming spring to paint the outside of its house, to replace the gravel 
driveway to the garage with black top, and to buy new furniture for 
the dining room. But one night father, who owns a moderately suc- 
cessful grocery store, comes home with the bad news that a new 
food store is to be opened in the location immediately across the 
road from father’s store. 

This new establishment will contain the latest in lighting equip- 
ment and fixtures. Its layout will be as modern and as scientific as 
layout specialists have developed. It is clear at once to the family 
that father’s somewhat out-of-date store will not be able to keep 
up with this new competitor. 

The alternatives are quite clear: Father must immediately update 
his store or gradually lose out to his new competitor. So the family 
faces one of those “hardest and most distasteful” decisions that 
President Eisenhower referred to last November. Out the window 
goes the repaint job on the house, the new blacktop driveway, the new 
furniture—but father’s remodeled store meets the test of competition 
and survives. 

And so it is with us today in the international field. We, too, face 
the emergency of keen competition from a ruthless competitor. To 
meet his challenge we must modernize our military machine—and 
this means higher expenditures in this area. But, like the family, if— 
to use a phrase from President Eisenhower’s recent State of the Union 
message—we “apply stern tests of priority to other expenditures,” we 
can substantially or fully offset these expenditures by curtailments 
elsewhere. 
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Now we turn to another question which is essential to the considera- 
tions of this committee. 

Even if total spending is not increased or is increased but slightly, 
can we reduce taxes and still come out with a balanced budget for 
the years just ahead ? 

I would answer this question with a strong affirmative. In fact, I 
would go so far as to say that it is only by reducing taxes that we can 
continue with a balanced budget over the years just ahead. 

The plain fact of the matter is that our economy is no longer runnin 
with a full head of steam, A year ago the Business Week index o 
economic activity stood at 158; today it is 137—a 13 percent decrease. 

Unemployment is approaching 4 million. Steel production is 
less than 60 percent of capacity. A continuation of these trends for a 
few months, even with present tax rates, will result in a decline 
in Federal revenue. But a carefully planned program for a reduction 
in taxes—while it may decrease total revenue in the year the reduction 
takes place—will stimulate the economy and result in revenue gains 
in the succeeding years. 

Evidence of what a tax rate reduction can do to expand total tax 
revenue is readily available. To take a single instance: in 1954 a $7.4 
billion tax reduction was enacted. Yet between the 1954-55 fiscal year 
and the 1956-57 fiscal year, receipts of the Federal Government rose 
from ‘ees billion to $71 billion—a gain of $10.6 billion in a 2-year 

eriod. | 
, Let me repeat: Without a reduction in tax rates, a decrease in total 
Federal revenue is already in prospect. With lower rates, we may well 
help to generate an upswing in economic activity which will give us 
the total revenue we need to meet our essential expenditures and still 
keep a balanced budget. 

Finally, where shall the tax reductions be made? Since a major 
part of our goal is to stimulate the economy so that it will turn out 
more goods and services and generate more income, we can rephrase 
the question, as follows: How can we reduce corporate and personal 
income taxes to produce these results? I have two major suggestions. 

First, a gradual reduction of the individual income-tax rates 
throughout the various income brackets, but especially in the higher 
scale of income where the steeply graduated rates discourage economic 
activity. 

At the outset, let me admit the basic weakness of this suggestion, 
which is the practical political difficulty of making it effective. Con- 
gress has long demonstrated its preference for reductions in the lower 
income-tax rates or for increases In personal exemptions. 

But, even from the point of view of the lower income groups who 
benefit immediately from such action, it represents an unwise program. 
Actually, the lower income groups will gain much more from tax 
reductions which are also made up the income scale, since these stimu- 
late economic growth and result in a larger national income in which 
all groups share. 

Let me state the matter another way, this time in the words of the 
research and policy committee of the Committee for Economic De- 
velopment: 


Recent deveolpments have made it clear that the individual income-tax struc- 
ture in its present state does not meet the needs of fairness and of enterprise. 
In the first place, the steeply graduated rates have extremely undesirable eco- 
nomic efforts. They tend to discourage effort and activity devoted to producing 
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and earning incomes. They promote wasteful expenditures. And they reduce 
the incentives and ability of individuals to save and to enter into enterprises 
which do not benefit from tax exemption or other provisions that confer sub- 
stantial tax benefits. Tax rates that have these distorting effects on work, 
saving, and investment incentives are self-defeating. 

In the second place, the present income-tax law places a substantial premium 
on tax avoidance and dishonesty, and there is evidence that undesirable prac- 
tices are spreading. Decisions are frequently made on the basis of tax con- 
siderations rather than on the basis of business considerations. When some 
taxpayers fail in their efforts to avoid the payment of taxes, they petition Con- 
gress for special relief provisions. Congress is then urged to enact relief pro- 
visions for other similarly situated groups not enjoying special treatment, and 
the process continues endlessly. 

My second suggestion is that we reduce, gradually, the present 52- 
— rate of the corporation income tax. Again let me quote the 

ommittee for Economic Development’s research and _ policy 
committee : 

There is difference of opinion about whether the corporation income tax rests 
on stockholders, as passed on to consumers in the form of higher prices, is passed 
back to wage earners in the form of lower wages or whether the tax is shared 
to some extent by stockholders, consumers, and wage earners. Regardless of 
where it rests, in the last analysis, it takes no account of the economic circum- 
stances of the persons who ultimately bear it, and, thus, violates a basic prin- 
ciple of equity in taxation. Because of its uncertain incidence, there is an 
illusion that nobody pays the corporation income tax. This illusion helps to 
explain why it is politically acceptable to place such heavy reliance on this tax. 
But it does not provide an adequate justification for the tax. The people who 
receive smaller dividends or wages or pay higher prices as a result of the tax 
are no less burdened because they do not realize what caused the burden. In 
fact, they are more burdened, because they are led to accept higher Government 
spending than they would if they realized the cost. 

The corporation income tax also distorts business decisions and encourages 
excessive expenditures by well-situated corporate management. Like the high 
marginal rates on personal income, the corporation income tax tends to raise 
tax considerations to a dominant place in business decisions. It discriminates 
against equity financing and encourages debt financing, thus making business 
firms more vulnerable to declines in business activity. In some circumstances, 
the tax forms an umbrella over marginal producers by tending to keep up the 
prices of more efficient competing producers in the same industry. 

One way of carrying out these two suggestions is provided by the 
identical bills which have been introduced by Representative Sadlak 
and Representative Herlong. Since the members of this committee 
are thoroughly familiar with these bills, I need not detail them. 

Suffice it to say that they provide for corporate and individual in- 
come-tax-rate cuts, staggered over a 5-year period, so that, eventually, 
both taxes would have a 42-percent maximum, compared with the 
present 52-percent corporate rate and 91-percent individual top rate. 
There is no doubt in my mind but that the adoption of these bills by 
Congress would so stimulate the economy that any temporary reduc- 
tion in revenue would soon be replaced by higher total revenues from 
the resulting larger national product. ; 

To summarize, Mr. Chairman, I am suggesting these four things: 

By applying the President’s suggestion of “cutting out or deferring 
entire categories” of the least essential activities, we can meet our 
necessary military expenditures without any significant increase in 
our total Federal spending. a 

Taxes can be reduced without reducing our ability to meet our essen- 
tial expenditures. In fact, unless taxes are cut, we may fail to main- 
tain the revenue necessary to a balanced budget. 
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The reductions suggested are in the personal income tax and in 
the corporation income tax. 

The proposals already before the House in H. R. 9119 and H. R. 
6452 will give the suggested tax reduction. 

And, in conclusion, may I say that our private-enterprise system 
has given this country a standard of living which makes us the envy 
of much of the world. 

At the same time, it enables us to support a large Military Estab- 
lishment. A revision of taxes along the lines indicated will stimulate 
our economic system. The net result will be production gains which, 
in turn, will give us a still higher standard of living and a more effec- 
tive military program. Both of these results are needed if the free 
world is to win the cold war. 

Thank you, Mr. Chairman, for your attention. I will be delighted 
to answer any questions that I am able to, if you have questions. 

The Cuarrman. Mr. Reed will inquire. 

Mr. Reep. I would like to congratulate you on this paper. 

Mr. Putuures. Thank you. 

Mr. Reep. It is very constructive. Much of it bears out my theory 
of taxation. I was here in the 1920’s and I saw revenue increase until 
we paid a billion dollars on the national debt each year for 10 years. 
Of course, then came the depression, but that wasn’t responsible for 
that. I thought you made some very fine points here along those 
lines. I am not sure, if conditions continue the way they are now, 
that tax reduction will be the answer. 

Mr. Puitires. Thank you. 

The Cuarrman. Are there any further questions? 

Mr. Saptax. Might I add to Mr. Reed’s statement my congratula- 
tions to this witness and say that he made a very succinct and nicely 
presented statement. 

Mr. Pures. Thank you. 

Mr. Sapuak. I noticed, on page 8, where you referred to the bill 
that Mr. Herlong and I had sponsored, that you did not read the 
numbers there after the names, but I am sure you meant the inversion 
of the numbers there—6452 to Mr. Sadlak and 9119 to Mr. Herlong, 
instead of the way you have them. 

Mr. Pututrs. I stand corrected. 

The Cuarrman. Are there any further questions? 

If not, we thank you for coming to the committee and giving us 
the benefit of your views. 

Mr. Puiurrs. Thank you. 

The Cuarrman. Is Mr. Joseph Berman in the room? 

(No response. ) 

The Cuarrman. Mr. Fred L. Hahn will be our next witness. 

Mr. Hahn, will you identify yourself for the record by giving us 
your name, address, and the capacity in which you appear? 


STATEMENT OF FRED L. HAHN, WESTERVILLE, OHIO 


Mr. Haun. My name is Fred L. Hahn from Westerville, Ohio. I 
am sorry I do not have any prepared statements, Mr. Chairman. Due 
to pressing business and illness in my family, I did not even get this 
completed until the latter part of last week, which was beyond the 
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specified time. If, after I have finished, you would still like to have 
them, I will see that you get them by the latter part of next week. 

The Cuarrman. That is not necessary, Mr. Hahn. We will follow 
you without your statement before us. And you are recognized for 12 
minutes. 

Mr. Haun. First, I would like to have it understood that I am not 
a lobbyist, politician, executive of any corporation, or a public speaker. 
I am just an ordinary individul trying to earn a decent standard of 
living for my family and myself. 

Due to the past financial and physical difficulties that I have expe- 
rienced, and due to the difficult task of obtaining a decent standard of 
living and security, I have become very much interested in the tax 
burdens plaguing the American people. Taxes are much like the 
weather. They are highly discussed, but seldom is there anything ever 
done about them, that is, to benefit those who have to pay them, 
insofar as the individual is concerned. 

Since this hearing started, I have read where persons representing 
various corporations, associations, and organizations have asked for 
tax relief in one form or another. To the best of my knowledge, no 
one has actually been interested in acquiring tax relief for the average 
American man and woman. These are the people whom I wish to 
represent. 

They are the ones most important to our economy. They are the 
ones responsible for the greater part of the tax revenue which all 
Government expenditures are dependent on. They are the ones who 
are most forgotten when it comes to tax relief. 

Believe me, gentlemen, they are the ones least thought of, except at 
election time. They do not have anyone to lobby for them, and there 
are some doubts if they have anyone even to represent them. Do you 
think you should discriminate and give tax relief to large corpora- 
tions, associations, or organizations and not to the individual? 

Everyone realizes that it is their duty to pay taxes for the operation 
of the Government. However, they do not feel that it is their duty to 
pay taxes to operate every other country’s government, or to bolster 
other countries’ economy. I am sure the taxpayer would like to use 
more of his own hard-earned money for his own security, necessary 
expenditures, and to raise his own standard of living. 

Many mothers and wives are working today. In fact, the number 
is astonishing. Some are working to make ends meet, and others are 
working to raise their standard of living. 

Naturally, some work as they prefer to be career women, and some 

refer to be just a little more independent. However, most work 

cause it is a necessity, but they would not work if it were not for 
the excessive taxes and high cost of living. This has created many 
divorces and much juvenile delinquency. Many children have been 
left to shift for themselves and have become a major problem to their 
schools and their communities. My first and foremost appeal to you, 
gentlemen, is to be more considerate of the average American man 
and woman. 

To do this without delay and without creating a greater inflation, I 
propose that each dependent be given an $800 exemption instead of 
the present $600. This should be done immediately. It would do 
more to alleviate the unfairness in the present tax system than any- 
thing else. Everyone would benefit. 
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It would bolster our economy during a time when unemployment is 
increasing and business is slumping. It would do more to stabilize 
our economy without the threat of further inflation. It would, most 
certainly, bolster everyone’s morale, especially those individuals who 
have a desire to work more than a 40-hour week but feel, with the high 
cost of taxes, there is no incentive. It would be an incentive to those 
who could work longer hours and earn more money and, in turn, 
produce greater sales and production for their employer. 

It is definite that the entire income-tax system needs a complete 
overhauling. This will taxe much time, if done properly. Each 
phase should be carefully weighed before decided on. In doing this, 
there are two groups that should be given careful consideration. 
First is the small-business man. When I say small, I mean the busi- 
ness that usually has an owner and a manager or where the owner 
is the manager and, possibly, five to 30 employees, depending on the 
nature of the business. 

This type of business is gradually becoming extinct because of the 
heavy tax burden which keeps it from expanding, increasing stock, 
or making improvements. This type of business is necessary to bal- 
ance out our economy and for free enterprise. 

Second, the 91 percent should be extensively lowered for those who 
are in the highest bracket. Unless this consideration is given, there 
is definitely going to be a stagnation in progress. No person of any 
means feels free to invest his capital in a new venture unless they 
are certain of a decent return. The risk is too great, and, even if 
successful, the return is too small. 

In addition, 1 would like to propose a $200 exemption be given to 
all persons who vote in national elections. The percentage of people 
who now vote is very discouraging. With this incentive, there is a 
possibility that more people would become more concerned and, there- 
fore, become more actively interested in their country’s affairs. 

In view of all proposals received during this hearing. I do not 
feel that any new taxes should be levied if any of these proposals 
are accepted by the committee. This would be an unnecessary waste 
of time, money, and effort. 

The only answer is to adjust the taxes and let the Appropriations 
Committees readjust their expenditures to conform with the revenue 
acquired from the taxes. This could well be done, providing the 
various branches of the Government were forced to economize and 
wasteful spending were stopped. 

I thank you, Mr. Chairman and members of the committee, and 
wish you every success in your tremendous and difficult task. 

The Cuatrman. Are there any questions of Mr. Hahn? 

Mr. King will inquire. 

Mr. Kina. Mr. Hahn, I find myself much in accord with what you 
have to say. But early in your testimony you stated that you had 
observed many men and firms here that were representing corpora- 
tions and other great interests in the country, and that no one seemed 
to be concerned too much about the average citizen. 

Well, I would want to remind you that this committee has demon- 
strated on many occasions that they are very mindful of that citizen. 
In fact, the last witness that appeared just preceding you, Mr. Charles 
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Phillips, president of Bates College in Lewiston, Maine, among other 
things had this to say: 

Congress has long demonstrated its preference for reductions in the lower 
income-tax rates and for increases in personal exemptions. 

Mr. Haun. That is, possibly, true. However, there does not seem 
to have been many results of that. ; 

Mr. Reep. I will agree with that. But our interest is there, and 
we have worked toward that goal as best we could. 

Mr. Haun. I hope that interest will prove to have results soon. 


Thank you. : Ui a 
The Cuarrman. Mr. Hahn, I appreciate very much your coming as 
an individual to the committee to give us your own viewpoint. e 


are always glad to have anyone come to us, and particularly are we 
glad to have those who come speaking their own thoughts and repre- 
senting themselves, trying to help us with these problems that we 
have before us. 

You put your finger on one of the problems that we have in Con- 
gress. And that is the problem of trying to develop sufficient reve- 
nues to defray the cost of the services which the Congress apparently 
feels that the American people are needing and requiring. You agree 
with my thinking, I guess, from what you say, that it is well for us 
all to begin to think in terms of the priority which is needed in tax 
reduction as well as priority which we may think is needed on the 
spending side, do you not? 

Mr. Haun. That is right. 

The Cuarrman. Mr. Jenkins will inquire. 

Mr. Jenxrns. I did not hear your opening statement. I see you 
come from Westerville, Ohio. 

Mr. Haun. That is right. 

Mr. Jenxrns. Could you tell the committee what your business is? 

Mr. Hann. I have two business. I don’t want to be piggish, but 
I am in the newspaper business; I am the dealer in Westerville for 
the Columbus Dispatch and the Ohio State Journal. That takes a 
part of my time. It is a very nice business. 

And, also, I am interested in a food business. I have traveled con- 
siderably, and I am in the food-brokerage business in a small way. 
That is one of the main reasons I work anywhere from 12 to 18 hours 
a day. Somebody told me once, “You must like to work awfully well, 
or you wouldn’t be doing it.” I do enjoy working, but the fruits of my 
labor are not as good as they should be, or are not as good as I would 
like for them to be, because of the tax situation. That is my main 
reason. And, by working so many hours, it just seems hopeless, that 
is all, when you are trying to strive for a certain thing. 

Mr. Jenkins. You did not file a written statement, did you, with the 
committee ? 

Mr. Haun. No, sir. 

Mr. Jenkins. Do you think that you would like to add to the state- 
ment that you made? If you would, I think the chairman would be 
glad to permit you to send in a written statement if you wanted to 
add anything in writing. 

The Cuatrman. He said he had some copies that he could send to 
us later on. I told him it would not be necessary since his full state- 
ment appears in the record and we could see it in the record. And 
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that would obviate the necessity for his having to mail some other 
statements to the committee. 

Mr. Jenxrns. Then he has permission to leave his statement with 
the clerk? 

bie CuatrMan. Well, his entire statement does appear in the 
record. 

Mr. Saptax. Would you tell us, Mr. Hahn, your family status? Are 
you a married man or a single man? 

Mr. Haun. I am a married man; yes. 

Mr. Saptak. Do you have a family ? 

Mr. Haun. I have a family. I have a little girl who has been ill 
for 3 weeks. That is why I didn’t get my statement in early enough. 

Mr. Saptak. How many dependents do you have? 

Mr. Haun. I have three dependents, including my wife. 

Mr. Saptax. Are your businesses incorporated ? 

Mr. Haun. No,sir. They are very, very small. 

The Cuarrman. Are there any further questions? 

If not, we thank you for coming to the committee, Mr. Hahn. 

Our next witness is Mr. Leon Stock. 

Please come forward, Mr. Stock, and identify yourself for the rec- 
ord by giving your name, address, and the capacity in which you 
appear. 


STATEMENT OF LEON 0. STOCK, OF THE FIRM OF PEAT, HARWICK, 
MITCHELL & CO., NEW YORK, N. Y. 


Mr. Stock. Mr. Chairman and members of the committee, my name 
is Leon O. Stock. I am appearing on behalf of the National Asso- 
ciation of Clinic Managers. The association is directly concerned 
with a particular phase of the 1954 code dealing with the taxation of 

artners. The problem, I believe, can best be described by several 
illustrations. 

First, let us take the case of a physician who in 1953 was admitted 
as a partner in a medical clinic. Tn order to be admitted, he was 
required to contribute $15,000, of which $10,000 paid for his share 
of the partnership’s unrealized receivables and $5,000 for his share 
of the physical assets of the partnership, The partnership reports 
its income on the cash basis, as do most medical partnerships, which 
accounts for its unrealized receivables. 

Assume that this same partner sold his interest in the partnership 
for $15,000 in 1957. Having paid $15,000 for his interest in 1953, 
he enjoyed no profit on the sale. However, for tax purposes he will 
be treated as having received ordinary income taxable in full to the 
extent of his share of the unrealized receivables on the date of the 
sale, which means that, if his share of the receivables amounted to 
$10,000, he will be required to pay tax on $10,000. The remaining 
$5,000 of the selling price will be applied against his investment cost 
of $15,000, and the unrecovered portion of his investment, $10,000, 
will constitute a capital loss. 

Second, assume that, instead of selling his partnership interest to 
a third party, this partner retires or withdraws from the clinic upon 
an undertaking by the partnership to pay him $15,000 in 3 annual in- 
stallments. If all of his distributive share of partnership earnings 
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has been withdrawn by such partner in current distributions, his basis 
for his partnership interest is still $15,000. 

It would, therefore, appear that he has neither gained nor lost on 
this transaction, but, if we assume that the partner’s interest in the 
unrealized receivables still has a value of $10,000, it does not appear 
that he has avoided being taxed on ordinary income. The applica- 
tion of section 736 requires that this partner report as ordinary in- 
come the next 3 years the sum of $10,000, and it would further appear 
that the amount he will be considered to have received for his interest 
in partnership property is only $5,000, leaving a capital loss of $10,- 
000, the deduction of which is severely restricted by other sections 
of the code. 

The problem indicated above arises only in those cases where the 
partnership interest was purchased before and disposed of subsequent 
to the effective date of the 1954 code as applied to partnerships. 

Where a physician acquired his partnership interest in the clinic 
after the effective date of the 1954 code, this inequity is eliminated 
by permitting the partnership to make. an election under section 754, 
which, in effect, gives the purchasing partner a cost basis for his 
share of the unrealized receivables. 

In the alternative, where the partnership fails to make the election 
under section 754, the purchasing partner may receive a distribution 
of unrealized receivables within a period of 2 years and allocate a 
portion of his cost basis to such unrealized receivables. 

A simple amendment would cure the problem. The appropriate 
statutory provisions could be amended to provide that where a part- 
ner acquired his partnership interest prior to the effective date of 
the relevant provisions of the 1954 code and disposed of it subsequent 
thereto, any amount received for his interest in unrealized receivables 
shall be applied against his cost basis for unrealized receivables deter- 
mined as of the time he acquired his partnership interest, and only 
the excess, if any, shall constitute ordinary income taxable in full. 

The fact that the unrealized receivables on hand when the partner 
withdraws from the partnership are composed of different items than 
those existing at the time when he acquired his interest should present 
no obstacle to the allowance of a basis adjustment with respect to the 
unrealized receivables existing at the time of withdrawal, calculated 
with reference to the amount of such unrealized receivables at the time 
of admission. 

The Cuatrman. Thank you, Mr. Stock. 

I do not think there is any question about there being this transi- 
tional problem which you brought out. What suggestion do you 
make specifically for our direction ? 

Mr. Stock. I suggest we have an amendment to the 1954 code which 
would state that where a man has acquired by purchase an interest in 
a partnership prior to the effective date of the 1954 code, to the extent 
that he has in effect paid for his share of the unrealized receivables, 
if, as, and when he gets out of that partnership he shall be entitled 
to receive that amount tax-free in recovering his costs, so that where 
the man has paid $12,000 in 1953 for his share of the unrealized re- 
ceivable, if he sells out in 1958 and gets $12,000 for his share of the 
unrealized receivables, that $12,000 receipt ought to be applied against 
his cost of $12,000—just a matching of receipts against cost. 

The Cuamman. That concludes your statement? 
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Mr. Stock. Yes, Mr. Chairman. 

The CuarrMan. Are there any further questions? 

If not, we thank you, Mr. Stock, for coming to the committee and 
advising us of this problem. 

Our next witness is Otto F. Christenson. 

Please come forward, Mr. Christenson, and identify yourself for 
the record by giving your name, address, and the capacity in which 
you appear. 


STATEMENT OF OTTO F. CHRISTENSON, EXECUTIVE VICE PRESI- 
DENT, MINNESOTA EMPLOYERS’ ASSOCIATION 


Mr. Curistenson. My name is Otto F. Christenson. I am, and for 
more than the past 15 years have been, the executive vice president of 
the Minnesota Employers’ Association, an association now supported 
by 1,675 Minnesota businesses, These businesses include almost all 
of the large industries and manufacturers in the State, about 80 in 
number; a substantial majority of the medium-sized industries and 
businesses in the State, about 550 in number; and over 1,000 small 
businesses in the State, including banks, insurance companies, retail 
establishments, wholesalers, jobbers, hotels, newspapers, lumberyards, 
and so forth. We are the only statewide association of employers, or 
business, or industry, in Minnesota that includes in its membership a 
cross section of all industry and business in our State. We have for 
aims and objectives the normal activities usually encompassed by the 
activities of a State manufacturers’ association and a State chamber 
of commerce. 

Taxation is now, and, of course, always has been, of great concern to 
those in business. 

Criticism of the present tax system has been so general and so vehe- 
ment in the past few years we fear our Members in Congress may de- 
velop an immunity to such criticism from its very repetitiveness plus 
the fact that the Nation has been prosperous during the past 10 years. 

Yet the present tax system is hurting our free enterprise economy, 
and it is hurting it seriously. One only has to visit with business man- 
agement over the years as I have to realize that we have a situation 
where it is not just the complaints that all people at all times have made 
against taxes, but we are in a stage of history where business, and the 
economy, and employment, and preparedness, and economic and scien- 
tific development are actually being seriously handicapped and slowed 
up by our tax system. . 

Many people think of Minnesota as an agricultural State. But as 
the years have gone by we have arrived at a situation where farm in- 
come is only 10.5 percent of the total income of our State. Thus, the 
financial health of all our people in the State depends directly on the 
economic health of private industry, just as the same is true on the 
national scale. And whatever contribution Minnesota can or will 
make to the common defense of America and all free peoples will de- 
pend on the economic health of free private industry in our State. 

We in Minnesota are faced with the same moderate decline in our 
economy as the rest of the Nation. We do not want that decline to 
become greater. We want it reversed and the economic and scientific 
potential of our State developed to its full capacity. I cannot em- 
phasize too strongly the belief of all our people in business that the 
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basic underlying problem is the present Federal tax system which is 
steadily slowing up our economy by drying up venture capital that we 
need for growth. 

Additional working capital can come from only two sources: (1) 
Savings, whether the savings be those of individuals or retained earn- 
ings, or (2) new capital. 

Most stockholders of Minnesota are reluctant to seek new capital 
even if they can find it. Most of them invested dollars of the 1920’s, 
the 1930’s, or the 1940’s in their businesses. They are not usually in- 
terested in bringing in 1958 dollars. They went without dividends 
in many instances for many years. They naturally want to profit by 
the investments they have made in the past. It can only be accom- 
plished by a tax system which will permit it. 

Then if there are inadequate savings and yet a decision to seek new 
capital, we find them turning to bank credit. It is obvious to all that 
when bank credit is used instead of savings that inflation results. 
With inflation have come restrictions on bank credit to hold inflation 
down. So the economy is again slowed. And as production is slowed, 
not only is business hurt, but the people who work for business are 
hurt even more for it is they who gain the most from greater produc- 
tion, more jobs, and increased living standards. And the Nation as 
a whole loses strength on all fronts—economic, scientific, and military. 

In Minnesota a great shift of population has been going on since the 
Second World War period, and in recent years the shift has been ac- 
celerating. New hybrid seeds, new fertilizers, new farm machinery 
new developments by our scientists in our agricultural colleges and 
new techniques in farming have resulted in a situation where the 
farmers themselves are plowing under about every fourth farmer. 
Farms are getting bigger and are being operated more productively 
with fewer and fewer people. Population of the cities is growing tre- 
mendously as young people, and many older people, leave the farms 
and select the cities for their future. Very close to half of the entire 
population of the State now live in Minneapolis and St. Paul and 
the seven counties of which they are a part, or contiguous to. 

The nonfarm job opportunities have not been sufficiently large to 
absorb all surplus labor in Minnesota and the situation has already 
become difficult, and will become acute unless something can be done 
to improve the availability of risk capital for Minnesota’s industries, 
particularly the small ones, thus enabling them to carry out expansion 
programs. 

The principal limiting factor in Minnesota today that is curbing 
industrial expansion in the nonagricultural industries has been the 
lack of adequate savings—both on an individual and a corporate basis. 

We believe that the job of income tax reform is too big for piecemeal, 
year to year action. Enactment of a long-range plan for income tax 
reform makes just as much sense as long-range spending authority for 
military weapons. 

Small and medium sized companies are simply not going to be able 
to create the new jobs needed for our growing population with 52 cents 
out of every profit dollar going to Washington. The incentive just 
isn’t there. If the business loses money, the owners lose their invest- 
ment. If it makes money, 52 cents of every profit dollar goes to 
Washington, and 7.3 cents goes to St. Paul. There simply is not 
enough opportunity to secure retained earnings or savings for ade- 
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quate growth. Many companies find it impossible to even replace 
machinery and equipment with the inflation and increased cost that 
occur between the purchase and replacement period. 

Piecemeal corrective tax legislation to rectify these situations is not 
the answer. A patchwork to aid special groups evades basic prin- 
ciples. Industry and business are indivisible. It cannot be divided 
into small and large. What is large in one business is small in an- 
other. Special aid for one group as opposed to another is not only 
unfair—it won’t solve the problem. Under free enterprise business is 
a team operation. If so-called big business expands, thousands of 
smaller employers whether they be suppliers or sellers likewise profit. 
And if a medium-sized business expands, every retailer on the street 
benefits. And if small business grows, all the economy in the area 
gains. It is a team effort. 

Risk capital usually supplied by individuals built Minnesota in- 
dustry, mining, forestry and all other business. Men willing to risk 
their savings on an idea were able to do so under a system where tax 
laws did not take away so much that there was little opportunity to 
= if they were successful. That is what built the industries of 

innesota that now give erhployment to hundreds of thousands of 
men and women. 

It is many years since we in Minnesota have seen an instance of a 
company growing from humble beginnings to stature as one of our 
leading industrial establishments. We have had a few who started 
20 or 25 years ago but those were companies who received initial sup- 
port from people of their day who still had some substantial private 
money to invest. 

To us, H. R. 6452 (commonly called the Sadlak-Herlong bill) 
which is now before your committee, comes as close to a practical and 
realistic means of accomplishing tax reform to all business, large, 
medium and small, and to individuals, wealthy, middle class or poor, 
as we have seen develop in all the years this tax problem has harassed 
our economy. 

Undoubtedly it is not perfect—it is not a complete cure-all for all 
of the inequities which may exist. But it appears to be a fair, funda- 
mental approach to the problem. 

In the first place, it is a program of gradual tax reduction. It 
would not disrupt the economy or the flow of revenue to the Govern- 
ment. Neither would it shift the tax burden from one class of tax- 
se Me to another as would many well-meant but inadequate bills now 

efore your committee. 

This tax plan would provide lasting tax relief to all businesses and 
to all individuals on a gradual, planed, and fair basis. Also, and im- 
portant for reasons with which the committee needs no explanation, 
the bill provides for postponement of its provisions in case of na- 
tional emergency. 

We understand that there have been efforts to divert attention from 
the crippling rates of progressive income tax that exist under our 
present system, to which small-business men and other individual 
taxpayers are subjected by use of a statistical device or theory which 
produces what is called an effective rate of tax. 

This device is based on an apparently presumptuous allegation that 
various deductions, exemptions, and credits to which taxpayers are 
now legally entitled are in conflict with common justice, and that the 
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real measure of an income taxpayer’s burden is the relation of his total 
tax to his total income without regard to such deductions, exemptions, 
and credits. 

This approach fails to distinguish between normal income and what 
is known as capital gains. As every er owner who has sold 

roperty for a higher price than he paid for it knows, the money from 
his sale does not put him in position to buy property in excess of the 
value of that which he sold. To the contrary, his ability to buy new 
iy ee is diminished by the amount of the capital gains tax which 

e must pay on the gain from his sale. Thus, it is not correct to con- 
sider such a gain as an addition to a person’s income. 

However, in placing emphasis on so-called effective rates, those who 
advocate steeply progressive rates of income tax always include capital 
gains—which are taxed at the maximum rate of 25 percent—with in- 
come taxed at various rates up to 91 percent. 

To make this matter more specific, it has been testified before this 
committee that the effective rate of tax for the relatively few people in 
the over $1 million group is only 53 percent. Actually, the correct fig- 
ure is 75 percent when capital gains—which are not income—are elim- 
inated from the figures. Both the 53 percent and the 75 percent are 
derived from data in the same official document, Statistics of Income, 
compiled by the Treasury Department. 

The use of alleged effective rates of tax, as a statistical device, is of 
course intended to camouflage the crippling effect which steeply rising 
rates of income tax have on work incentives, and in decisions of unin- 
corporated businesses as to whether it is worthwhile to invest more 
money in order to make more income. It is clear that every such de- 
cision is made on the basis of the taxpayer’s top rate of tax, that is, the 
rate of tax which he would pay on earnings from additional effort or 
investment. 

Underlying this approach is the obvious design to keep American 
citizens generally from understanding that steeply progressive rates 
of income tax through the middle and higher brackets are completely 
inconsistent with the moral and economic aspects of human effort. It 
is inherent in the philosophy of nonsocialist, free America that a man 
who works harder and abler is entitled to the rewards of his extra 
effort or ability. On what basis, therefore, can it be justly claimed 
that such individuals should then be penalized by their government 
by paying increasingly high rates on their extra earnings? 

This matter is of special importance to the small-business men of 
Minnesota, whether they be in farming, in retailing, manufacturing 
or other activity. It is obvious that the Federal tax system which 
would suit them the best is one which spreads the tax burden fairly 
without exacting excessive penalties for their enterprise and willing- 
ness to run the hazards of self-employment instead of working on 
someone else’s payroll. The same observation applies to scientific 
and professional people of every description who engage in private 

ractice. 
5 There is another phase of these charges of loopholes by which it is 
alleged that some taxpayers evade their fair tax burden that we want 
to comment upon quite bluntly. 

All of the major provisions involved have of course been arrived at 
after open hearings before your committee in which consideration 
of all the economic and accounting factors were involved. To us 
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out here it seems like a reflection on the integrity of your committee to 
have witnesses appear before you charging what amounts to a breach 
of good faith with the American public in the enactment of such 
provisions. 

There is every reason why such provisions should be reviewed by 
your committee from time to time, and in many cases it is conceivable 
that the committee would find reasons to modify existing law. How- 
ever, it is obvious that witnesses stressing lamaehie are not so much 
interested in changing present law as they are in diverting attention 
from the urgent need for thoroughgoing reform of the income tax 


’ rate structure. 


The unreasonableness of the general allegation is best illustrated 
by the inclusion in the provisions listed of income splitting, which 
accounts for a very large proportion of the revenue which it is claimed 
is lost from so-called loopholes. 

Income splitting was adopted overwhelmingly by the Congress in 
1948 as a means for equalizing the situation between States following 
the common law and those following the community property concept 
of property ownership. 

In the latter States, income of husband and wife is automatically 
divided equally and hence is subject to tax rates applying to the two 
halves instead of to the total. The income-splitting provision pro- 
vides the same opportunity for married people in non-community- 
property States to split their incomes in order to enjoy the advantage 
of paying the lower tax rates which apply to divided instead of total 
income. What is it that people who go around screaming loopholes 
have against marriage? We approve of it highly in Minnesota. 

Allegations in regard to split income, moreover, always emphasize 
the assumed advantage given to upper income married couples. Ac- 
tually, the greater advantage under split income does accrue to people 
in the middle-income brackets, which conspicuously include the small- 
business man, self-employed professionals and a high percentage of 
employed people in a State like Minnesota. It would appear that the 
effort to undermine the split-income provisions is part of an overall 
design to tax the middle class to a point where we no longer would 
have middle-class people in America. 

Then there are thous who advocate an increase inexemptions. They 
usually base their case on inflation since the last increase in 1948. 
This thinking disregards the facts that since 1948 Federal expendi- 
tures have increased over 110 percent, wages and salaries by over 70 

ercent, personal income about 60 percent, although the cost of living 
as gone up only about 17 percent. 

These facts must be considered with what we are sure is well known 
to your committee; namely, that in view of the terrific cost of govern- 
ment, the base of the individual income tax is now too narrow. Prin- 
cipally due to normal exemptions and credits, the tax rates actually 
apply to only about 40 percent of all personal income. Taking a 
family of 4, for example, exemptions and credits remove 80 percent of 
a $3,000 income from the tax base. In a higher bracket, say $25,000, 
only about 10 percent is removed from the tax base. _ 

An increase in exemptions would not only substantially narrow the 
base of the income tax by taking millions of taxpayers off the rolls, 
but also would diminish the amount of income of remaining taxpayers 
which is subject to tax, This therefore would mean that all income- 
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tax payers would be subject to higher rates of tax than would other- 
wise by necessary. 

Actually, an increase in exemptions is not an equitable method of 
handing out tax relief, even as among low-income taxpayers. 

The present exemptions provide protection to the point of payment 
of no tax in many cases for families with several children or other 
dependents whose incomes are in the lower ranges. 

The amount of protection is not great for single persons, or even for 
young couples who would like to build up some savings before begin- 
ning to raise a family. 

The point is that the greatest relief from increase in exemptions 
would go to people where the burden of the present tax is relatively 
light. 

In contrast, outright rate reduction such as embodied in H. R. 
6452 (the Sadlak-Herlong bill) would spread relief in relation to the 
present burden of all taxpayers. 

Finally comes the question of when this staggering tax burden is 
to be reduced is important. We have read in the newspapers state- 
ments to the effect that if economic conditions get much worse, tax 
relief must be granted. 

Why must we wait until we have a corpse on our hands before we 
try to revive it ? 

If the approach to the problem is correct—that of outright rate 
reduction to all taxpayers, corporate and individual, regardless of total 
net income—with the belief that the economy will thereby grow rapidly 
and more income will come to the Federal Government and all industry 
and science will progress more rapidly—and all our citizens share 
in the growth—and we do believe this—then there can be only one 
time to put it in effect—and that is at this session of Congress. 

Thank you for your consideration of this statement. 

The Cuatman. Is Mr. Harry W. Wolkstein in the room? 

(No response. ) 

The Cuarrman. Without objection, Mr. Wolkstein’s statement will 
be placed in the record at this point. 

Statement of Mr. Harry W. Wolkstein follows:) 





STATEMENT ON THE SUBJECT OF INDUSTRIAL DEVELOPMENT REVENUE BONDS BY 


Harry W. WorksTeIN, CERTIFIED PUBLIC ACCOUNTANT AND TAx PRACTITIONER 
OF NEWARK, N. J. 


Mr. Chairman and members of the House Committee on Ways and Means, my 
name is Harry W. Wolkstein. I am a practicing certified public accountant of 
New Jersey and New York. I am the senior member of Harry W. Wolkstein & 
Co., a firm of certified public accountants having its main office in Newark, N. J. 

It is apparent from the conduct of this hearing that this committee is concerned 
with the equitable distribution of our tax burden and also with ascertaining 
the extent to which certain incomes may now be escaping income taxation, 
whereas they should be properly subjected to taxation under existing statutes 
and regulations. 

My statement is largely devoted to the subjects of industrial development 
revenue bonds and authority bonds, as well as the tax-avoidance plans that are 
being used under which certain municipal and State governments are subsidizing 
private competitive industry with a resulting loss of revenue unto other mu- 
nicipal, States, and Federal Governments. 

On August 6, 1953, I appeared before your committee and made a statement 
on Topie 38: The Determination of Taxable Income Inclusions and Exclusions 
during your hearings on 40 topics pertaining to the general revision of the In- 
ternal Revenue Code. As a result of the hearings, this committee recommended 
and the House adopted section 274 of H. R. 8300. 


’ 
' 
' 
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Your committee report commented on the issuance of industrial development 
revenue bonds by municipalities in the following language: 

“Present law exempts from Federal income-tax interest on securities issued by 
States and their political subdivisions as well as Territories and possessions 
of the United States. There has been a growing abuse of this privilege by many 
local governments which issue securities to finance the construction of industrial 
buildings for lease to private industry. In this way the benefits of Federal tax 
exemption are diverted to private business in an attempt to attract local 
industry.” 

To correct this abuse, your committee thereupon recommended a new provision 
to the code which disallowed deductions to private businesses for rental payments 
made to State or local governmental units for the use of property acquired by 
the governmental unit by the issuance of industrial development bonds. The 
report defined industrial development bonds as those issued to finance the acqui- 
sition of a real-estate improvement which is to be used to any substantial extent 
by private business for manufacturing purposes and which do not pledge the full 
faith and credit of the issuing authority for the payment of principal and 
interest. The committee commented that the proposed provision would deny the 
benefits of tax exemption to private industry without impairing the long-standing 
privilege of State and local governments to issue tax-free obligations. 

The Committee on Finance of the United States Senate, in its consideration 
of H. R. 8300, Internal Revenue Code of 1954, deleted section 274 of the bill. The 
Committee on Finance, in its report (Rept. No. 1622, 88d Cong., 2d sess., p. 41) 
commented on the problem of the abuse of the privilege of issuing tax-exempt 
interest-bearing bonds by States and municipalities as follows: 

“Your committee while not unconcerned with this problem believes that further 
consideration needs to be given to it before any attempt is made to provide legis- 
lation. It is not clear, for example, whether the denial of the rental deduction 
to the lessee is the best approach to the problem. Nor is it clear that the abuse 
referred to arises only where revenue bonds are used to finance the property. 
Moreover, a number of problems arise under the House provision where a prop- 
erty is used for what is generally considered a public purpose, such as an airport, 
but as an incidental use some of the property is rented to private manufacturers. 

More than 3 years have passed since the adoption of the Internal Revenue Code 
of 1954. A recognized abuse still remains unchallenged. My statement discloses 
examples of the abuse in question and the need for remedying the situation. The 
fears of certain public authorities that their legitimate functions will be cur- 
tailed are groundless. To the extent that legislation will curtail the expansion 
of public authorities into fields more properly within the orbit of private industry, 
the elimination of a serious abuse will be accomplished, 

The growing economic war among our States and municipalities across the 
country in competing for new industries by offering them special subsidies or 
privileges in the form of tax exemptions through industrial development revenue 
bonds, cash bonuses, interest-free loans, donations of land and buildings, and 
leasing plants at nominal rental terms, has become a subject of serious concern 
to the tax officials of our three levels of government, municipal, State, and Federal. 
Unless they are halted promptly, these local and State governmental plans for 
subsidizing private industry may well serve to undermine our taxing structures, 
our national economy, and our system of competitive enterprise, with the end 
result of State capitalism and socialism facing us. 

In recent years we have witnessed the inauguration of many authorities by 
our States and municipalities to carry on governmental functions such as the 
construction of bridges, tunnels, and turnpikes. However, a number of these 
authorities have increasingly expanded their activities into proprietary ventures 
in direct competition with taxpaying private enterprise, to the point where their 
industrial activities can no longer be ignored by the Congress, in view of their 
claim to the privilege of tax exemption for their bond interest. 

The increased issuance of tax-exempt authority bonds and industrial develop- 
ment revenue bonds in recent years when high surtax rates prevail has caused 
too many persons to divert their investments from private industrial securities 
that are taxable into these tax-exempt securities which, although much less risky, 
rival in net return after taxes the yields of speculative industrial securities. 
The tax immunity of governmental officials’ salaries was abolished in the late 
1930's. It appears that the time has now come, from the standpoint of equity 
and economics as concerns our taxpayers and our Federal and State governments, 
that we end the tax immunity of quasi-governmental bonds by Federal statute. 

It is my considered opinion that these municipal government plans for subsi- 
dizing private industry have already gone beyond the point of reasonableness, 
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that they represent an unhealthy mode of competition among our State and 
municipal governments for new industry, and that these plans constitute a current 
threat to our system of competitive enterprise unless they are brought under 
control without delay. 

The private manufacturer who manages to get a municipality to construct a 
$500,000 plant for him by issuing industrial development revenue bonds, has 
received a number of unfair advantages over his taxpaying competitors: 

1. He has avoided the risk of investing his working capital in plant and 
equipment. 

2. He has reduced his interest expense and rental expense greatly, by 
trading on the municipality’s credit and the tax immunity of municipal bonds. 

3. In most cases he has avoided the cost of local taxes on real estate and 
personal property. 

4, If a new publicly financed plant fails to earn enough to meet its rental 
payments to the city, an underdeveloped community will probably not insist 
on the company meeting its rental terms if it threatens to close up. 

But what happens if this manufacturer should become insolvent? Does the 
average bondholder, who invests in these revenue bonds, realize that he cannot 
hold the municipal government responsible in the event of the manufacturer’s 
bankruptcy and the bonds going into default? In the event of a major economic 
depression, we shall probably see a widespread default in these newly issued 
industrial development revenue bonds, with resulting impairment of the credit 
standing of these local governments. 

I believe the time has come for the Securities and Exchange Commission to 
examine thoroughly into the advisability of subjecting these industrial develop- 
ment revenue bonds to its control and jurisdiction in order to protect the investing 
public of our Nation. 


THE INDUSTRIAL DEVELOPMENT REVENUE BOND MOVEMENT 


There have been three periods in which our States and municipalities have 
been in financial difficulties. 

In the period of economic expansion between 1827 and 1837 the States financed 
the canal companies, railroad companies, and banks. In 1837, however, we wit- 
nessed the beginning of a financial depression with many of the canal com- 
panies, railroad companies, and banks going into bankrupty, with the result 
that the States were forced to default on their obligations. 

Following the Civil War, the States and municipalities issued bonds for the 
purpose of subsidizing railroads with tragic results when these railroad bonds 
were defaulted, and municipalities throughout the country had to default on 
their bonds. 

In order to avoid these mistakes again, most States amended their consti- 
tutions to prohibit the lending of public funds for a private purpose. 

However, in the building boom period of the 1920’s the municipalities once 
again loaned their credit to real-estate developers with equally bad results as 
shown in 1933 in the defaulting of $2 billion bonds that had been issued by 
States and municipalities. 

Are we now headed for the same mistakes in public financing The begin- 
ning of the current movement of States and municipalities, in issuing industrial 
development revenue bonds was in 1936 when the State of Mississippi enacted a 
law authorizing the issuance of such general obligation bonds. In 1938 the 
Mississippi Supreme Court held that the provisions authorizing the levy of 
taxes did not violate the due process clauses of the State and Federal Con- 
stitutions. And so the balance agriculture with industry program (BAWI) had 
its very beginning. 

Since the close of World War II, other States have decided to jump on the 
gravy train and to sell their tax exemption privileges to private industry, in- 
cluding Kentucky, Tennessee, Alabama, Louisiana, Illinois, and Texas. Their 
eurrent policy of subsidizing private industry through issuing revenue bonds 
is greatly unfair to established industries which pay their equitable share of 
tax burdens. 


ARGUMENTS IN FAVOR OF TAXING INTEREST ON INDUSTRIAL DEVELOPMENT REVENUE 
BONDS 


It may be of interest to note that in response to my request the Commissioner 
of Internal Revenue issued an informal ruling on September 23, 1952, wherein 
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he stated that “* * * it is held that the interest on the city of Florence, Ala., 
5 percent first-mortgage industrial development revenue bonds. which are dated 
September 1, 1952, and are due serially September 1, 1954-77, is exempt from 
Federal income tax under the provisions of section 103 of the code.” 

On March 15, 1953, I submitted a brief to the Commissioner of Internal 
Revenue in which I contended that the above ruling was in error and that there 
should be substituted therefor a corrected ruling to the effect that the interest 
income on these revenue bonds is properly subject to Federal income taxation. 
Most of the arguments which I presented in my brief on the Florence, Ala., 
bonds apply equally to other industrial development revenue bonds that have 
been issued in recent years. 

Section 103 grants the privilege of tax exemption to the interest earned on 
bona fide municipal and State obligations. But these new industrial develop- 
ment revenue bonds do not qualify for the privilege of tax exemption under 
the Revenue Code for the following reasons: 

1. These industrial development revenue bonds are issued for a proprietary 
purpose and not for a public purpose or for an essential governmental function 
as defined by section 103. 

2. The primary objective of these revenue bonds is to enable the manufac- 
turers to earn a larger profit in a commercial enterprise and thus to compete 
unfairly with other taxpaying private corporations. 

8. Aside from Mississippi, most State constitutions prohibit their municipal 
governments from subsidizing private industry by pledging their credit or tax- 
ing power. Thus, in most cases, the municipal government does not lend its 
faith or credit or taxing power, nor does it have any pecuniary liability what- 
soever, with the resulting conclusion that these industrial development revenue 
bonds are really commercial bonds with a fictional municipal veneer. Our 
courts have always held that we must look to the substance rather than to the 
form under which these bonds were issued. 

4. The bondholder cannot look to the municipal government for security. His 
only security is the rental income that the manufacturer will pay to the city, 
the industrial real estate, and the financial stability of the manufacturer. 

5. The manufacturer is in effect trading on the tax exemption credit of the 
municipal government. In other words, the city is selling its income tax ex- 
emption privileges to the private corporation. 

6. The United States Supreme Court has ruled in tax cases involving the States 
of New York, South Carolina, and Ohio that ‘“* * * Whenever a State engages 
in a business of a private nature it exercises nongovernmental functions, and 
the business though conducted by the State is not immune from the exercise of 
the power of taxation which the Constitution vests in Congress.” 

7. If our Federal Government were to extend the privilege of tax exemption 
onto the interest of these industrial development revenue bonds, it would be in 
contravention of public policy: 

(a) It would amount to discriminatory taxation, since it would force 
remaining taxpayers to shoulder an inequitable share of the Federal income- 
tax burden. 

(b) It will serve to encourage local governments to subsidize private in- 
dustry at the expense of other municipal governments and State govern- 
ments and other taxpaying private corporations. 

(c) It violates the equal protection clauses and the due process clauses 
of our Federal Constitution. 

8. I fear that in the event of a major economic depression, we shall probably 
see a widespread default in these newly issued industrial development revenue 
bonds, with resulting impairment of the financial capacity and credit of these 
municipal governments. 

9. Our Federal Constitution, in article XIV, section 1, prohibits the taking 
of property without due process of law. The taking of property for a private 
purpose and not a public purpose is not due process, even though it may be taken 
through taxation. 

10. An industrial expert has estimated that “an industry operating Missis- 
sippi’s BAWI plan can increase its net profit margin almost 100 percent, giving 
such industry a sharp competitive advantage over other types of operations. This 
is because under Mississippi’s exclusive and original BAWI plan, political subdi- 
visions are authorized to vote bonds to purchase plant sites and construct build- 
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ings for lease to new and expanding industrial enterprises.” (Quoted from 
June 1953 issue of Mississippi Magic—The BAWI Bulletin. ) 

11. If the privilege of tax exemption is granted to the interest on these in- 
dustrial development bonds, it will seriously impair the revenue of the Federal 
Government. In addition to the loss of tax revenue from the bond interest, 
the National Government will loose tax revenue from accelerated depreciation 
and rental expenses that will be deducted by the manufacturer on his income- 
tax returns. 

12. The Investment Bankers Association, the Municipal Finance Officers Asso- 
ciation, the American Bar Association’s Section of Municipal Law have all made 
public their adoption of resolutions within the past 2 years to the effect that it is 
contrary to the interests of local government units and to sound public policy for 
such local government units to issue their obligations to provide industrial 
plants or factory facilities for the direct benefit of private industry. 


CONCLUSIONS 


These expanding adventures of our municipal governments and authorities 
into proprietary functions in recent years, in direct competition with private 
enterprise, lead us to the inevitable conclusion that it is incumbent upon our 
Congress through its House Ways and Means Committee to inquire extensively 
into these problems at this time and to amend section 103 of the Internal Revenue 
Code of 1954 with the view to clarifying this section so as to subject to Federal 
income taxation without question the interest on these industrial development 
revenue bonds as well as the interest on the obligations of authorities which 
engage in proprietary ventures and which do not pledge the faith or credit or 
taxing power of their State or municipal governments. 

Mr. Lester Gulick has defined an authority as “a governmental business corp- 
oration set up outside of the normal structure of traditional government so that 
it can give continuity, business efficiency and elastic management to the con- 
struction or operation of a self-supporting or revenue-producing public enter- 
prise. * * * In this county, the authorities are mainly concerned with port 
development, toll bridges and speedways, public housing, terminals, rural bank- 
ing, and municipal water and sewer systems.” 

In recent years our State and local governments have deemed it necessary 
to set up turnpike authorities, sewer authorities, parking authorities, school 
building authorities, transportation authorities, and other authorities for toll 
bridges and tunnels and roads, port and airport facilities and other revenue 
producing facilities. 

Since our State and local governments are granting more and more of their 
functions to these new instrumentalities for one reason or another, the basic 
questions facing Congress and your committee today are: 

(1) Are we establishing too much authoritarian government as a new level 
of government, and are we getting away from our tradition of representative 
government in the administration of our State and municipal affairs? And, 
will this trend lead us into State capitalism and socialism? 

(2) Shall Congress permit the continuation of these abuses of the tax exemp- 
tion privileges that are contained in section 103 of the Internal Revenue Code 
to the detriment of our Federal Government and our system of private enterprise? 


The Cuarrman. That concludes the call for today, gentlemen. 

Without objection, the committee stands adjourned until 10 o’clock 
tomorrow morning. 

(The following statements were filed with the committee :) 


STATEMENT OF Haro“tp P. BRAMAN ON BEHALF OF NATIONAL SAVINGS AND LOAN 
LEAGUE ON THE QUESTION OF SAVINGS AND LOAN TAXATION 


My name is Harold P. Braman. I am managing director of the National 
Savings and Loan League. On behalf of our member savings and loan associa- 
tions I wish to thank this committee for the opportunity to appear. Our mem- 
bers fully appreciate the magnitude of the problems constantly confronting this 
committee and want to be of some service in connection with some of those 
problems. To that end, I am instructed to discuss primarily the economic con- 
sequences of imposing additional taxes on savings and loan associations. 


| 
| 
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At the end of 1956, the latest date for which official figures are available, the 
total non-farm-home-mortgage debt was approximately $100 billion broken down 
as follows: 


1956 Percent of 





total, 1956 
Million 
INE BURT TOR DEIR a. osipic ane vnncsdapsinirietmanatstiedsa tie hans $34, 163 34.4 
Te WRI. 5 ono c,h nsec cenaucnterbeunsaneedddhcsueadanbes 20, 345 20. 5 
EE TE IN 5 ddd Uittten dn cade otnddaddiu bdndokgidhaickbuhuese 12, 851 13.0 
CIEE IID cs, Tan on unisceendddevicb vib deerannkadintin tien mip enk eet 16, 255 16.4 
a itiiehe hte mlirtitnina oangiind i bncien dime enia® seis ieheaep gin edlinaatain daiial 2, 866 2.9 
PTD SET CUIND nocd hs passe cedicdadesnvenkelceeucensnucetareaboscnhe 12, 683 12.8 
Nik hte atdddstnets onkiicticendiadeaveendesttbadeiatemaceaeiwes 99, 163 100.0 


Source: Federal Home Loan Bank Board. 


Savings and loan associations and mutual savings banks, you will note, held 
approximately half the debt. The life-insurance companies held another 20 
percent. Current acquisition of new debt is in approximately the same ratio 
except for savings and loan associations, which, during the last several years, 
have supplied about 38 percent of the credit extended for home purchases. 

Savings and loan associations are the principal source of home mortgage 
funds and the only source providing a stable and steady supply of mortgage 
capital whatever the condition of the money market. Our investments are 
limited by law primarily to mortgages on single family homes and government 
bonds, whereas other financial institutions are generally permitted to make 
whatever investment that appears most attractive at the time. 

The imposition of additional direct taxes on these institutions will necessarily 
result in 1 or more of 3 possible adjustments : 

(1) Reduction in loss reserve ratios ; or 
(2) decrease in dividends paid; or 
(3) increase in home mortgage interest rates. 

In my judgment, prudent management would try, as in the past, to accumu- 
late adequate reserves for the protection of the small savers. Originally our 
associations divided net earnings among all the members pro rata, according 
to their shareholdings. When losses occurred they were charged against all 
of the members’ holdings on a pro rata basis. This method of meeting losses 
is totally unsatisfactory in our present-day economy and both State and Federal 
laws recognize this fact. We are required by law to retain and set aside, in a 
special fund, a portion of yearly earnings for the purpose of absorbing losses. 
In 1951 Congress felt that a fund equal to 12 percent of savings capital was, on 
the basis of past loss experience, a proper figure. It said, therefore, that as- 
sociations would not be taxed directly on earnings placed in reserves up to the 
12 percent figure. Federal regulations require insured associations to make 
annual allocations to reserves until they are equal to 12 percent of savings 
capital. We believe this is an absolute minimum necessary to insure proper 
operation of savings and loan associations. 

A second way in which additional taxes might be absorbed is to pass the tax 
on to the savings member in the form of decreased earnings on his account. 
This solution would, of course, substantially reduce savings inflow and, in turn, 
the supply of savings available solely for the financing of homes. Even today, 
our institutions are finding it difficult to pay a dividend rate sufficient to maintain 
a rate of growth equal to that of the past several years. Unlike other financial 
institutions with flexible investment authority, it is very difficult to change the 
overall yield on an investment portfolio consisting primarily of long-term, home- 
mortgage loans. 

The savings and loan business will not, in my opinion, pass additional taxes 
on to the savings members. To do so would create a very serious problem for our 
business. It would not only affect the inflow of new money, but seriously affect 
our ability to retain the pool of savings which we now have. It seems to me, 
therefore, that the imposition of additional taxes on savings and loan associations 
will, for the most part, be reflected in higher interest rates to the home-buying 
public. 

The average yearly interest return to savings and loan associations over the 
period 1952-56 ranged from a low of 4.97 percent to a high of 5.15 percent (Mem- 
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bers’ Combined Financial Statements for 1956, Federal Home Loan Bank Board, 
p. 7). The average for the 5-year period was 5.06 percent. A 14-point increase 
(from 5.06 to 5.26) on a $12,000, 25-year amortized mortgage would increase the 
cost to the home purchaser by $548. Such additional cost would further depress 
housing construction, which last year reached the lowest point since 1949. The 
cost of shelter has outpaced family income over the past few years (Monthly 
Labor Review, February 1958 pp. 1-4), and any additional increase in prices 
is going to further depress home construction and the economy in general. 

In each of the postwar years, the subjects of housing costs and housing finance 
have been a major area of study and legislation in Congress. It would seem 
consistent, therefore, for this committee to seek the views of the Federal Home 
Loan Bank Board and the housing agencies as to the probable effects of additional 
taxation on housing construction and cost. We submit that additional taxation 
on our institutions will, or is likely to, have the following broad effects upon the 
national economy : 

(1) The harm to the economy through distortion of home financing will 
exceed the value of the tax revenue. 

(2) Demands for direct Government financing, guaranty, and aids to 
housing would be multiplied. 

(3) Undue harm to thrift and savings habits could result, in contrast 
to present governmental encouragement. 

In addition to the unfavorable broad effects upon the national economy, I 
should like to reemphasize, in closing, that additional taxes would result in 
either (1) a reduction in loss-reserve ratios, (2) decrease in dividends paid, or 
(3) increase in home-mortgage interest rates. If the burden falls on reserves, 
the savings and loan structure would be weakened and there would be unwar- 
ranted increased financial risks to the Federal Savings and Loan Insurance 
Corporation. If it falls upon the savings member in the form of decreased 
dividends, the supply of savings available for home financing would be seriously 
curtailed and our institutions endangered. If the burden is to fall upon the 
homeowner through payment of higher interest costs, it would further depress 
home construction. 

We should again like to reiterate that the 12-percent reserve figure is, on the 
basis of past experiences, an absolute minimum for the proper operation of 
savings and loan associations. 


STATEMENT OF WitForD I. KING, REPRESENTING THE COMMITTEE FOR CONSTI- 
TUTIONAL GOVERNMENT IN REGARD TO CERTAIN MUCH-NEEDED CHANGES IN 
FEperAt Tax PoLicy 


INTRODUCTION 


As every member of your committee is doubtless aware, if waste and unwar- 
ranted subsidies could be eliminated, the Federal budget could be reduced by 
several billions of dollars with great advantage to the taxpayer. But, even 
so, as long as the cold war continues, our Government must spend prodigious 
sums. Such being the case, you have before you the ultraimportant task of 
deciding how to raise the needed money in ways which will be fair, efficient, 
and least burdensome to the citizens of our Nation. 

Unfortunately, some of our present tax laws produce results which are decidely 
in conflict with the public welfare. What I shall now do is to call attention 
to some of these defects and suggest remedial measures. 


PROMISES MADE BY DEMAGOGS 


Through the centuries, demagogs have promised the poor to make them pros- 
perous by robbing the rich. And, commonly, when the demagogs have actually 
gained power, they have robbed the rich. But they have never made the poor 
more prosperous. 

THE FOUNDING FATHERS’ WISDOM 


The men who framed our Constitution were both unusually wise and excep- 
tionally well versed in history. They knew about the stock in trade of the 
demagogs. To safeguard our Nation from being victimized by such misleading 
promises, they inserted in the Constitution which they drafted a section reading: 
“No capitation or other direct tax shall be laid unless in proportion to the census 
or enumeration herein before directed to be taken.” 
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ECONOMIC FREEDOM ESSENTIAL 


After the adoption of the Constitution, our Nation developed and prospered 
to an extent unequaled in the history of mankind. In the last century, real 
wages per hour in this country have approximately quintupled, an advance 
unparalleled in the history of the world. Yet, today, the typical workingman 
exerts far less effort than was necessary a century ago, for electric power now 
does nearly all the heavy work. Why, then, can he earn now in 1 hour as 
much food, clothing, and shelter as could his prototype of a century ago in 5 
hours? The answer is inventive genius backed by capital investment. And 
the ordinary workingman has supplied very little of either. Today, in manu- 
facturing, someone must save an average of $10,000 to $12,000 to furnish the 
typical workingman with the equipment needed to make him earn his high 
wage rate. A main reason for this amazing advance was the protection given 
by the Constitution to the principle of economic freedom. This freedom includes 
not only the right to acquire, by honest means, property, but, in addition, the 
right to keep and also to dispose of such property as one pleases. 


ESTATE TAXES 


A major force leading a man to work hard is the desire to build up a large 
estate to safeguard the welfare of his wife and family. Such being the case, 
taxing away inheritances discourages saving and capital formation, and hence 
puts a brake on economic progress. Furthermore, as John Stuart Mill long ago 
pointed out, inheritance taxes tend to destroy accumulated capital and disrupt 
established businesses. Moreover, they are in absolute conflict with a funda- 
mental feature of economic freedom—namely, that every citizen shall have the 
right to dispose of his property in any way not inimical to the public weal. 

Estate and gift taxes are not important sources of revenue, for, in 1956, they 
brought to the Federal Treasury only $1,171 million of the $70,628 million which 
it took in. Since they are antisocial in nature, the needed revenue should be 
obtained by more legitimate levies. 


SERVICES RENDERED TO SOCIETY BY INVENTORS AND ORGANIZERS 


In the earlier days of our Republic, men who developed our great manufac- 
turing, transportation, and financial systems were rightly looked upon as being 
largely responsible for the advance in national prosperity. And it is true today 
that, in the case of some of our largest corporations, the executive who, by 
exercising unusual skill, adds a mere 1 percent to the concern’s output, may 
increase production by $100 million—and our Nation’s real income consists of 
the combined production of all of its enterprises. So, from the standpoint of 
the national welfare, it is the height of folly to do anything which will prevent 
the very limited proportion of our population who are gifted with a high degree 
of inventive or organizing genius from utilizing to the full their exceptional 
skills. 

TAXING AWAY INITIATIVE 


But, at present in our Nation, an unmarried individual honestly earning by 
unusual skill an annual income of more than $200,000, or a married person 
earning over $400,000, is taxed by the Federal Government 91 percent of the 
excess above the amount specified. With this tax rate prevailing, do you think 
it likely that many such individuals will use their best endeavors to increase 
productivity further in order to get more pay? 

Light on the extent to which such confiscatory taxation has actually either 
discouraged initiative or promoted tax evasion is shown by the following figures 
derived from official Federal income-tax reports. 

Between 1929 and 1951, the constant-dollar total personal income of our 
Nation’s inhabitants nearly doubled—increasing 93 percent. Did this rate of 
growth affect in about the same proportion the income of the wealthy segment 
of our population? 

Inswering this query, one cannot legitimately compare the same dollar- 
income brackets for the 2 dates, for, in the interim, the price level rose some 
54 percent. In view of this fact, it appears that a rough approximation to 
the figures sought can be obtained by comparing the total income in 1929 of 
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persons in the “Above $100,000” category with that of those who, in 1951, had 
incomes above $150,000. Here are the results of such a comparison: 





Total income above— 


$100,000 in $150,000 in 
1929 1951 


nes WI on ot ee ed og sil ee 4. 37 2.48 
Billions of constant dollars__..____- ets Sk ehdce deed endidhs ELLs 5 Giiwdhincenkled 5.95 2.18 
Percent of personal national income... ....................-...-.--...------- 5.10 0.97 


It is impressive to find that this wealthy group had, in 1951, less than a fifth 
as large a proportion of the national income as was possessed by the correspond- 
ing class in 1929. 

The shrinkage in aggregate incomes was accompanied by a sharp decline in 
the numbers of persons reporting incomes larger than the above-mentioned 
minimums. In 1929, there were 14,816 such individuals; in 1951, only 8,608. In 
1929, 1 person in 8,200 fell in the class mentioned; in 1951, only 1 in 17,820. 

What accounted for this striking change? It seems highly probable that the 
primary causal factor was the rise in the Federal tax rate on individual in- 
comes. In 1929, all incomes above $100,000 were taxed 20 percent. In 1951, any 
income above $150,000 was subject to a 90 percent levy. Doubtless, this terrific 
advance in rates caused many rich persons to invest their assets in tax-free bonds, 
led many a very capable individual to stop the futile effort to increase his net 
income or wealth by working strenuously, and induced still others to devise ways 
and means of evading the confiscatory tax. One can only guess at the com- 
parative influences of these procedures. 


CONFISCATORY TAXES PREVENT RISK TAKING 


Another point to be considered is that existing income-tax rates virtually pro- 
hibit a rich man from engaging in any ventures involving considerable risks. If 
a man can make several hundred percent on capital put into a risky undertaking 
which succeeds, he may be inclined to take many fliers. But, if he knows that 
any winnings will be mostly absorbed by income taxes, while any losses will be 
strictly his, he will, of course, stick to investments which he considers gilt edged. 
So, in this respect, confiscatory taxation hampers progress. 


NET EFFECT OF CONFISCATORY TAXATION UPON SAVING BY INDIVIDUALS 


Earlier studies have shown that, in the days when confiscatory income taxes 
were unknown, most new securities issued by corporations were sold to persons 
having large incomes. Obviously, when the Government took over the bulk of 
their income, such people could no longer buy large quantities of stocks or bonds. 
The effect upon the volume of new security flotations is well shown by comparing 
two 5-year periods having similar characteristics, each containing 4 good years 
and 1 of mild depression. The periods chosen are 1925-29 and 1950-54. 


1925-29 | 1950-54 








Billions per annum invested in new securities_-_...........-.-..--------------------- $5. 07 $6. 51 
DEST AIAN SOBUEND 90 TR WIGIIE goo 5 «ccnp opmitic dee do pans woe ceune-acen on 6.8 2.3 


This two-thirds decline in the relative importance of new security flotations 
tended, of course, to hamper corporate growth, lessen the national product, and 
hinder the advance in the real income of all classes of the population. 

As might well be expected in view of the facts just mentioned, the proportion 
of the national income represented by total dividends paid to the stockholders 
fell from 7.5 percent in 1925-29 to 3.4 percent in 1950-54. 

Did the slowing down of corporate expansion promote the profitability of busi- 
nesses operated by individual entrepreneurs? Not at all. As a matter of fact, 
the percentage of the realized national income represented by profits of indi- 
vidual entrepreneurs fell from 19.8 percent in 1925-29 to 13.7 percent in 1950-54. 
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SHIFTING OF INCOME TAXES 


People of small means who believe that their burdens are lightened by im- 
posing heaxy taxes on the big fellows are likely to overlook the fact that even 
income taxes are often shifted. Thus, the corporation that considers the services 
of its president worth $100,000 per year must now pay him about 3 times that 
figure to give him $100,000 net. But his added salary is a corporate expense, 
increases the costs of the corporation’s products, and, therefore is almost certain 
to be shifted to the consumers of these products. 


ORIGIN OF OUR CONFISCATORY INCOME TAXES 


As previously noted, the Founding Fathers put into our Constitution a provi- 
sion making impossible confiscatory taxation of individuals by the Federal Gov- 
ernment. What brought about the adoption of the 16th amendment, repealing 
this provision? 

Doubtless, the basic force was envy of the successful by the less competent 
and less industrious. But this factor was taken advantage of by the Marxian 
Communists. Karl Marx considered progressive taxation as a key device for 
overthrowing all capitalistic systems. His program in this connection was 
(perhaps unwittingly) promoted in the early part of the present century by a 
group of sensation-seeking magazine writers who came to be known as muck- 
rakers. They pictured the previously lauded captains of industry as robbers 
preying upon an unsuspecting public. Demagogic politicians, desirous of capital- 
izing upon this change in public sentiment, now characterized the erstwhile 
heroes as malefactors of great wealth. The public gradually accepted the idea 
that great fortunes had usually been accumulated either through graft or good 
luck. Thus, the stage was set for the Marxians to move toward their avowed 
goal of leveling down humanity. 


MISLEADING SLOGANS AND THEIR AFTERMATH 


In this endeavor, they were greatly aided by a number of economists who 
were duped into endorsing two slogans; namely, “Equality of Sacrifice,” and 
“Taxation According to Ability To Pay.” These economists overlooked the fact 
that the only respect in which different indiviuals are equal is that they all live 
the same number of days per year. Therefore, the best way of compelling equal- 
ity of sacrifice would be to require each to work for the Government the same 
number of days per annum. But, in 1950, the man with an income of $3,000 
per year put in only 26 days to pay his income tax, while the man with a million- 
dollar income had to serve Uncle Sam for some 216 days to square his account. 
That is a strange interpretation of “equality of sacrifice.” 

And, as a rule, economists who fell for the slogan, “Tax According to Ability 
To Pay,” did not perceive that this principle, if carried through effectively, 
would mean complete confiscation of all large incomes, for, as long as any man 
had more income than the average, he would have more ability to pay, and 
should, therefore, be taxed further. ™ 

By 1910, many of the most conservative Members of Congress were con- 
vinced that “taxation according to ability to pay” was a sound economic prin- 
ciple; State legislators agreed, and so, in February 1913, the 16th amendment 
to the Constitution, authorizing Congress to “collect taxes on incomes, from 
whatever source derived,” became part of our Nation’s supreme law. 

The result was exactly what the Founding Fathers had foreseen. De- 
magogic leaders of important pressure groups have constantly demanded that 
Congressmen place the tax burden upon the “bloated plutocrats” and “soulless 
corporations’’—the contention being that so doing will lighten the burdens of the 
poor. To most of the voters, this conclusion seems self-evident. Congressmen 
dare not ignore the views of the voters. Hence, a tax structure has grown up 
which, when analyzed carefully, is seen to be obviously pernicious. 


CONFISCATORY TAXES AND FAIR PLAY 


Let us first view the matter from the standpoint of fair play. Suppose that 
five men who consider themselves to be good runners agree to settle the question 
of supremacy by a mile race. Each backs his confidence in himself by a $20 
bill deposited with an umpire, the understanding being that the winner is to 
take all. Jones, who obeys all the rules carefully, wins the race. But do 
the other four let Jones have the hundred dollars? By no means. They force 
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the umpire to turn over the money to them, give Jones $30, and split the remainder 
among themselves. Can anyone call this fair play? But is this not exactly 
what we do when we lay down the rules of the game (laws regarding the conduct 
of business) and then seize 70 or 80 or even 90 percent of the earnings of the 
man who conducted business honestly and legally, and, by furnishing his custom- 


ers with goods at prices too low for his competitors to meet, runs up a large profit 
for the year? 


CONFISCATORY TAXES AND THE EIGHTH COMMANDMENT 


Next, let us view the question from the standpoint of ethics. Doubtless, nearly 
every Member of Congress accepts the validity of the principle laid down in 
the eighth commandment: “Thou shalt not steal.” Suppose that a man of 
genius earns $100,000 in a year, invests the money in bearer bonds, and puts 
the bonds in his safe. A burglar blows open the safe and steals most of the 
bonds. You will all agree that the burglar should receive a long prison sentence. 

Suppose, next, that four men are shipwrecked on a desert island. One 
man saves seeds from the ship, plants and cultivates them, and, later, has an 
abundant crop. The other three men refuse to work; but, when his crop is 
harvested, they form a government and vote that the crop be divided equally 
among all four. When a government, thus using democratic process, takes three- 
fourths of a man’s income, is the action no longer robbery? 


ARE CONFISCATORY TAX RATES A FISCAL NECESSITY ? 


Next, let us view our present income-tax setup from the fiscal standpoint. Are 
confiscatory tax rates on individual incomes called for mainly as a revenue 
necessity, or have they been enacted primarily at the behest of those who, be- 
cause of envy, hate the successful? 

In 1953, a typical year, effective tax rates of 25 percent or higher applied 
mainly to individuals having incomes for that year of $30,000 or higher. Their 
total income-tax liability amounted to $4,980,601,000. Had they paid an effective 
rate of 25 percent only, their tax liability would have been approximately $3,148 
million. The loss of revenue to the Federal Treasury by such a limitation would 
have been only about $1,833 million, or 2.4 percent of Federal expenditures 
for that year. 

As a matter of fact, in 1953, the aggregate reported income remaining after 
deductions and exemptions, and, hence, being counted as taxable, was only 
$128,305,807,000. A uniform tax rate of 23 percent on the taxable income 
of all classes of income-tax payers would have yielded as much revenue as was 
obtained by the confiscatory progressive-tax system. Under such circumstances, 
ean any reasonable person justify an utterly unfair, unethical system of taxa- 
tion—essentially, legalized robbery—on the ground that it is indispensable in 
order to finance the Federal Government? 

Clearly, the real reason for continuing confiscatory income-tax rates is to 
satisfy voters who either do not know the facts or who seem imbued with 
hatred of the successful—hate based upon either envy or communistic ideals. 


CORPORATION TAXES 


At present, corporations must pay into the Federal Treasury 52 percent of 
their respective net incomes. 

Careful investigation indicates that corporation income taxes do not burden 
greatly the corporation stockholders, for the taxes are, for the most part, shifted 
to the customers of the corporations. However, in my opinion, all taxes on 
corporation net incomes should not be reduced, but should be abolished. Does 
this indicate that I fail to recognize how effiecient and helpful corporations are 
as tax collectors? Far from it. It is, indeed, desirable to utilize their services 
in this connection even more extensively than is done at present. But taxing the 
net incomes of corporations puts a penalty on efficiency. 

Taxes levied on corporations should, therefore, not pertain to net income, 
but should be in préportion to the values of the final products of the respective 
corporations. Such a tax would bear as heavily on the inefficient as on the 
efficient producer. 
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Such excise taxes have two outstanding advantages as sources of Federal 
revenue: 
1. By shifting excise rates, revenues can be varied, as necessary, to bal- 
ance the budget. 
2. In wartime, unimportant production can be held down by elevating 
taxes on luxuries. 
Therefore, such taxes should be utilized to whatever extent necessary at any 
time to avoid borrowing to cover current Government expenses. 


CONCLUSION 


I hope that all the members of your committee will give your active support 
to a movement to amend the Constitution in such a way as to bolster economic 
freedom, including the right to hold and dispose of property as the owner sees 
fit, and also to encourage efficiency in the operation of all corporations, to pro- 
tect in the future outstanding inventors, executives, and thrifty investors from 
robbery, to keep the way open to the ladder of success and achievement for our 
future McCormicks, Bells, Edisons, and Fords, and to safeguard yourselves 
against pressure from groups who are actuated either by envy or by antipathy 
to the economic freedom which has made America great. 

I hope you can find time to consider my views. 


(Whereupon, at 3:15 p. m., the committee adjourned, to recon- 
vene at 10 a. m., February 7, 1958.) 








GENERAL REVENUE REVISION 


(Tax Treatment of Contributions to Certain Retirement Funds; 
and Miscellaneous Subjects) 


FRIDAY, FEBRUARY 7, 1958 


House or ReEprEsENTATIVES, 
CoMMITTEE ON Ways AND Means, 
Washington, D. C. 
The committee met at 10 a. m., pursuant to recess, in the commit- 
tee room, New House Office Building, Hon. Wilbur D. Mills (chair- 
man) presiding. 
The Cuairman. The committee will please come to order. 
Our first witness this morning is Dr. Gerhard Colm, who has been 
invited by the committee to appear. 
Dr. Colm, will you please come forward and, for purposes of the 
record, identify yourself by giving your name and address, 


STATEMENT OF DR. GERHARD COLM, CHIEF, ECONOMIST, NATIONAL 
PLANNING ASSOCIATION, WASHINGTON, D. C. 


Mr. Cotm. Mr. Chairman, I am Gerhard Colm. I am chief econo- 
mist for the National Planning Association here in Washington, D. C., 
which is a nonprofit and nonpartisan organization. I am appearing, 
however, in response to your invitation today, Mr. Chairman, as an 
individual interested in hens problems of taxation. 

The Cuarrman. We appreciate having you with us this morning, 
Dr. Colm. We want you to feel free to proceed in your own manner. 
If you desire, sir, to have included in the record your statement and 
to speak to us orally, that will be entirely satisfactory. 

Mr. Cotm. Mr. Chairman, I would appreciate if I may be per- 
mitted to file this prepared statement for the record, and to outline 
the highlights of what I feel is pertinent in the present situation. 

The CHarrmMan. Without objection, your statement will appear 
in the record, and you are recognized. 

(The statement is as follows a 


STATEMENT OF GERHARD COLM 


My name is Gerhard Colm. I am chief economist for the National Planning 
Association, which is a nonprofit and nonpartisan organization. I am appear- 
ing, however, in response to an invitation from the chairman, as an individual 
interested in fiscal and economic policy. 

I appreciate the opportunity to present to you some views on tax policy, par- 
ticularly with regard to suggested revisions in the income and estate tax. 
With your permission I will deal with a few broad issues, leaving the intricate 
technical and legal problems to people who have greater knowledge and experi- 
ence in that field. 
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Present conditions afford a highly opportune time for this committee to con- 
sider tax revision. The fact that we are in an economic recession has put re- 
newed steam behind proposals for substantial tax reduction. Some people have 
proposed that we should not shrink away from tax increases if deficiencies 
in our international and domestic programs make substantial increases in gov- 
ernment expenditures imperative. Still others have taken the position that this 
is no time for either reducing or increasing taxes, although some feel that sub- 
stantial tax revision is possible and desirable. 


THE BUDGET OUTLOOK 


Let us first examine the budget as transmitted by the Presdient a few weeks 
ago. A small deficit is estimated for fiscal year 1958; a small surplus for 1959. 
Since the deficit and surplus are so small as to be within the usual margin of 
possible estimating error, we may speak of the budget as being balanced. In 
the so-called consolidated cash budget there is a small surplus for both years. 
It is this budget picture which appears to give support to those who hold that 
no change in the general level of taxes is called for. 

The Government’s expenditure estimate for fiscal 1959 shows a $1.1 billion 
increase above 1958 in the administrative budget, a $1.7 billion increase in 
the cash budget which includes the increase in the highway program. This 
increase in expenditures will be larger if the Congress does not adopt in full the 
proposed increases in postal rates. In addition, very serious questions have 
been raised about the adequacy of certain other program recommendations 
included in the budget. 

Other legislative committees are now in process of examining the adequacy 
of the expenditures budgeted for various programs. Meanwhile, this committee 
is faced with the question: Is it safe to make decisions regarding taxation 
assuming that the budget, as transmitted, will not be substantially altered? 
The answer, in part, lies in our desire and our willingness to maintain and 
advance our international position and our domestic economy. Some believe 
that it is futile to engage with the Soviet Union in a race for the development 
of, and defense against, superweapons; that it is futile to advance research, 
education, and training with a view to outrival the Soviet Union. Some believe 
we would be endangering our own way of life if we accept the Soviet challenge 
for competitive coexistence. Personally, I believe we have no choice but to 
face up to that challenge. However, if we are to meet it forcefully and effec- 
tively, then some of the proposed programs for defense and nondefense activi- 
ties may very well be inadequate. Until the appropriate committees and the 
Congress as a whole have considered the various programs, I do not think it 
would be wise to regard the expenditure estimates for fiscal 1959 as a firm basis 
for final judgment. It might, therefore, be prudent, as a preliminary work- 
ing hypothesis, to regard expenditures for 1959 at $2 to $3 billion larger than 
the budget estimates, 

Now let us look at the revenue side of the budget. The President’s budget 
shows a $2 billion increase in revenue, both in the administrative and in the 
eash budget, with only minor changes proposed in tax legislation. The esti- 
mated increase in revenue is expected to result from the anticipated upturn 
in business conditions in the near future. This expectation is based on the 
hope that three proposed policies will be effective : 

1. The relaxation of credit restraints, 

2. The promotion of residential construction, 

8. The sharp increase in the placement of defense contracts during the 
first half of this calendar year. 

The relaxation of credit restraints will have some effect, particularly on 
proposed State and local capital outlays and on housing. There are however, 
certain restraining factors 2s well. Some States are facing financial difficulties 
which may force them either to increase tax rates or to curtail expenditures. 
With respect to housing, recent surveys reveal that the economic uncertainty 
has dampened consumers’ intentions to buy. 

The most important impact on the economy should come from the current 
substantial increase in the placement of defense contracts. However, under 
present plans the increases in defense contracts during the first 6 months of 
1958 would merely offset the curtailments in contracts placed during the second 
half of last year. Defense contracts for the fiscal year 1959 as a whole would 
be about the same as those for the current or last fiscal year. No rise beyond 
June 1958 is contemplated. (See table I on page 4.) 
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I think it is very hazardous to rely primarily on these temporary increases 
in defense contracts to bring the downturn to a halt and to stimulate a renewed 
rise which would be sufficient to yield $2 billion additional revenue in the 
next fiscal year. GNP would need to increase close to $10 billion in order to 
yield that amount of additional tax revenue. 


TaBLE I.—Department of Defense military functions contract obligations placed 
with private industry 


[Billions of dollars] 
Major pro- Other Total 
curement 
Time period: 
EINE SEB sano gina snecunes -shnoeysecnyeenh liebe 3.4 2.3 5.7 
oes cui dbcccoededesunspies omesetioen 9.5 2.8 12.3 
July-December 1956.............--------- 7.8 3.4 11.2 
ee ee ee ee biewSthieiahos 6.7 3.2 9.9 
July-December 1957 (estimate) . _.......-..-....------ veka 5.7 2.2 7.9 
January-June 1958 (estimate) -.............--.--.--------- 9.8 3.6 13.4 
July-December 1958 (estimate) -.........-...-.--.------.- 7.5 2.3 9.8 
Calendar year: 
iii tien cadena tunidmenetinth cup rinniggen> tyne 17.3 6.2 23. 5 
I i oS Sk le asc titiin dhnsan be aude kSawstecetaien' a 12.4 5.4 17.8 
SE ION sisciitnc cage ann wdil hdenicnihbchiakee Gad faremnderaltias 17.3 5.9 23.2 
iscal year: 
Ri nthetensiblblaiishibedcnadh tistle ponig:thdichsocnpn-sschimpiasiaade ash Gentes alban we eked 12.9 5.2 18.1 
eT NIN a) ag ica ccickaacsnbesedsobnsepetanmeeuastien 14.5 6.6 21.0 
ID, Sion cabs ncmnba dene dawwailsabnedar enaibiad 15.5 5.8 21.3 
I an hnrtdintonvinbabincihitineninbdsadiiatnetinnabe 15.0 4.6 19.6 





1 Projected on basis of first half fiscal year 1959 estimates. 


Source: Department of Defense and National Planning Association; estimates based on 1959 defense 
budget program. 


I am not certain that such an increase in GNP can be taken as a safe assump- 
tion if only the credit and fiscal policies recommended in the budget and the 
Economic Report were adopted. 

Considering present budget programs and policy recommendations of the ad- 
ministration, I would expect not a balanced budget—as shown in the budget 
message—but a substantial budget deficit resulting from falling revenue owing to 
the recession. If expenditures should rise 2 to 3 billion dollars above currently 
contemplated levels without any increase in tax rates, a budget deficit would 
result also. However, in this latter case with expenditures and tax revenues at 
somewhat higher levels, resources which at the present time are idle could be 
used for high priority purposes, and we would, at the same time, be increasing the 
chances for sustained recovery. An attempt to balance the budget in a period of 
recession by a drastic curtailment of expenditures or by a substantial increase in 
tax rates would greatly enhance the likelihood of a serious depression. 

I agree with the statement made by the President at a recent press conference 
that under present economic conditions a temporary budget deficit is preferable 
to a tax rise. Only if expenditures should be stepped up by much more than is 
contemplated in this discussion, would I recommend consideration of a tax in- 
crease as an anti-inflation measure. 

But what about tax reductions? As I have stated earlier, I do not believe that 
the combination of a moderate relaxation in credit policy and a small increase in 
Government expenditures will be sufficient to counteract the recession. There- 
fore, I would conclude that tax reduction is warranted unless expenditure pro- 
grams are stepped up. 

There is also a longer range factor in the budget and the economic policy pro- 
gram on which I should like to comment. I refer to the proposal that certain 
Federal functions be passed on to the State and local governments. These 
specific proposals are in my opinion, unrealistic. A much more basic approach 
to the Federal-State-local problem is needed. In the long run it would be unwise 
for us to reduce the more progressive and lucrative Federal taxes while we force 
States and local governments to increase their tax rates. Therefore, in formulat- 
ing a long-range tax policy, consideration should also be given to the development 
of revenue needs and resources for the various State and local governmental 
jurisdictions. 
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TAX REDUCTION 


For the present I do not now recommend tax reduction since it is my conviction 
that making up deficiencies in some of our programs deserves higher priority. 
My discussion regarding tax reduction is, therefore, somewhat conditional. 

Substantial tax reduction should meet two criteria: It should first represent 
a desirable improvement in the tax system, and second should contribute to 
economic recovery and growth. Recognizing the uncertainty in the present world 
situation, I would add a third consideration, namely that tax reduction should, 
as far as possible, be reversible. 

In the light of these 3 aspects, I would favor a reduction in the personal in- 
come tax by splitting the first $2,000 bracket of taxable income and applying 
a lower rate to the first $1,000 of taxable income. Such a measure would make 
the income-tax structure somewhat more progressive. Taxpayers in the lower 
and middle income brackets would gain the greatest relief while no one would 
be dropped from the tax rolls. This measure would make it easier to adopt 
any needed readjustment in tax rates. An increase in tax exemptions which 
otherwise would have a similar impact on mass-purchasing power would, in 
addition, reduce the tax rolls and make a reversal of policy more difficult. 

Very broadly speaking, a lowering of the tax rate to 15 percent on the first 
$1,000 of taxable income would create a revenue loss somewhat larger than the 
loss resulting from an increase in the tax exemption by $100. In both cases 
the loss would be within the range of $2.8 to $3.5 billion. 

My conclusion with respect to tax reduction, therefore, is of a contingent 
character. I am for a reduction in the rate on the first $1,000 of taxable income 
unless the Congress should decide to increase expenditures appreciably. I 
realize that you cannot make hypothetical or conditional decisions. Yet I wonder 
if it could not be possible to draft and consider an amendment to the Revenue 
Code which would split the first $2,000 taxable income bracket but which would, at 
this time, reduce the tax on the first $1,000 of taxable income only by a token 
amount, say 1 percent. This would improve the tax structure and would make it 
possible to reduce tax rates more substantially if the decisions on expenditure pro- 
grams and if a prolonged economic weakness make tax reduction desirable. On 
the basis of current programs, I believe that action—either on the expenditure 
side or the tax side of the budget—is needed not only to reduce hardship and 
frustration among the unemployed but also to demonstrate that the American 
political and economic system works. 


TAX REVISION 


Certain tax revisions should be undertaken irrespective of whether taxes are 
or are not reduced. There are tax revisions which I feel are overdue and which 
are more concerned with equity than with economic effects. I am referring to 
the so-called problem of the erosion of the income-tax base. Special provisions 
have been adopted which benefit taxpayers both in the lower and in the higher 
income brackets. However, these provisions are of much greater importance 
for the taxpayers in the upper income brackets. Indeed, our top bracket tax 
rates are so high that they have made the opening of loopholes almost unavoid- 
able. As a consequence, tax rates in these brackets have become largely fic- 
titious. The many legal loopholes permit most wealthier taxpayers to reduce 
their tax burden; but not all taxpayers can or want to use these opportunities 
to the same extent. This, then, causes serious inequities. Joseph Pechman 
has estimated that the various tax exemptions, exclusions, and deductions ac- 
tually reduce the tax base by more than $40 billion (1956)? If all these exemp- 
tions and tax credits were removed, tax rates could be reduced by one third. 
These special provisions include depletion allowances, split-income provision, 
fringe benefits, interest payments, and certain taxpayments. They also include 
the special treatment of capital grains which is being given wider and wider 
application. I do not suggest that all tax exemptions and tax privileges should 
be characterized as loopholes, and should be abandoned. Nor do I believe that 
a substantial closing of tax loopholes is psychologically and economically feasible 
unless some adjustment is made in tax rates. 

I shall not at this time enter into a discussion of the merits and demerits of 
the various exemptions and deductions. In several cases only a change in defini- 


1 Joseph A. Pechman, Erosion of the Individual Income Tax. National Tax Journal, 
March 1957, pp. 1-25. 
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tion or in method is needed for accomplishing the desired objective. I do not 
propose to go into the details. 

However, before making a general recommendation, I would emphasize two 
specific points. First, with respect to the dividend credit. I understand that 
this provision is designed to relieve the so-called double taxation of dividends 
and is based on the theory that at least part of the corporate income tax has the 
effect of curtailing dividend payments. To the extent that there are merits in 
the double-taxation argument, it seems to me that a dividend credit at the cor- 
porate level would be preferable to one at the personal-income level. The 
present method gives a tax advantage to those individuals who receive dividends 
directly and works in favor of the stockholders in the higher income brackets. 
There are, however, many people in the lower and middle income brackets, 
particularly wage and salary earners, who indirectly derive benefits from stock- 
holdings through their participation in pension funds. Although these pension 
funds invest in stocks their participants do not profit from the present dividend 
credit. A dividend-paid credit at the corporate level would benefit both those 
individuals investing directly in stocks as well as those beneficiaries who indi- 
rectly invest in stocks through their interest in pension funds. At the same time, 
I would favor a credit which compensates only a fraction of the corporate tax. 
For example, a 5-percent credit to corporations for dividends paid would cause 
approximately the same revenue loss as the present dividend credit and dividend 
exemption for individuals. I am not for full integration of the corporate and 
individual income tax. I believe that a corporate tax perse has a place in a tax 
system for the following reasons: 

1. In my opinion a major part of the corporate tax has already been ab- 
sorbed into the price and cost structure of the economy. Therefore, the 
double-taxation argument is only of partial validity. 

2. Full integration would mean a substantial loss in revenue. This woul4 
reduce the possibilities of other economically more urgent tax reductions or 
would force the adoption of other less desirable tax increases. 

3. Particularly by permitting the deduction of research and development 
outlays as expenses and by the use of rapid amortization privileges in spe- 
cific cases, the corporate rate represents a powerful tool of economic policy. 

My argument in favor of the corporate income tax does not mean that it should 
be maintained exactly in its present form. While some technical improvements 
may be desirable, I shall not discuss them in this testimony. 

As for my second point of emphasis: I would favor increasing the yield from 
estate and gift taxation by lowering exemptions and deductions. Placing some- 
what greater weight on estate and gift taxes would make some changes in the 
administration of the taxes desirable. Particularly payment in perhaps 10 yearly 
installments should be permitted as a rule whenever the estate consists of a major 
ownership or partnership in a going-business concern. 

With respect to the whole problem of tax revision I would like to make a prac- 
tical suggestion. I think it would be useful if an expert committee would be 
assigned the task of making computations concerning the income, estate, and 
gift taxes with the following instruction: Estimate the taxes paid by each of the 
income groups; propose various alternative changes in the tax laws under which 
each of these groups of taxpayers would, with reduced bracket rates, still pay 
the same amount of taxes. 

My proposal would, in itself, not necessarily make the tax system more pro- 
gressive, but it would make the progressivity which now exists more equitable. 
Entirely apart from the desirability of greater progressivity in the tax system, 
equity demands that within a tax bracket the differences be reduced between 
those who do and those who do not pay the full rates set by the Congress. A 
reduction of those differences would give us a broader tax base which, if it be- 
comes imperative, could more equitably bear some increase in tax rates. To 
that extent my proposal may be regarded as an element in a financial prepared- 
ness program. In any case, such alternative computations would, I believe, be 
very useful for those who have to make the decisions on tax legislation. I real- 
ize that the tax-revision proposals I have recommended are a matter which 
requires considerable study and consideration. The action on tax revision, how- 
ever, is not of the same immediate urgency as is the necessity to modify the 
budget—on the expenditure or tax side—in order to overcome present defi- 
ciencies and to restore the sagging economy to its course of expansion. 


Mr. Comm. Mr. Chairman, I appreciate very much the honor that 
T may appear before the Ways and Means Committee at this time. 
I feel that the economic policy of the United States Government and 
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particularly tax policy has a very great importance under the present 
circumstances, and those who form it have a great responsibility. 

I know that this committee wants to consider tax policy in the face 
of two very grave developments. 

One is the increasing realization of the seriousness of the Soviet 
challenge. This realization refers not only to the advances in guided 
missiles but also to all other military equipment, to the economic offen- 
sive of the Soviet Union which is going on in many parts of the world, 
and to economic accomplishments in general. 

May I with your permission read a sentence from the Pravda which 
I did not have when I prepared this statement. On January 22, the 
Pravda said: 

Economic developments in the United States confirm the Marxist thesis that 
while production in Socialist countries is developing steadily and increasing, the 
rate of growth and production in capitalist countries is either stationary or 
decreasing. This was shown particularly by the fact that in 1957 industrial 
production in the U.S. S. R. increased by 10 percent— 
which, by the way was an exaggeration; it did increase by 6 or 7 
percent— 
while in the United States there was no expansion at all. The new develop- 
ment at the end of 1957 was the beginning of the general overproduction. 

Mr. Chairman, this fact of the current recession is the second grave 
development to which I referred as a proper perspective within which 
the tax problem has to be seen. 

The basis of the consideration of this committee for immediate 
action, I am sure, is the President’s budget. Therefore, I would like 
to say a few words about the use of the President’s budget as an as- 
sumption for decision on current tax policy. 

t ry the expenditure side, it is my impression that the estimates 
are tight. 

2. One should not forget that it includes as a minus expenditure 
item the recommended increase in postal rates, which depends on 
whether Congress will go the full way as recommended by the 
President. 

3. The revenue estimates for 1959 show an increase of $2 billion 
above the estimates for the fiscal year 1958, without any substantial 
changes in tax legislation. In other words, this says that the budget 
is predicated on the assumption that there will be a very substantial 
economic recovery for the whole fiscal year 1959. As a matter of 
fact, the total production must increase by close to $10 billion, in order 
to give us that increase of revenue by $2 billion. 

Mr. Chairman, this is not the place for analysis of the economic 
situation, unless the committee wishes me to go into that. Let me say 
briefly that I feel that the budget is based on rather optimistic as- 
sumptions, and I would not be too sure that this is a prudent basis for 
final decision on tax policy. 

The Cuarrman. Dr. Colm, may I interpose. 

I certainly think it would be appropriate for you to give us some 
analysis of the economic situation. I am sure the committee is inter- 
ested in your opinion with respect to the next few months. 

Mr. Cotm. Mr. Chairman, the recession has a number of causes. 

One cause is the cyclical down movement in investment in plant and 
equipment. This may be something of considerable duration. 
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The second cause is a very drastic curtailment in defense contracts 
in the second half of the calendar year 1957. 

The third factor is a downturn in exports due to world conditions. 

Fourth, which is probably a bit controversial, is that the situation 
has been aggravated by a tight money policy which, in my judgment, 
was carried on just a bit too long. 

The Cuarrman. And in some aspects is still being carried on. 

Mr. Cota. Yes, sir. 

These were the primary causes of the recession. But once things 
turned down, there were secondary causes that entered into the pic- 
ture; particularly the inventory liquidation of business, because in- 
ventories got out of line with sales; growing pessimism among buyers 
of homes and durable goods as revealed by surveys, and so on. 

The administration, in the budget message and the President’s eco- 
nomic report, recommends basically three policies for changing that 
outlook: (1) a relaxation of credit; (2) some stimulation of residen- 
tial construction; and (3) not for reasons of antirecession but for 
reasons of the Soviet challenge, the placement of much enlarged con- 
tracts for defense. 

Mr. Chairman, this placement of contracts is going on right now. 
Contracts—as I give the figures in the table in my testimony—are 
Pita ope up by something like $5 billion within a half-year 

eriod. 
k The Cuatrman. By $5.8 billion, as I recall from the Economic Re- 
port of the President. 

Mr. Cot. Yes, sir. 

But if you look at my figures which I give on page 4 of my testi- 
mony, this is an increase in one which is strictly limited to a 
half-year period. For the fiscal year 1959, the figure is even a bit 
lower than the figure for the fiscal year 1958. 

For that reason, if the President’s recommendations are imple- 
’ mented, and nothing more than that, I would not be so certain that 
we can expect this rapid recovery in the middle of the year which will 
carry us all through the fiscal year 1959. It might be that we will 
have some effect of this placement of contracts, perhaps in March, 
April, and beyond, but I would not be too sure that this recovery will 
be sustained all through the fiscal year 1959. 

The Cuatrman. Is it not a fact that the total for the 12-month pe- 
riod in contracts let, including the last 6 months of 1957 and the first 6 
months of 1958, would still be under the total of the contracts let in 
the calendar year 1956? 

Mr. Cotm. Yes, sir. 

Do you speak of the calendar year 1957 ? 

The Cuarrman. No, I am talking about the last 6 months of 1957, 
when the cutbacks occurred, and the increased tempo of the first 6 
months of 1958. When we consider that asa year and compare it to the 
calendar year 1956, there will be fewer dollars of contracts let in that 
12-month period than were let actually in the full calendar year 1956. 

Mr. Cotm. My figures show a small increase for the period of July 
1957 to June 1958, 21.3 as contrasted—No. I apologize. You are 
right, Mr. Chairman. For the calendar year 1956 it was 23.5. That 
is a decline by $2.2 billion. 
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The CHarrman. I mentioned that because I think too much em- 
phasis is being put upon the ability of these additional defense con- 
tracts to revive us. Is that your conclusion ? 

Mr. Cotm. Yes, sir. I reach the same conclusion. 

May I qualify that, however, by adding: under the present pro- 
grams. I do not know what Congress might do to that. 

My conclusion is that the budget as presented shows a very small 
surplus for the fiscal year 1959. I would think it is at least equally 
probable, if not more probable, that the fiscal year 1959 will show 
a recession deficit if Congress should not adopt any additional policies. 

Mr. Chairman, my conclusion from this analysis of the budget, in 
the light of the economic outlook, is the following: 

I cannot recommend immediate tax reduction without qualification 
at the present time. The reason for that is that in the light of the 
Soviet challenge, not only in the missiles but also in the other fields to 
which I have referred, I am convinced that the appropriate commit- 
tees of Congress, and Congress as a whole, would first want to take a 
very good look at the adequacy of the programs before deciding wheth- 
er to adopt a tax policy based on the expenditure program as submit- 
ted in the budget document. 

I feel that in this struggle which we are facing, the best weapon 
America has is its productivity. I am convinced that Congress will 
take a good look at what use can be made of the tremendous produc- 
tivity which is not fully utilized now for defense and for nondefense 
purposes which are related to that struggle, before deciding that this 
is all we can do, should do, and can afford to do, and draw conclusions 
from that. 

That is outside my field, and I am speaking here as a citizen who 
is greatly concerned with the current situation. 

If, however, Congress should decide to adopt basically the Presi- 
dent’s program with respect to expenditures, then my recommenda- 
tion would be tax reduction in order to bolster purchasing power from 
the tax side if we do not do it from the program side. 

The Cuatrman. Dr. Colm, let me understand you. 

You would not move in the direction of tax reduction now. You 
would wait and see what expenditure program the Congress appears 
to be adopting in this session. Is that right? 

Mr. Cota. Exactly. 

The CuatrMan. Then, if you found that the Congress was sticking 
pretty close to the President’s budget recommendation on the expendi- 
ture side, not adding to that, but sticking closely to it or perhaps even 
reducing it in some areas, you would advise, as soon as that could be 
determined, that taxes be reduced ? 

Mr. Cou. Yes, sir. 

The Cuatrman. But you would hold up on any decision with respect 
to taxes until you could see a clear picture of what was happening 
on the expenditure side. 

Mr. Cotm. Yes. 

Mr. Chairman, this is exactly my position, the way you have sum- 
marized it. However, I would not recommend just to sit down and 
do nothing on the tax side now. I would recommend that the Ways 
and Means Committee give serious consideration to the question of, 
if there should be a tax reduction, what is the best way of doing it. 
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I am presenting in my testimony the recommendation that we 
should split the first bracket of taxable income, the first $2,000 bracket, 
into 2 parts, and adopt at this moment, at least in a tentative form, 
only a token reduction for the standard rate for the first $1,000 of 
taxable income. That means, for instance, going down by 1 percent, 
in order to get that structure into the tax system, which I regard as 
an improvement in our tax system. 

I would prefer this method of tax reduction to the increase in exemp- 
tions for a very simple reason. In our world situation we should 
face the possibility that perhaps we may have to reverse a reduction, 
and to increase taxes at another time, if that should prove to be neces- 
sary. Once we have lost millions of people from the tax rolls, then 
it is more difficult to reverse tax reduction, I think it is better to get 
our individual income tax into such shape that it can better stand 
either tax reduction or tax increase if that should become imperative. 

Mr. Chairman, besides that, I also recommend in my testimony 
which is prepared for the record, a tax revision. I feel that, while this 
has become almost a cliche to say—and pardon me, Mr. Chairman, 
but I believe you said it also, in a speech sana a year or so ago before 
the chamber of commerce—our tax base has been eroded. 

We have lots of exemptions, exclusions, and deductions for the lower 
brackets and for the higher brackets, but they are more effective in 
the higher brackets. Perhaps, with the upper bracket rates going 
as high or higher than 90 percent, it was really unavoidable to open 
up loopholes, because these tax rates were too high, if they were really 
paid. Thus, our rate structure has become fictitious. 

I-wish that we would move in the direction of lowering these ficti- 
tious rates, but at the same time limiting some of the exemptions, de- 
ductions, and exclusions. 

I know this has been discussed by others, but I would like only to 
add two specific points before I make a general recommendation : 

1. On the dividend credit, I feel the present arrangement is not 
desirable. It gives a higher benefit to the stockholder in the higher 
brackets than to the stockholder in the lower brackets. 

Furthermore, there are many people who have an interest in stocks 
only in an indirect way. We are adding year after year $3 billion 
or more to private pension funds, many of which invest in stocks and 
securities. 

That is the way in which the workman participates in industrial 
development. It is not only the 7 or 8 percent of the families who 
are buying stocks directly. Many of our wage earners participate 
in the fruits of industrial development through their own interest in 
these pension funds. 

The present arrangement gives a benefit only to the individual 
stockholders, and particularly to those in the higher income brackets. 
It gives no benefit whatsoever to those people who have an interest 
in the funds which in turn invest in stocks. 

I would prefer, to the extent that the Congress wishes to relieve 
this so-called double taxation to some extent, to have a deduction at 
the corporate level for dividends paid. According to a rough esti- 
mate, about a 5-percent deduction would be equivalent in revenue 
loss to the loss which is caused by the present arrangement in the indi- 
vidual income tax. I am not for full integration between the indi- 
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vidual and corporate tax, and I give my reasons in my testimony. I 
do not want to go into that now. I think there is a justification in 
having the corporate tax per se besides the individual income tax, but 
I am all in favor of a slight allowance for dividends paid at the 
corporate level. 

The Cuarrman. Dr. Colm, would you mind my asking a question 
at this point? 

Mr. Cotm. No, not at all, Mr. Chairman. 

The Cxarrman. I know you are an economist, not a tax lawyer, but 
you are very well informed on the law of taxation. 

The Treasury Department very recently has stated that its regula- 
tions will be conformed to the result in the Spring case with respect 
to the allowance of the dividend credit. The effect of that change, 
as I understand the situation, will be to provide in some instances an 
effective capital gains rate of 23 percent in contrast to a statutory 
rate of 25 percent as a result of the dividend credit. 

That is not generally known, but that intensifies, I would assume, 
the reason for your suggestion that we change from the dividend 
credit into an allowance against the corporate tax. 

Mr. Coitm. Yes, sir; it would, because, due to the fact that it is now 
permissible to include the whole capital gains in the adjusted in- 
come, the benefit has increased. 

2. Mr. Chairman, the second specific point I wanted to make relates 
to the estate and gift tax. I do feel that, with the individual income 
tax as high as it has become, we are somewhat out of balance in the 
respective use of the individual income tax and the estate and gift tax. 

I would be in favor of at the same time reducing the upper brackets, 
as I said before, for the individual income tax, and lowering exemp- 
tions and deductions on the estate and gift tax. 

This brings me to my recommendation on tax revision. 

Mr. Chairman, in spite of the flattering remark you made, I do not 
regard myself as an expert in this whole area of erosion of the tax 
base. But it seems to me it would be desirable if the Ways and Means 
Committee would appoint a committee of experts and instruct them 
to compute the tax payments for each of the income brackets, both 
under the individual income tax and under the estate and gift tax. 
To alleviate estate and gift taxes to individual income brackets some 
ratio has to be estimated between individual income and property 
which would be passed on after death. This can be done, technically, 
and has been done. i 

Then, compute various alternatives where, by modification of defini- 
tions for “exemptions,” “deductions,” and so on, you increase the tax 
yield, but at the same time reduce the tax rates so that a group as a 
whole pays the same taxes as before. This would have the net result 
that the progressivity of the taxes as a whole would not be changed, 
but more equity would be obtained among various people within the 
same bracket, between those who do and those who do not pay the 
full rate. 

Mr. Chairman, I feel that this committee and everybody who has to 
make up his mind about tax legislation would gain if he had that 
information before him which, to the best of my knowledge, is not 
available. 
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Mr. Chairman, that completes the main points I wanted to make, 
they are elaborated a little bit more in the testimony which I have 
submitted for the record. 

The Cuairman. Does that conclude your statement, Dr, Colm? 

Mr. Cotm. Yes, sir. 

The CHairMAN. Are there any questions of Dr. Colm? 

Mr. Reed. 

Mr, Reep. Dr. Colm, I came in just a little bit late, but I have been 
going over your statement here and was very much interested in it. 

I was wondering, if your suggestions were carried out, whether it 
would increase the revenue or decrease it? If so, how much? 

Mr. Coum. Mr. Reed, the question depends on what to do about 
what I call tax reduction. I do not recommend it for the present 
time. If it were adopted at a later time when it becomes clear that 
expenditures would not increase more than by $1 billion or $2 bil- 
lion, in that range, and taxes were reduced, the specific loss on 
revenue, if you go for the first $1,000 to a 15 percent base, would 
amount to about $3 billion revenue. 

This is only the first computation. It might be that since this is on 
my side intended as part of a comprehensive antirecession policy, I 
would hope that this measure, in conjunction with a number of other 
measures into which I did not go here, would bring about a recovery. 
Then, we may have a higher revenue even though we have reduced 
the rates. 

Mr. Reep. In other words, stimulate business enough so that the 
revenues would really increase. 

Mr. Coto. Yes, sir. 

I think, if I may put it in that form, a recession deficit, which I 
think is a definite possibility at the present time under the program 
as transmitted to Congress, is worse than an antirecession deficit. If 
Congress, by deliberate action, reduces revenue or increases expendi- 
tures, then although we will have a deficit then, too, we are making use 
of our resources, and before long we will have, from a higher national 
income, higher tax revenue. 

Mr. Reep. I was very glad to hear you say that you were opposed 
to effecting a tax reduction by enlarging the exemption, that it took 
too many people off the tax rolls. That was what you meant here by 
saying the tax base was being eroded. Is that right? 

Mr. Cotm. The tax-erosion reference was a reference to all the tax 
exemptions, tax deductions, and the various so-called loophules. 

Mr. Reep. The tax exemption is not the right approach, in your 
opinion ? 

Mr. Cotm. I would not call it a loophole. Of course, it does reduce 
the base very substantially, but I would not call it a loophole. That 
is a question of terms. 

Mr. Reep. I did not call it a loophole. 

But I feel that lowering the exemption takes so many people off the 
tax rolls that the Treasury would lose too much revenue. Do you 
agree with that ? 

Mr. Cotm. Yes, sir. My reason for preferring the other alternative 
is that we are living in a world in which it might be imperative to 
increase taxes at a later time. I would like to see the individual in- 
come tax in a shape in which it is most productive of additional yield 
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if necessary. That, in my judgment, is part of a national security 
preparedness program. 

r. Reep. I have always felt that with the right kind of a tax bill, 
we could get more revenue by reducing tax rates than we could get 
under these high rates. I think we have plenty of evidence that that 
has worked out in the past and that it is possible it could in the future. 

I think you have made a very fine statement, sir. 

Mr. Cotm. Thank you. 

The Cuarrman. Mr. Eberharter will inquire, Dr. Colm. 

Mr. Exsernarrer. Mr. Colm, I particularly like your suggestion 
that a special survey be made by a special commission with respect 
to these many exemptions, deductions, and special provisions of the 
code which erode the base, and which in turn really make ineffective 
the rates that we have in the statute. That is your main contention, 
is it not? 

In other words, the exemptions, deductions, and special provisions 
of the act lower these so-called high rates to a great extent, and there- 
fore we do not have the base that we suppose. Instead, they provide 
ultimately for inequities in many instances, just the same as the 
different tax exemption and different exclusion may give the higher 
income brackets a special advantage. If we had a bipartisan survey 
by a good commission to make public those things, we might arrive 
at a better tax base. 

Mr. Cotm. Yes, sir. 

The Cuarrman. Are there any further questions of Dr. Colm? 

Dr. Colm, we appreciate very much your coming to the committee 
and advising with us on the problems presently before the committee. 
Thank you, sir. 

Mr. Cotm. Thank you, Mr. Chairman. 

The CuarrmMan. Our next witness is Mr. Paul Ziffren. 

Mr. Ziffren, will you please identify yourself for the record by 
giving your name, address, and the capacity in which you appear. 


STATEMENT OF PAUL ZIFFREN, ESQ., ZIFFREN & ZIFFREN, 
LOS ANGELES, CALIF. 


Mr. Zirrren. Mr. Chairman, my name is Paul Ziffren. My address 
is Los Angeles, Calif., and I appear here as a tax attorney and citizen 
interested in this very important question of Federal income taxes. 

The Cuarrman. Can you conclude your statement to the committee 
in the 10 minutes that we have allotted to you, Mr. Ziffren ? 

Mr. Zirrren. I am certain I can, Mr. Chairman. 

The Cuarrman. Fine, sir. You are recognized. 

Mr. Zirrren. Mr. Chairman, I want first of all to congratulate you 
and this distinguished committee upon at long last holding this series 
of hearings. They are much overdue, and your patience is certainly 
to be commended. 

We in California are very proud of Mr. King and the work that 
he has done with your committee. As Mr. King knows, I happen to 
be the Democratic national committeeman from California; but I 
want to emphasize the fact that I appear here only as a tax attorney 
and as a citizen, and anything I say certainly has no bearing or sig- 
nificance with regard to the position of my party at all. 

Mr. Kine. Mr. Chairman ? 
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The Cuatrman. Mr. King. 

Mr. Kina. I think I can assure Mr. Ziffren that his statement will 
not be prejudiced because of his being the national committeeman 
from the great State of California. 

Mr. Zirrren. Thank you, Mr. King. 

In the statement I have already filed with this committee, I have 
tried to outline the reasons that I believe our present tax laws are very 
badly in need of complete and comprehensive revision. I certainly 
believe that the comments of Dr. Colm and of Mr. Eberharter are 
very significant and valid. The high rates that our tax laws now 
have for individuals are simply a facade. They are not effective, 
and I respectfully submit to this committee that they do more harm 
than good. 

In my opinion, any rates in excess of 65 percent will not produce 
revenue, but only increase the incentive to find loopholes and leakages 
that complicate the tax law and make it a much more devious docu- 
ment for the millions of taxpayers involved. 

I do urge this committee to consider very seriously the suggestion 
that was just made, of the appoinment of a bipartisan commission that 
will demonstrate the serious extent to which our tax base has been 
eroded. Actually, if my recollection is correct, the average effective 
rate of tax today is approximately 28 percent. Any talk about a 91 
percent or 90 or 80 or even a 70 percent is really demagoguery, be- 
cause it is not effective. It cannot be effective. And even if it could 
be effective, I do not believe it is socially desirable. 

But I do believe that the tax burden must be more equitably dis- 
tributed. That could only be done, in my opinion, by an analysis of 
our tax structure to make sure that the rates that are prescribed are 
effective, and that the leakages and loopholes that are responsible for 
the erosion of the tax base can be plugged. 

It seems to me also, Mr. Chairman, that this committee ought to 
consider seriously the restoration of the earned income credit that was 
dropped during World War II. Perhaps this is a corrolary of the 
dividend paid credit, but it does not seem to be the proper public 
policy that two taxpayers with the same amount of income, one of 
whom receives the income from dividends, should pay a different 
rate, that he should pay a lower rate than a man who receives the 
same amount of income from personal services. 

This committee, I am sure, recalls that for many years we had an 
earned income credit. I should certainly like to see that restored, 
at least in some respect. I think in connection with the restoration 
of that, this committee might want to consider whether there should 
be some kind of a special credit for certain groups. 

I personally am opposed to the use of the tax laws as an instrument 
of social policy, but I think it is unrealistic to assume that tax laws 
as they are today are not an instrument of social policy. After all, 
in 1939 the total revenue from the personal income tax was about $1 
billion. In 1956, I believe the total revenue was more than $3214 
billion. Any time that any law takes out of our economy $32% billion, 
it must have an impact on our social policy. 

I believe that the increase in the tax laws and tax rates has pre- 
sented a very serious problem to our American economy. If we 
are going to use the tax laws as an instrument of social policy, then 
certainly the earned income credit might very well be reconsidered. 
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Furthermore, I should like to mention, just in passing, the problems 
in connection with the administration of the tax laws. I have great 
respect for the conscientious attitude of most of the members of the 
Internal Revenue Service, but I respectfully suggest to this committee 
that some of the changes that have been accomplished in certain of the 
reorganizations are not in the interests of a more effective tax service. 

I refer, for example, to the fact that under the present reorganiza- 
tion, in different regions of the country there are different rules in 
effect. In California, for example, we are subject to the interpreta- 
tions of the regional commissioner in San Francisco. In other parts 
of the country they could be subject to different interpretations. 

Under the present administration of the revenue Somai the tax- 
payer does not even have a right, if he knows of these differences, to 
ask that they be submitted to the Commissioner’s office in Washing- 
ton for some kind of reconciliation. It seems to me that this is 
arbitrary and capricious in the extreme. 

I do not want to impose upon this committee to repeat some of 
the statements that are contained in the statement I have previously 
filed, but I do want to again express my appreciation for the oppor- 
tunity to appear here. 

The Cuarrman. Mr. Ziffren, without objection, your entire state- 
ment will be made a part of the record. 

(The statement referred to is as follows:) 


STATEMENT BY PAUL ZIFFREN, LOS ANGELES, CALIF. 


The critical problems facing our Nation today require a complete revamping 
of our Federal tax policies. Indeed, it is ironic that some of these problems— 
national defense, in particular—are being used as an excuse to prevent or 
postpone the necessary corrective legislation. 

It’s precisely because of these urgent problems that I believe we must not 
delay further a realistic reappraisal of our federal income tax. We must not 
hesitate to apply a tourniquet to a man who is bleeding to death for fear of 
interfering with his circulation. 

The hemorrhage in our economic health results from the fact that our tax 
policy prevents growth at a time when it is needed most. There is only one way 
to increase defense expenditures, provide for civilian defense, and permit an 
increase in consumer goods, and that is by expanding our economy. To do this 
we must discard tax laws that are choking that economy. We are all concerned 
about deterring total global destruction, but we must also concern ourselves about 
economic survival if this planet is not blown up. 

The simplest way to demonstrate the basic tax deficiences is to outline the 
goals of a realistic tax policy. Everyone, I believe, would agree it must meet 
five requirements: 

1. It should distribute the tax burden in a fair and equitable manner; 

2. It should promote a healthy and expanding economy to provide adequate 
national defense and an improved standard of living for all our people, 
and face up to the needs of an ever increasing population ; 

3. It should afford the maximum certainty possible so that Government 
and business will be able to plan most intelligently ; 

4. It should encourage frugality in government, particularly at a time like 
this when the demands of our defense program and foreign policy are so 
great, and should likewise promote frugality in private industry when our 
Nation can ill afford waste of any kind; 

5. It should be simple enough to be understood by the millions of people 
affected. 

When we examine our present tax laws against these obvious standards, we 
find them deficient in every particular: 

1. They are not fair and equitable, but hypocritical and discriminatory. They 
pretend to be “progressive” with surtax rates as high as 91 percent, when in 
fact the effective rate, according to the report of the Committee of Internal 
Revenue, is about 28 percent. Less than $300 million, or about 1 percent of the 





GENERAL REVENUE REVISION 3445 


individual tax revenue comes from rates in excess of 65 percent. Bven tax- 
payers in the bracket from $1 million to $1% million annually had an effective 
rate of less than 60 percent, including all capital gains. 

The present confiscatory surtaxes do not produce revenue, but they do create 
irresistable incentives for leakages, loopholes, and gimmicks that result in a 
hopelessly complicated tax law, which discriminates against the conscientious 
or politically powerless taxpayer. 

2. They do not promote a healthy, expanding economy, because they stifle 
initiative and discourage investment except in tax-sheltered situations. As a 
result, the market for oil may be glutted but there is a desperate need for 
scientific and technological developments depending upon personal efforts which 
are not encouraged by depletion allowances and writeoffs. 

3. They do not afford certainty either to Government or business. Not only 
is there retroactive meddling with rates, but the Internal Revenue Service by 
rulings continually introduces additional uncertainties in its attempt to cope 
with ingenious gimmicks developed by desperate taxpayers seeking relief from 
confiscatory exactions, 

4. They are not simple enough by any means. Rather they are becoming in- 
creasingly incomprehensible except to a small, highly trained group of specialists 
whose services can be hired only by the most affluent. Another source of com- 
plication is the use of tax laws as an instrument of foreign policy. Foreign 
tax credits and the like might be desirable but they belong in the foreign 
economic assistance laws where they should be treated as the subsidies they 
truly represent. 

5. They do not promote frugality in Government, because they lack the needed 
“forward scheduling” of expenditures. In the case of business, the absurd and 
futile surtaxes lead to an “expense account” economy whose fringe benefits are 
more valuable than straight-forward wage and salary payments. 

Another unfortunate result of the present individual surtax rates is that, in 
addition to the erosion in our economy and our tax revenues, there is an alarm- 
ing erosion in our moral fiber as a nation, resulting from the impact of all these 
deficiencies. 

Now, no one could insure that all these defects could be completely cured by any 
single step, but I do deeply believe and respectfully suggest that the most effec- 
tive beginning for a realistic tax policy would be to start a program of reducing 
individual surtaxes by a fixed and definite formula for scheduling Government 
revenue and surtax reductions in advance for a term of years. Only in this 
manner will there be fixed commitments as to revenue for Government and rates 
for taxpayers. 

Such a program of orderly “forward scheduling” of expenditures and taxes 
must include, of course, provisions for emergencies, but these “safety valves” 
must not be availed of too easily. Otherwise, we will simply perpetuate the 
present futile system of postponing indefinitely any effective program of tax 
relief. 

The history of tax reductions demonstrates that substantial increased revenue 
invariably results from the increased economic activity. Anyone familiar with 
this history will be satisfied that a realistic program of tax relief can be adopted 
now without any fear of deficit spending, particularly if it is accompanied, as it 
must be, by a realistic plugging of loopholes and leakages in our tax structure. 
The most serious of these is the increasing number of depletion allowances 
granted to dozens of industries from oil and gas to oyster and clam shells. Asa 
result of these special privileges, the industries involved are able to shift their tax 
burdens to others, thus compounding the inequities and iniquities. 

Proper rate reductions must be given to all brackets of taxpayers, including 
the low-income groups, who desperately need more money after taxes today to 
bolster our economy, which is beginning to show signs of overproduction. In 
this connection, careful consideration should be given to restoring the earned-in- 
come credit that was in effect for many years. We must also consider the adop- 
tion of an effective method for averaging income to furnish relief to the group 
of specially talented taxpayers who presently pay maximum rates during their 
few profitable years and receive no compensatory consideration for the lean 

eriods. 
’ I have made no attempt to suggest specific rates or other details that must be 
developed, because the data required are more available to your distinguished 
committee and staff. But, I respectfully suggest that the approach outlined 
herein not only would assist immeasurably toward developing an effective tax 
policy, but would also contribute significantly toward developing a healthier 
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economy. Only in this way can we hasten the day when we can provide an ade- 
quate national defense and yet all of us will be able to “live like Americans.” 

In closing, let me congratulate your committee for scheduling these hearings 
and thank you for the opportunity of submitting this statement of my personal 
views. 

The Cuarrman. Are there any questions? 

Mr. Eberharter. 

Mr. Exeruarrer. I have glanced over your prepared statement 
very rapidly, Mr. Ziffren, and I cannot locate your suggestion about 
earned income-tax credit. Is that in your statement? 

Mr. Zirrren. Mr. Eberharter, I believe it is mentioned in passing 
at the bottom of page 3: 

In this connection, careful consideration should be given to restoring the 
earned-income credit that was in effect for many years. 

Mr. Esernarrer. Thank you very much. 

The Cuatrman. Mr. Sadlak will inquire, Mr. Ziffren. 

Mr. SapiaKk. Mr. Ziffren, you have made a very fine presentation, 
and I have read the statement which you presented, which interested 
me very much. I wish you had dwelt a little more on the basis which 
you recommend there, particularly with regard to the forward sched- 
uling of expenditures. 

May I ask this question, however. The preceding witness, Dr, Colm, 
and you, Mr. Ziffren, suggest that there be a bipartisan commission 
established to go into this situation. 

I do not know what more bipartisan group we could have than the 
Ways and Means Committee as it is presently constituted, unless it 
be changed from 15 and 10 to about 13 and 12. It seems to me that 
after 24 days of hearings and the work that has been done in con- 
nection with the testimony by the staffs, we have a pretty good pic- 
ture on which to make a decision. 

Mr. Zirrren. Mr. Sadlak, I have the deepest respect for the Ways 
and Means Committee and for the bipartisan nature of it. My sugges- 
tion of a bipartisan committee is not in any sense in derogation of that 
feeling about this distinguished committee. Rather, it is the fact 
that people today speak of the impossibility of one man being Presi- 
dent; and I believe it is also impossible for even this committee to do 
the job that under our Constitution and laws is ascribed to it. 

I have in mind simply a task force for the purpose of augmenting 
your staff work. It would be such a factfinding task force only for 
the on of trying to develop and emphasize some of the factual 
material that I believe irresistibly leads to certain conclusions toward 
comprehensive revision, including the forward scheduling of ex- 
penditures that you referred to. 

Mr. Sapiak. I have in mind, of course, not only this committee and 
its staff, but the Finance Committee in the other body and the Joint 
Committee on Taxation, which I think serves in a very fine, valuable 
service, and in my opinion is set up for that identical purpose, to ferret 
out this information and then have it available for particularly this 
committee, where tax revision must originate. : 

Mr. Zirrren. I agree, Mr. Sadlak. 

The thing I am concerned about, however, is that more and more 
there is a tendency for private groups to do work that I believe should 
be coordinated and responsible to the Congress. This is true in all 
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fields today, and I simply refer to the fact that the work in this field, 
like the work in other fields that are the responsibility of Congress, 
should be under the supervision of this committee. 

Mr. Sapiak. Let me also mention, without laboring it, Mr. Ziffren, 
that there have been before this committee during the course of these 
intensive hearings, panels that have come here, of individuals who 
had done extensive work and research in the particular phases of sub- 
chapters C, J, and K, and so forth. I think, on the basis of the pres- 
entations which they made, on the basis of the great work and ex- 
perience which they have given us, this committee is quite well enough 
informed to be able to proceed. 

Mr. ZirrreNn. I am sure of that. 

I would like to say one more thing, if I may, Mr. Chairman. That 
is that in connection with the revisions that should be made, in con- 
nection with the work that needs to be done, I should urge this commit- 
tee very respectfully to investigate a tendency on the part of the In- 
ternal Revenue Service to legislate by way of regulations, which I 
feel is not only contrary to our Constitution but is not in the best 
interests of the Service, and is certainly not fair to the taxpayers 
involved. 

There is more and more tendency upon the part of the Service to 
start out with certain conclusions, and if they cannot find any justifica- 
tion in the statute, they simply issue rulings or regulations in con- 
formity with their own pradudibes and then impose upon the tax- 
payer the burden of proving that they are wrong. It does not seem 
to me that the function of the Service is to legislate. I think they 
have quite a job to do in trying to enforce the law as the Congress 
enacts it. 

The Cuatrman. Are there any further questions of Mr. Ziffren ? 

Mr. Ziffren, on the point you were discussing with Mr. Sadlak, is 
it not a fact that most of our taxpayers, without regard to the bracket 
in which they fall, certainly have an idea of what is wrong with 
our tax-law? Most of us who follow taxation to any extent at all 
have a pretty good understanding at the moment of what is wrong 
with our Internal Revenue laws. Is that not so? 

I have wondered whether we need as much study of the problem 
in the future by the committee, on the outside or a committee of Con- 
gress, as we need the development of outside support to back us in 
making corrections which all of us will admit must be made. The 


difficulty we encounter, when we begin to legislate any program of 


reform in the Internal Revenue Code, is in obtaining support on the 
outside to remove an unintended benefit or close a loophole or to take 
away some preference or some provision that may have developed into 
discrimination. 

What can we do to get that support from the outside that enables 
us to better legislate? That is the great problem I think we have. 
Suggestions that could be made along that line would be most helpful. 

In the course of this hearing we have had numerous witnesses point 
out from their point of view what was wrong with the code. I think 
most every weakness in the code, including high rates, has been «lis- 
cussed in the course of this hearing, and one could take this hearing 
and go over it and reach some conclusion, if we started in an unbiased 
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way, as to what might be wrong with the code, without the necessity 
of a whole lot of additional study about it. 

I think the time has come when action is required. 

Mr. Zirrren. I quite agree, Mr. Chairman. 

The CHarrman. Mr. Forand. 

Mr. Foranp. I think I go along with the original idea advanced 
by Mr. Ziffren. To me, it dovetails with the several advisory groups 
that were appointed by our chairman as chairman of the Subcom- 
mittee on Internal Revenue, with a view to obtaining disintereste4 

ints of view. We had panels on subchapters C, K, and J appear 

ere and give us their reports and their recommendations. In addi- 
tion, we had many invited witnesses to represent the public. These 
men were not special pleaders, but disinterested men, disinterested 
to the point where they were not representing anybody in particular 
but the public generally. I think we need more of that type of study 
and recommendation to our committee. 

I will go along with the idea that we have received a great deal 
of information during these long hearings, but I also go along with 
the thought you have advanced, Mr. Ziffren, that many of these ques- 
tions should be studied by so-called disinterested groups of citizens 
who are interested in the tax field and in the welfare of this country. 
I compliment you for bringing your views to the attention of the 
committee. 

Mr. Zirrren. Thank you, Mr. Forand. 

The Cuarrman. One further point, Mr. Ziffren. You recognize, 
I am certain, as I do, that our existing system of internal revenue 
taxation is not the most conducive, rates aside, to economic growth. 
Do you not? 

Mr. Zirrren. I certainly do. I feel that is one of the basic problems 
we have. 

The Cuatrman. Perhaps too little importance has been attached 
to the effect that our system of raising revenue might have upon a 
continuation of economic growth. 

Mr. Zirrren. Yes, it is most important, it seems to me, Mr. Chair- 
man, to recognize that experience has demonstrated that a reduction 
in taxes is very often the best way to receive more revenue. It cer- 
tainly seems to me to be a more effective way of expanding our 
economy, and above all we need today an expanded economy in order 
to do all the things that need to be done. 

The Cuatan. I think our people need to be alerted more to the 
fact that though taxation is levied solely for the purpose of revenue, 
there are certain consequences of the various methods of raising 
revenue, upon economic growth, and that we should strive to obtain 
our revenue, whatever the required amount, in a way that will deter 
economic growth least and be most conducive to economic growth. 

Would you agree to that? 

Mr. Zirrren. I certainly do, Mr. Chairman. 

The Cuatmrman. Most of the points you make in your statement, 
I think, have direct application to the deterrent effect on economic 
growth. It was for that reason that I raised the point with you. 

Mr. Zirrren. As a matter of fact, it might very well be that a 
study would rate the social desirability of levying higher taxes in the 
estates, for example, than taking them off of income. There is not 
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very much you could do about avoiding an estate tax. There is a 
great deal of damage that could be done in connection with income 
taxes and the effect on incentive. 

The Cuatrman. Are there any further questions of Mr. Ziffren? 

If not, we thank you for your appearance and the information 
given to the committee. 

Our next witness is Mr. Carter W. Atkins. 

Mr. Atkins, will yes please identify yourself for the record by 
giving your name, address, and the capacity in which you appear. 


STATEMENT OF CARTER W. ATKINS, EXECUTIVE DIRECTOR, CON- 
NECTICUT PUBLIC EXPENDITURE COUNCIL, INC., HARTFORD, 
CONN. 


Mr. Arxtns. Mr. Chairman, my name is Carter W. Atkins. I am 
executive director of the Connecticut Public Expenditure Council, a 
taxpayer research organization with offices in Hartford, Conn. 

The Cuarmman. Mr. Atkins, can you complete your statement in 
the 5 minutes we have set aside for you this morning ? 

Mr. Arxins. I will certainly try, sir. I appreciate the fact that 
you are working against time. 

The CuHarrmMan. Without objection, your statement will be in- 
cluded in the record in its entirety, with the appendix attached to it 

Mr. Arxins. Yes. Thank you, sir. 

(The statement and appendix: referred to are as follows:) 


STATEMENT ON Tax REVISION BY CARTER W. ATKINS, EXECUTIVE DIRECTOR, 
CONNECTICUT PUBLIC EXPENDITURE COUNCIL, INc., Hartrorp, CONN. 


It is my privilege in this statement to speak not only for my own organiza- 
tion, but also in behalf of the State taxpayer organizations of other States 
whose names are appended to this statement. These organizations, from States 
throughout this country, are supported by thousands of taxpayers in all walks 
of life. Among them are taxpayers who pay every kind of tax levied by our 
Federal, State, and local governments. 

These organizations have long years of experience in the field of government— 
experience acquired through year-round devotion to the attainment of their 
objectives, namely, efficient, economical government and equitable taxes to sup- 
port such government. Established to give attention primarily to the problems 
of their State and local governments, these organizations, and the thousands 
of taxpayers they represent, find that they now must be vitally concerned with 
the tremendous impact of Federal taxes on those who also support their State 
and local governments. ; 

It is with this background of interest and concern that we direct your com- 
mittee’s attention to some basic and fundamental principles. They are matters 
of long-standing nature, and pertinent as they have been in the past, they de- 
serve even greater emphasis today. We bring them to you, not as something 
offered for the purpose of a particular hearing, but as deserving of your con- 
sideration and earnest application in all of your deliberations on the Federal 
tax structure. 

Our program for tax revision embraces two highly important principles: 

(a) An income tax, individual and corporate, that embodies rates and 
principles which will not handicap this country in achieving and maintaining 
the greatest economic strength of which our system of free enterprise and 
individual incentive is capable. 

(b) A tax structure that leaves to the States and the local governments 
sufficient areas of taxation and sufficient taxpaying capacity to enable them 
to finance their needs. 

With regard to the achievement of a better income tax structure, you have 
before you legislation which would accomplish the objective. Among the more 
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important proposals are companion bills H. R. 6452, introduced by Congressman 
Sadlak and H. R. 9119 by Congressman Herlong. Congressman Sadlak, a mem- 
ber of your committee, has made an exhaustive exposition on what his bill will 
accomplish, and much testimony in favor of this legislation and its principles 
has been presented, both to the Congress in the last session and to your com- 
mittee in these hearings. We would not, in the brief time allotted to us, attempt 
to duplicate the many persuasive statements. Suffice it to say here that the 
organizations for which I speak want to see an end to an income tax rate struc- 
ture which destroys incentives, retards development, encourages evasion, and 
acts as a drag on our system of free enterprise. 

We address ourselves now to an extremely important aspect of our tax struc- 
ture which is all too often overlooked and one on which we feel particularly com- 
petent to comment. We direct your attention to the extent to which the Federal 
Government has preempted and usurped, at the expense of the State and local 
governments, both the area of tax resources and the taxpaying capacity of those 
resources. 

The facts are that 25 years ago, the taxes taken from the American people by 
the Federal Government were only one-third as much as the total taxes collected 
by the State and local governments. In 1956, however, Federal taxes amounted 
to almost three times the total amount of State and local taxes. In the process 
of increasing its tax take from less than $2 billion in 1932 to more than $72 
billion in 1956, the Federal Government not only pushed its tax rates to unprece- 
dented heights, but, at the same time, extended the application of its taxes to 
include almost every kind of tax resource, the only major exceptions being the 
property tax and the general sales tax. 

Putting it another way, over the past twenty-five years the Federal tax take 
has increased 40 times, while State and local tax collections have increased about 
4% times. Undoubtedly, State and local taxing capacity has been seriously and 
adversely affected by the tremendous rise in Federal taxes. The impact of Fed- 
eral taxes on State and local taxing capacity is illustrated by comparing taxes 
with the personal income of all the people. During the 1930's, State and local 
taxes ran from 10 to 12 percent of personal income. In the 1950's, total State 
and local taxes had fallen to 7 to 8 percent of personal income. Federal taxes, 
which averaged 6 to 7 percent of personal income during the 1930’s have been 
running at the rate of 22 to 24 percent of personal income in the 1950's. 

In view of this startling transition, and especially in view of the fact that the 
Federal tax increase has been accelerating with greatest rapidity in the more 
recent years of this period, it would appear that the Congress has been heedless 
of the effect of high Federal taxes on the financial resources of State and local 
governments. 

For some time now, we have seen the pressures increase for more Federal 
grant-in-aid programs and for more Federal money for existing programs. Some 
of these pressures are undoubtedly the result of resistance to increased State 
and local taxes, resistance produced in large part by high levels of Federal 
taxation. Many thoughtful students of this problem have been insisting that 
the Federal Government not only refrain from undertaking new grant-in-aid 
programs, but that it cut back as rapidly as possible on those which do exist and, 
at the same time, reduce Federal taxes to the point where the State and local 
governments may, if they wish, levy their own taxes for such programs. 

There is no need for us to present here an exhaustive treatise on this matter. 
In the past 10 years, Congress has had the recommendations of authoritative 
sources including the Hoover Commission and now the Joint Federal-State Action 
Committee, recommending steps in the direction that we are here urging. There 
should be no need to belabor further the necessity for getting on with this job. 
The necessity has never been greater than the present. 

Necessity now dictates that the Federal Government concentrate its efforts 
upon national defense. This is a function which the State and local governments 
eannot perform. They can, however, perform almost, if not all, of the functions 
embraced within the range of the Federal grant-in-aid programs provided the 
tax resources which are best suited to State and local use are not impoverished 
by the Federal Government. 

It is interesting to note, that in the years since the Korean war, Federal ex- 
penditures for major national security purposes have fallen from 67 percent to 
59 percent of total Federal expenditures. During the same period, Federal 
expenditures for other purposes have risen from 33 percent to 41 percent of total 
Federal expenditures. If the increase in Federal spending had been for defense 
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purposes rather than for nondefense purposes, it seems quite clear that we might 
well have avoided finding ourselves in the throes of the present frantic program 
to catch up. 

We suggest that the Congress now move to reduce the Federal grant-in-aid 
programs along the lines of the recommendations which have been made to it, and 
we recomemnd to this committee that it propose Federal tax reduction in such 
areas and in such amounts as will enable the States to pick up those programs. 
Specifically, we suggest that your committee recommend relinquishing the field 
of estate and gift taxes and all excise taxes of such nature as can be effectively 
utilized by the State and local governments as a whole. There are, of course, 
some taxes where the base is so geographically concentrated as to warrant reten- 
tion by the Federal Government, and perhaps some others of such nature as to 
require Federal application for regulatory purposes. 

Tax revision, as we propose it here, neither needs nor justifies an overall in- 
crease in Federal taxes nor an increase in the Federal debt. Turning back tax 
resources to the States for their use would be accompanied by corresponding 
reductions in Federal aid programs. Any reduction in revenues resulting from 
revision of the income tax can be fully offset by seriously getting down to the 
business of adopting more of the long-neglected economies proposed by the 
Hoover Commission and many others. 

We wish it clearly understood that we in no way oppose, and in fact fully 
support, whatever expenditures may be convincingly demonstrated as essential 
to our national defense. We are not at all persuaded, however, that our defense 
dollars are being efficiently spent, that serious effort is being made to eliminate 
waste and achieve economy, and that we are getting a full measure of defense 
for our money. 

Our position was put succinctly by Senator McClellan of Arkansas, speaking 
at the 20 anniversary dinner of Tax Foundation on December 3, 1957, when he 
said: 

“The strength we shall surely need in the long struggle ahead and in the 
mighty contest for supremacy in which we are now engaged with the totali- 
tarian world cannot be found nor is it reposed in an insolvent government and 
a bankrupt treasury. 

“The unprecedented obligations and the national debt that our Government 
has incurred, the heavy tax burden that is already upon our people, and the 
now exacting demands thrust upon us by world conditions, emphatically pre- 
clude and deny to us either the right or the luxury of any waste, extravagance, 
or nonessential expenditures whatsoever of the tax resources of this Nation.” 

We would only add that we will not find the strength we need except in a 
Federal Government which concentrates on national defense as its first order 
of business and leaves to the state and local governments the essential civilian 
services which they are best equipped to perform. 


Connecticut Public Expenditure Council, Inc.; Florida Taxpayers 
Association, Inc.; Tax Foundation of Hawaii; Associated Tax- 
payers of Idaho; Taxpayers Federation of Illinois; Iowa Tax- 
payers Association; Massachusetts Federation of Taxpayers 
Associations; Montana Taxpayers Association; Nevada Tax- 
payers Association; New Hampshire Taxpayers Federation; 
New Jersey Taxpayers Association; Taxpayers Association of 
New Mexico; Citizens Public Expenditure Survey, Ine. (New 
York) ; Ohio Public Expenditure Council; Oklahoma Public Ex- 
penditures Council; Oregon Tax Research; Wyoming Taxpayers 
Association: Missouri Public Expenditure Survey; New Haven 
Taxpayers Research Council, Ine. (Connecticut) ; Waterbury 
Taxpayers’ Association, Inc. (Connecticut). 
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Taw receipts—Federal, State, and local governments 








[Billions] 
Year Federal State Local State and lo-| All govern- 
cal combined ments 
Dah ne erinanenndewietindaghbenes $1.8 $1.9 $4.3 $6. 2 $8.0 
SN a iotatatcueielonsbkeseiaeh 2.9 2.0 | 3.9 5.9 8.8 
Ditbabbbhdestueouddse das ghdane 3.9 2.6 4.1 6.7 10.6 
DL tnigpelicttntntkanesetindedod 5.9 | 3.8 4.5 8.3 14.3 
BE shéindvameaduassidecupehoawnat 5.6 4.2 4.5 8.7 14.3 
Eh phievradedghonnunseanhankuenne 13.4 5.0 4.6 9.6 23.0 
1944 * 42.0 5.4 4.7 10. 1 62.1 
os Ws cdi spider de vdan tin ee Srialdielaiiedbon 37.9 6.0 5.2 1L.1 49.0 
i incciinninpipiqeiindiielniradidd 40.1 7.8 6.6 14.4 54.6 
1950- . . 37.7 9.0 8.0 16.9 54.7 
> dedgecedwidheladeednhecnson 63.9 11.3 9.5 20.8 84.7 
ED Dilan a weaned inaelem anmaitinis 67.5 12.3 11.0 23.3 | 90. 8 
adds sodccnduintbnvocdenes 72.2 14.6 13.0 27.6 99. 8 


Taxes in relation to personal income 





Taxes as percent of personal income 








Total per- 
Year sonal 
| income State and All gov- 
(billions) Federal State Local local ernments 
combined 
PikdMhsavecdelétavgeidadesct $50. 1 3.6 3.8 8.6 12.4 16.0 
SI a doencin dtc ieee shes whine 53.6 5.4 3.7 7.3 11.0 16. 4 
Ne ern Sindee weed 68. 5 5.7 3.8 6.0 9.8 15.5 
1938 = 68. 6 8.6 5.5 6.6 12.1 20.7 
1940..... ba 78.7 ra 5.3 5.7 11.0 18.1 
ietiuinncasaeeakin 123.5 10.8 4.0 3.7 7.8 18.6 
1944 i a eM ee | 165. 7 25. 3 3.3 2.8 6.0 31.3 
ECLA RSet at eae | 178.0 21.3 3.4 2.9 6.3 27.6 
1948 pb eockdgddedodeswedsahes 208.7 19. 2 3.7 3.2 6.9 26. 2 
ARR TES,“ RE Re EE! 227.0 16.6 4.0 3.5 7.5 24.1 
tee kha whl aadeabidereonetson 71.8 23. 5 4.2 3.5 7.7 31.2 
Tint i stiess tal eguiaaaileis tain: gion tance 287.4 23. 5 4.3 3.8 8.1 31.6 
Pintesiinnsdededenntaaces tone 326. 9 22.1 4.4 4.0 8.4 30. 5 











Source: Based on data from Department of Commerce and Treasury Department. 


Mr. Arxins. May I briefly refer to the statement and the organiza- 
tions whose names appear on it for the moment. 

In our organization in Connecticut, we have some 1,500 taxpayers as 
members, who support the work which we do in the field of State, 
local, and F adie Government which affects us in our State. The 
organizations who join me in this statement being presented to you 
here, sir, come from all across the country, including the Territory of 
Hawaii, from Florida to Oregon, from Massachusetts to Arizona. 
There are numbered among their memberships many thousands of 
taxpayers, all of whom are interested and concerned in the problems 
which we are debating here. 

We have come to present to you two major and rather important 
fundamental principles which we think are highly important today. 
One of these has to do with income tax revision. We suggest to you, 
sir, that among the most important proposals in this respect are the 
tax bills H. R. 6452, introduced by Congressman Sadlak, who comes 
from my State, and H. R. 9119, by Congressman Herlong. 

As we have indicated to you, we realize you have received a great deal 
of testimony on this matter, and we do not wish to belabor the point 
further, because it would be perhaps redundant to doso. We do think 
tax revision along the lines indicated by this legislation is deserving of 
your very earnest consideration. Those of us who have been watching 
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closely the manner in which you have been conducting these hearings 
on tax matters wish to compliment you sincerely for the earnest and 
sincere manner in which you have approached these problems. We 
hope that out of these hearings you will be able to come forth with 
legislation which will be of benefit and of relief in these areas. 

"The other matter which concerns us deeply is this question of the 
encroachment of the Federal Government upon the tax resources of this 
country and the extent to which it is now handicapping, we think, the 
capacity of the State and local governments to raise revenues for their 
needs. 

If you would bear with me a moment, I would refer to the chart and 
table at the end of our statement which has been filed with you, in 
which this picture is very clearly indicated. You will notice that there 
has been a complete reversal in the last 25 years of the tax dominant 
position as between the Federal Government and the State and local 
governments. 

For example, in 1932 the local governments, using personal income 
as a basis for comparison, were taxing the ea to the extent of about 
8.6 percent of that income. As of 1956, that percentage had dropped 
to 4 percent for all local governments in this country. The State gov- 
ernments in 1932 were taxing at a basis of about 8.3 percent of income. 
In 1956, it had increased that percentage only to 4.4 percent, whereas 
the Federal Government, which was the lesser of the three taxing agen- 
cies in 1932, expressed in percentage of income, has now increased its 
tax to well into the 22 to 25 percent bracket. 

I should point out to you also, sir, that the Federal Government 
has now included in its tax program almost every kind of tax in this 
country, with the exception of two: namely, the property tax and the 
general sales tax. Those have been left to the municipalities and to 
the States to use if they see fit. But we think that we must do two 
things. We must follow the necessity now indicated to us by turning 
back to the State and local governments many of these programs 
which the Federal Government has entered into in recent years, in 
the form of aids of various kinds, and at the same time give back or 
at least relinquish for the use of the State and local governments, if 
they see fit to use them, some areas of taxes which they can administer 
successfully and satisfactorily and economically at their levels. 

Most of those I think would be in the area of either excise taxes or 
perhaps inheritance taxes, and matters of that sort. We do not sug- 
gest this to the extent of impairing the Federal Government’s tax 
resources, but we do thing that attention should be given to this plight 
of the State and local governments. 

I should like to point out to you also, sir, that there is not in Wash- 
ington, in any agency or anywhere, anyone who is looking after this 
important problem pertaining to the State and local governments. 
We have no one here that is paying attention to the extent to which 
the Federal Government is usurping these fields of taxation and the 
effect that it may be having upon our State and local governments. 

The Coatrman. Thank you, sir. 

Are there any questions? 

Mr. Sadlak will inquire. 

Mr. Saptak. Mr. Chairman, I should like to emphasize again what 
Mr. Atkins said at the outset, that he was here not only representing 
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the Connecticut Public Expenditure Council, of which he is the execu- 
tive director, and all of its large membership, but he is also here 
representing many similar taxpayers’ organizations throughout the 
country, including the Territories, as he said. 

Mr. Atkins, let me ask you this: Since you in your organization 
keep your finger on the pulse of fiscal policy, what is the status of the 
number of unemployed in the State of Connecticut at the present time ? 

Mr. Arxins. As of the present moment, I cannot give you the num- 
ber. I am not familiar with that. The unemployment status there 
has been reviewed by a conference of mayors just yesterday or the day 
before, I believe. ‘They concluded that it was sufficiently serious to 
call the matter to the attention of the Governor for consideration. 
There is some feeling that it might be sufficiently serious to warrant 
a special session of the general assembly to deal with unemployment 
compensation. Whether that will be borne out in the study or not, 
we do not know as yet. 

Mr. Sapiax. In your opinion and from your vast experience, what 
would be a suggestion which might give the economy a shot in the 
arm, to stop this continuous downtrend ? 

Mr. Arxins. There are many people in our State and elsewhere who 
believe that tax reduction would be an important factor in that re- 
spect. It would perhaps be only one of several that might be used, 
but attention being given to taxation would be terribly important at 
this time. 

Mr. SaptaKk. Do you find that what business needs is the incentive 
to risk venture capital that is now missing, and that such provisions 
as are advanced in the bills of Mr. Herlong and myself might provide 
the incentive which would tend to curb the downward trend? 

Mr. Arxins. There has been quite a bit of disagreement on the 
question of incentives among the people with whom I have discussed 
the matter. I am of the opinion that the incentive mentioned here 
is highly important. I think it would have a very salutary effect 
upon the whole economy if there could be something done to the tax 
structure which would provide those incentives to go ahead. 

Mr. Saptax. In your opinion, Mr. Atkins, do you feel that that 
ought to be done pretty soon ? 

Mr. Arxtins. I think so. Iam not unduly pessimistic about the sit- 
uation, but I think that if action is not taken soon, this matter might 
be prolonged too far into the future. I think we ought to begin now 
to halt its progressive growth, and action should come rather soon. 

Mr. Saptax. However, do you feel that something along the lines 
of the proposal I suggested, with proper precautions of postponing 
any more scheduling that might have an unforeseen effect, would have 
a very salutary effect? Would that not provide the impetus which 
business needs today ? 

Mr. Arxtns. Yes. That has been discussed in 2 or 3 meetings I 
have attended, where there were present both businessmen and people 
who have some knowledge of the field of economics. There was a 
general agreement with that plan of yours in that respect. 

Mr. SaptaKk. Thank you very much. 

The Cuatrman. Are there any further pian 

If not, Mr. Atkins, we thank you, sir, for coming to the committee 
this morning and giving us your recommendations. 
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Mr. Arxins. Thank you very much. 
The Cuarrman. We will now hear from our colleague, the Honor- 
able Carl D. Perkins, of Kentucky. 


STATEMENT OF REPRESENTATIVE CARL D. PERKINS, OF KENTUCKY 


Mr. Perxins. Mr. Chairman, among the groups who are subjected 
to income-tax inequities, I find that the railroad worker has the great- 
est burden of double taxation. He pays a substantial portion of his 
wages into the railroad retirement fund as a compulsory tax. Such 
payments become a part of the trust fund and cannot be recovered by 
the worker. At the same time, he is required to pay income taxes at 
a minimum rate of 20 percent on the amount that 1s deducted from his 
wages and paid directly to the Federal Government, yet for income- 
tax purposes is legally classified as income. 

This form of double taxation represents a real problem to the rail- 
road worker as the rising cost of living is substantially reducing his 
real wages. For example, a young railroad worker with a wife and 
one child, earnings $4,000 a year, has a deduction from his paycheck 
totaling approximately $250 per year. At the same time, he has an- 
other deduction in the form of withholding tax including some $50 
income tax payable on the amount deducted for railroad retirement 
of more than $350 per year. 

If he were a corporation, the $250 deduction for railroad retirement 
purposes would be considered a tax and classed as an expense not 
subject to corporation income taxes. 

I urge this committee to give favorable consideration to a plan that 
would equalize the treatment given corporations and individuals in 
this respect, and provide for an exemption for income-tax purposes 
of that portion of the railroad worker’s salary which is withheld and 
paid into the railroad retirement fund. This will not only provide 
equitable treatment for the worker, but it will also tend to increase 
the consumer purchasing power and be a real step in maintaining the 
prosperous economy which the country has experienced for the past 
decade. 

It is just as important that such inequities be ended as it is that 
minor loopholes which have allowed many business firms and corpora- 
tions to legally escape their fair share of income-tax payments be 
closed. 

I feel sure that Congress never intended to perpetuate this form 
of double taxation, but rather it is the result of a failure to fully 
anticipate the problem that is an outgrowth of the high income-tax 
rate that is now applied to the major portion of the workingman’s 
income. 

At the time the original Railroad Retirement Act was passed, the 

ersonal exemptions were large and the income-tax rate for the lower 
Soashele was relatively low and the dual taxation, while existing was 
scarcely noticeable insofar as the individual worker was concerned. 
The increased income-tax rates and the low amount of personal exemp- 
tion has so changed this situation that it now becomes a real burden 
on the railroad worker and the inequity should be corrected. 

The CuarrMan. Our next witness is Mr. Lester P. Schoene. 

Mr. Schoene, will you please come forward and, for purposes of 
the record, identify yourself by giving your name, address, and the 
capacity in which you appear. 
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STATEMENT OF LESTER P. SCHOENE, IN BEHALF OF THE RAILWAY 
LABOR EXECUTIVES’ ASSOCIATION AND THE BROTHERHOOD OF 
LOCOMOTIVE ENGINEERS, WASHINGTON, D. C. 


Mr. Scuornr. Mr, Chairman and members of the committee, my 
name is Lester P. Schoene. I am a lawyer engaged in the general 
practice of law, a member of the firm of Schoene & Kramer, with 
offices at 1625 K Street, NW., Washington, D. C. I appear here this 
morning on behalf of Railway Labor Executives’ Association and the 
Brotherhood of Locomotive Engineers. 

The Cuairman. Mr. Schoene, would it be possible for you to com- 
plete your statement in the time we have allotted to you? 

Mr. Scnoener. I am certain that it will be, Mr. Chairman. 

The CHarrman. You may have permission, if you desire, to extend 
your entire statement in the record, if you omit any parts of it in your 
oral presentation. 

Mr. Scuoenr. I think that would be desirable, Mr. Chairman, 

The CHarrmMan. Without objection, that will be done. 

(The statement referred to is as follows. ) 


STATEMENT OF LESTER P. SCHOENE IN Support or H. R. 5551 on BEHALF OF 
RAILWAY LABOR EXECUTIVES ASSOCIATION AND BROTHERHOOD OF LOCOMOTIVE 
ENGINEERS 


My name is Lester P. Schoene. I am a lawyer engaged in the general practice 
of law as a member of the firm of Schoene and Kramer with offices at 1625 K 
Street, N. W., Washington, D.C. I represent here the Railway Labor Executives’ 
Association and the Brotherhood of Locomotive Engineers. 

Railway Labor Executives’ Association is an association of the chief execu- 
tives of 22 standard railway labor organizations. The organizations represented 
in the association are the following: 


American Railway Supervisors’ Association 

American Train Dispatchers’ Association 

Brotherhood of Locomotive Firemen and Enginemen 

Brotherhood of Maintenance of Way Employes 

Brotherhood of Railroad Signalmen of America 

Brotherhood of Railroad Trainmen 

Brotherhood of Railway Carmen of America 

Brotherhood of Railway and Steamship Clerks, Freight Handlers, Express and 
Station Employees 

Brotherhood of Sleeping Car Porters 

Hotel & Restaurant Employees and Bartenders International Union 

International Association of Machinists 

International Brotherhood of Boilermakers, Iron Ship Builders, Blacksmiths, 
Forgers and Helpers 

International Brotherhood of Electrical Workers 

International Brotherhood of Firemen & Oilers 

International Organization Masters, Mates & Pilots of America 

National Marine Engineers’ Beneficial Association 

Order of Railway Conductors and Brakemen 

Railroad Yardmasters of America 

Railway Employes’ Department, AFL-CIO 

Sheet Metal Workers’ International Association 

Switchmen’s Union of North America 

The Order of Railroad Telegraphers 


The only standard railway labor organization not affiliated with Railway Labor 
Executives’ Association is the Brotherhood of Locomotive Engineers, which I 


‘also represent here today; consequently, the statement I make is presented on 


behalf of substantially all the organized railroad employees in the United States. 

Railway Labor Executives’ Association has a standing committee under the 
chairmanship of Mr. George M. Harrison, president of the Brotherhood of 
Railway and Steamship Clerks, Freight Handlers, Express and Station Employes, 
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which gives constant attention to the functioning of the railroad retirement and 
railroad unemployment insurance systems, and to the tax problems connected 
therewith, and to the development of recommendations to the Congress from 
time to time of necessary changes in the laws governing those systems. All 
major changes in those laws in the past 20 years have resulted from the adoption 
by Congress of recommendations so developed by that committee and reviewed 
and adopted by the association, usually in consultation with and with the assist- 
ance of the Members of Congress most experienced in the-development of such 
legislation. 


RELATIONSHIP OF H. R. 5551 TO PRIOR LEGISLATION AND OTHER PENDING BILLS 


Meaningful discussion of H. R. 5551 requires its consideration in context with 
legislation considered in the 84th Congress, partially enacted and partially not 
enacted, and in context with other proposed legislation now pending in this 
Congress. 

During 1955 the chief executives of the standard railway labor organizations 
had to take cognizance of the serious economic plight affecting retired em- 
ployees and the survivors of deceased employees resulting from the obvious in- 
adequacy of benefit payments to meet current living costs. Age retirement annu- 
ities averaged less than $105 per month, disability retirement annuities averaged 
less than $95 per month, and survivor annuities of the various types averaged 
within a range of $46 to $62 per month. 

Obviously some action to relieve this distress was called for but no simple 
course of responsible action was apparent. These organizations have always 
regarded as equally imperative the obligation to foster a retirement system pro- 
viding an adequate level of benefits and the obligation to foster a system that 
is soundly financed. Since the latest actuarial valuation had indicated that the 
system was operating at some, though not an alarming, actuarial deficit, it 
appeared clear that the assumption of additional financial obligations to im- 
prove benefits must be accompanied by provision for increased financing. 

The apparent and simple method of providing increased financing, of course, 
would be to increase the rate of contributions provided for in the Railroad 
Retirement Taxing Act. But that of course, could not be recommended without 
giving consideration to the equitable claims of the employees who would be sub- 
jected to such increased rates of contribution. Railroad employees were already 
being taxed at 614 percent of the taxable payroll—over three times the rate then 
being paid under Social Security. Superfically, one might say that if the rail- 
road employees want improved retirement benefits they should be happy to pay 
the increased contribution required. However, the immediate beneficiaries of 
improved benefits and the subjects of the burden of increased rate of contribu- 
tions are two distinct groups of people. The former are the retired employees 
and the latter are the active employees. Less than two-thirds of the current rate 
of contributions would be required to support the current rate of benefits for 
new entrants into the system—the balance goes toward carrying the load of 
providing benefits to those at retirement age when the system began or who 
reached retirement age in the early years of the system. 

Under these circumstances there was clearly presented a serious question as 
to whether currently active employees and employees entering railroad employ- 
ment now and in the future could equitably be subjected to increased rates of 
contribution unless some compensating benefit to them could be simultaneously 
enacted. The organizations concluded that they could not with fairness recom- 
mend such an increased burden without a compensating benefit. Some of our 
actuarial advisers suggested to us, on the basis of precedent in other countries, 
notably England and Canada, that such a compensating benefit lay in the exclu- 
sion of the employee retirement contributions from income for income tax pur- 
poses. 

Accordingly, in consultation with interested Members of Congress, we formu- 
lated, and recommended to Congress upon the convening of the Second Session 
of the 84th Congress a three-point program. On the benefit side, this program 
consisted of a general, although by no means universal, increase in benefits of 
15 percent. The second point of the program provided financing for such in- 
creased benefits through increasing the carrier and employee contributions each 
from 64% nercent to 714 percent. These two points in the program were em- 
bodied in H. R. 9065. 84th Congress, as reported by the Committee on Interstate 
and Foreign Commerce. The third and equally vital and integral part of the 
program, the exclusion of employee retirement taxes from income for income 





| 


GENERAL REVENUE REVISION 3459 


tax purposes was embodied in H. R. 11764, 84th Congress, upon which this 
Committee held hearings on July 3, 1956. My testimony in support of that bill 
appears at pages 13 to 32 of the printed transcript of hearings. 

As the final adjournment of the 84th Congress apprvached it became apparent 
that time would not permit the consideration and enactment of the full program 
we had recommended. However, to afford some relief from the distress of 
retired employees and survivors of deceased employees the House Committee on 
Interstate and Foreign Commerce and the Senate Committee on Labor and 
Public Welfare, in consultation with us and in consultation with the leadership 
of both Houses, recommended emergency action in the form of a general, but 
again by no means universal, increase in benefits and the deferment of the 
remaining problems for consideration by the 85th Congress. It was the general 
understanding when this action was taken that in the interval between the 
final adjournment of the 84th Congress and the convening of the 85th Congress 
we would in consultation with Members of Congress define and develop recom- 
mended solutions for the unsolved problems both with respect to benefit levels 
and with respect to finances. 

After thorough and conscientious consideration of the entire situation as 
it existed after the action taken by the 84th Congress, and with the assistance 
of Congressman Harris of Arkansas and Congressman Wolverton of New Jersey, 
the chairman and ranking minority member, respectively, of the Committee 
on Interstate and Foreign Commerce, we developed a new program which was 
presented to the 85th Congress promptly after it convened in its first session. 
The program again has three integrally related parts. To make up for the 
inadequacy of the increase in benefit levels provided by the emergency action 
of the 84th Congress it is proposed that existing benefit levels be generally 
and practically universally increased by 10 percent. Secondly, it is proposed 
to finance the cost of the 1956 increase in benefits and the cost of the currently 
proposed additional increase, as well as to eliminate the preexisting actuarial 
deficit by increasing the current rate of carrier and employee taxes to 7% percent 
each, together with certain deferred and contingent further increases. These 
two points of the program are embodied in H. R. 4353, H. R. 4854 and other 
identical bills introduced by many other Members of the House, and in S, 1313 
introduced by Senator Morse for himself and 14 other Senators. Hearings on 
these bills were completed hefore both the House and Senate committees dur- 
ing the first session of this Congress. 

Committee action on those bills, however, has been delayed pending con- 
sideration by this committee of H. R. 5551 which embodies the third point of 
the program. 

This point is similar to but broader than the proposal contained in H. R, 11764, 
84th Congress. We found in our discussions in 1956 with many Members of 
Congress, including the members of this committee, that it was generally 
felt that we had an equitable case for the exclusion of employee taxes from 
income for income tax purposes but that the limitation of our proposal to rail- 
road retirement taxes alone sought unduly preferential treatment for railroad 
employees, We therefore consulted with the representatives of other groups 
of employees who are also subject to universal participation in retirement plans 
established by Federal law, i. e., the participants in the social security system 
and the civil service retirement system, 

The organizations representing the bulk of the employees in both these groups 
are affiliated with the AFL-CIO and we accordingly consulted with the appro- 
priate representatives of the AFL-CIO and with the representatives of the 
organizations of Government employees individually. We were informed, after 
due consideration, that the representatives of these employees in industry gen- 
erally and in the civil service wished to join us in recommending to Congress 
the enactment of a bill excluding railroad retirement taxes on employees, social 
security taxes on employees, and employee contributions to the civil service 
retirement plan from income for income-tax purposes. The matter was spe- 
cifically brought before the December convention of the AFL-CIO and endorsed 
in several resolutions adopted by the convention. 


THE IMMEDIATE URGENCY OF LIBERALIZING RAILROAD RETIREMENT BENEFITS 


The determination to recommend a 15 percent increase in railroad retirement 
benefits was made in 1955 when living costs were fairly stable but at a level 
at which retired employees and the survivors of deceased employees were found 
to be in distress. As I have already indicated, the 84th Congress took emer- 
gency action in 1956 to relieve this distress to some extent. Although the 
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improvement in benefits then provided was generally in the order of 10 percent, 
many beneficiaries received no increase at all and many others received less 
than a 10 percent increase. For example, approximately 90 percent of survivor 
beneficiaries were being paid under the minimum guaranty provision of the 
Railroad Retirement Act which guarantees that benefits will not be less than 
would be payable if the railroad employment had been covered by the Social 
Security Act. In most of these cases the 10 percent increase in the Railroad 
Retirement Act formula was insufficient to provide a benefit level above the 
amount already being paid under the social security minimum. Consequently, 
even today some 90 percent of the survivor benefits being awarded are com- 
puted on the social security minimum without any benefit from the 1956 amend- 
ment. Spouses benefits are to a substantial extent also excluded from any benefit 
of the 1956 amendment. Those benefits are subject to a ceiling determined 
by the maximum spouses benefit payable under the Social Security Act, which 
was not changed by the 1956 amendment, with the result that most spouses 
benefits were either not increased or were increased less than 10 percent by 
the 1956 amendment. 

Even employee retirement annuities, which generally had the benefit of the 
1956 10 percent increase, average only about $115 per month now; disability re- 
tirement annuities average only about $104. 

These circumstances eloquently indicate in and of themselves that the action 
taken in 1956 was inadequate. However, the question may well be raised as to 
why it is necessary now to provide an additional 10 percent increase; why is it 
not sullicient to increase benefits by 5 percent so as to carry out the 1956 

roposal. 

" yn I have already stated, living costs were stable in 1955. The Consumers’ 
Price Index, in January 1956, stood at 114.6, which was almost the same as the 
average for the year 1955—114.5; and the monthly figures for 1955 show that in 
no month of that year was there any substantial deviation from the average 
for the year. But beginning in March of 1956 a steady increase in the cost of 
living has occurred. With very few exceptions the Consumers’ Price Index for 
each month since March 1956 has been higher than that of the previous month. 
In November 1957 the index reached the level of 121.6, an increase of 7 points on 
the 1947-49 base above the level of Janaury 1956. This is a 6.1 percent increase 
above the January 1956 level. This means that a 10 percent increase in retire- 
ment benefits now in addition to the emergency increase of 1956 (even if it be 
assumed contrary to fact that all beneficiaries received a 10 percent increase in 
1956) will provide at today’s prices purchasing power equivalent only to a 
13.62 percent increase at January 1956 prices. In other words, 10 percent plus 
10 percent today falls short of providing the relief proposed by a 15 percent in- 
crease in 1956. 

We are thus confronted with a situation in which liberalized benefits are 
desperately needed, these needed benefits must be financed by increased con- 
tributions, and the currently active employees and future employees cannot be 
fairly required to make these increased contributions without the compensating 
advantage proposed in H. R. 5551. 


THE EQUITABLE BASES OF H. R. 5551 


So far I have discussed the need for the enactment of H. R. 5551 in terms 
of the problem confronting us as representatives of railroad employees. However, 
I have also indicated that when we proposed in 1956 to exclude employee rail- 
road retirement taxes only from income for income tax purposes many Mem- 
bers of Congress indicated to us that they regarded such action as unduly 
preferential to railroad employees—that equitable treatment required that em- 
ployee social security taxes and employee contributions to the civil service 
retirement system be given the same consideration. I shall now discuss the 
equitable bases for the exclusion of all these contributions from income taxation. 

To include these contributions in taxable income is essentially to levy a tax 
upon a tax. The social security taxes and the railroad retirement taxes are 
technically and in form as well as in substance taxes levied pursuant to the taxing 
power of the United States. The employee contributions to the civil service 
retirement system are not technically and in form taxes but they are in substance, 
in the sense that it is a compulsory contribution required to be paid under Federal 
statute. 

As a matter of general tax policy it has been considered equitable to avoid the 
kind of double taxation that occurs when a tax is levied upon a tax. A wide 
variety of taxes are deductible from income in arriving at the net upon which 





GENERAL REVENUE REVISION 3461 


the income tax is levied. Specifically, in the area we are discussing, it has been 
accepted without question from the start that the taxes upon employers for the 
support of the social security system and the railroad retirement system are 
deductible in arriving at taxable income. Objectively, there is no equitable basis 
for treating the tax on employees differently. 

The policy of avoiding the imposition of a tax on a tax has in recent years 
been carried to the point of treating income from corporate dividends differ- 
ently from ordinary income in recognition of the fact that the corporate income 
has already been subjected to income tax. This policy has been adopted not- 
withstanding the fact that the corporation is a separate legal entity distinct 
from its stockholders and it could therefore be argued that the treatment of 
corporate dividends as ordinary income is not technically double taxation. 

The only argument I have heard that seeks to differentiate employee retire- 
ment taxes from the type of taxes that are excluded in arriving at taxable in- 
come is one which asserts that these taxes are levied for the purpose of pro- 
viding benefits to the employees for future enjoyment. Such an argument breaks 
down when subjected to anything but superificial examination. The employee 
retains no vested interest in the social security or railroad retirement taxes 
he pays. The proceeds of these taxes become general revenues of the Govern- 
ment and equivalent funds become available to the old age and survivors in- 
surance trust fund and the railroad retirement account through congressional 
appropriation, What benefits the individual employee may ultimately derive 
from the social security or railroad retirement or civil service retirement sys- 
tem will vary widely depending upon future and currently unascertainable cir- 
cumstances—whether the employee lives to retirement age, how long he lives 
after retirement, whether when he dies, either before or after retirement, he 
leaves survivors eligible for survivor benefits, etc. In any event, whatever 
benefits he or his survivors may ultimately get are those that Congress may 
see fit to grant by Federal statute and these are subject to change from time to 
time as past experience has amply demonstrated. 

Such general benefits resulting from taxation are usually not considered as 
a justification for levying a tax on a tax. Of course, in a very broad sense all 
taxes are levied for the benefit of the citizenry and it could be argued that, if 
the benefit premise is valid, the logical conclusion is that no taxes should be 
deductible from taxable income. But there are specific kinds of taxes the pro- 
ceeds of which are specifically devoted to the general benefit of the groups who 
are taxed and such taxes are nevertheless deductible in the computation of tax- 
able income. For example, in many States the proceeds of State gasoline taxes 
are devoted to highway construction and maintenance on the theory that people 
who buy gasoline are highway users and therefore may properly be subjected 
to a special tax from which they as a group will derive the benefit. To my 
knowledge it has never been suggested that the benefit thus derived by the 
taxpayers as a group from the proceeds of the tax should be considered to make 
the tax nondeductible in computing taxable income. 

Aside from the principle of generally not levying income taxes on other taxes, 
the wages employees earn but which are deducted for social security taxes, rail- 
road retirement taxes, or contributions to the civil service retirement system 
are actually not income in any realistic sense. This money is never received 
by the employee, he has no control over its disposition, he cannot draw on it 
in accordance with his own desires to meet either current or future necessities. 
It is by no means proper to liken it to the purchase of an insurance policy that 
always has a cash surrender value. The employee builds up no savings account 
or any other asset over which he has any control. This money represents neither 
current nor deferred income. The employee gets only such ultimate benefit as 
the statutes may grant him depending upon variable and unascertainable fu- 
ture circumstances. 

A third recognized principle of taxation is also applicable. It is the general 
policy of our income tax laws to exclude from taxable income all ordinary and 
necessary expenses of employment. The current instructions for the prepara- 
tion of income tax returns not only call attention to the general deductibility 
of ordinary and necessary expenses incident to employment but directs specific 
attention to the deductibility of expenses incident to the employee’s being re- 
quired to furnish safety equipment, tools and supplies, and payments of dues 
to unions or professional societies. It cannot be denied that the payment of 
social security taxes, railroad retirement taxes, and contributions to the civil 
Service retirement system are absolute and inescapable expenses incurred as a 
condition of holding employment covered by these respective systems. 
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In my testimony before this committee on July 3, 1956, in support of H. R. 
11764, 84th Congress, I called attention to the precedents in England and 
Canada recognizing the equity of excluding similar tax payments from taxable 
income. Since that time, I am informed, that the Netherlands has in substance 
followed the same precedent. It is my understanding that in that country, al- 
though its new social security system is in form supported entirely by em- 
ployee contributions, it is in substance provided without expense to the em- 
ployees because it is completely offset by exclusion of the contributions from 
income taxation and by compensatory wage increases which the Government has 
allowed under its very stringent system of wage controls. 

We base our recommendation of the enactment of H. R. 5551 on the inherent 
equities I have outlined. I have not attempted to rest its justification upon 
any general tax reduction program. I must say, frankly, that I am not competent 
to discuss the wisdom of any such general program. However, I should like 
to leave with you the final thought that if any consideration is to be given by 
the committee to a reduction in the burden of taxation, there is no way that I 
ean think of by which participation in such relief could be as broadly and 
equitably extended to so large a proportion of our population than by the enact- 
ment of H. R. 5551. 

Mr. Scuoene. The Railway Executives’ Association is an associa- 
tion of the chief executive officers of some 22 standard railway labor 
organizations. I have listed those organizations in the prepared state- 
ment that I have filed with the committee, and I will not read them 
here. The only standard railway labor organization that is not at 
present affiliated with Railway Labor Executives’ Association is the 
Brotherhood of Locomotive Engineers, whom I also represent here 
this morning. Consequently, the statement that I shall make will be 
on behalf of substantially all the organized railroad employees in the 
United States. 

My testimony is directly to the support of the bill H. R. 5551, which 
has been introduced by Congressman McCarthy, a member of this 
committee. 

I should say by way of preliminary description, perhaps, that the 
effect of the bill can be very simply described. Its purpose and effect 
would be to exclude from income, for income tax purposes, and to ex- 
clude from wages, for withholding purposes, those amounts that are de- 
ducted from the compensation of employees pursuant to the Railroad 
Retirement Taxing Act, the Social Security Taxing Act, and the civil 
service retirement system. ‘ 

Also by way of preliminary observation, I should say that the Rail- 
way Labor Executives’ Association has made it a matter of its special 
concern to watch closely over the functioning of the Railroad Retire- 
ment Act, the Railroad Unemployment Insurance Act, and the taxing 
statutes that are associated therewith. ; 

We have a standing committee under the chairmanship of Mr. 
George M. Harrison, the president of the Brotherhood of Railway 
and Steamship Clerks, that makes it his business to give constant at- 
tention to those subject matters and to report to the association there- 
on at its meetings, which are held approximately monthly. 

The Railroad Retirement Act, and Railroad Unemployment In- 
surance Act, and the related taxing statutes, and substantially all the 
amendments of any significance that have been made to those statutes 
in the last 20 years have been the result of recommendations developed 
by the committee and reviewed by the association, then further de- 
veloped through consultation with the members of Congress who are 
most experienced in this field. 
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The bill H. R, 5551 is a significant portion of a legislative program 
that has been before Congress in one form or another for the past 
several years. Consequently, in order to discuss the particular bill, it 
is necessary to discuss it in the context of legislation that was pro- 
posed in 1955, was partially enacted, partially left unenacted, and in 
the context of other bills now pending in this Congress. 

We found in 1955, a year during which living costs were fairly 
stable, but which followed upon a period of rapidly increasing living 
costs, that our retired employees—that is, employees retired from the 
railroad industry—were in great distress. The average annuity bein 
paid to our retired employees at that time, those who had retired 
on age retirements, was $105. Those who had retired on disability 
retirement were receiving only an average of $95 per month. Survivor 
annuities of the various types provided for under the law were within 
a range of $48 to $62 per month, 

It was perfectly clear that people cannot live at present-day living 
costs or 1955 living costs on any such amounts of monthly income. 
Consequently, we are under urgent obligations to recommend to the 
Congress that there be some liberalization of these benefits provided 
under the Railroad Retirement Act. 

However, the mere liberalization of benefits is only the beginning 
of the problem. We have always felt an obligation not only to recom- 
mend from time to time adequate retirement benefits, but also to rec- 
ommend to the Congress provisions adequately to finance the benefits 
not only for current payment but for payment in the future; in other 
words, to have our system so financed that there will be constant as- 
surance on an actuarial basis that when people who now enter the 
railroad service, or who are active in the railroad service, or who enter 
the railroad service in the future, come to retire, there will be adequate 
funds in the accounts, together with current income, to assure that the 
benefits that they have a right to expect under the law will be paid. 

The simple and obvious way of providing additional financing to 
assure the payment of increased benefits is to increase the rate of 
taxation, both on the employers and on the employees. But in turn, 
that presents problems. 

The railroad employees are now paying 614 percent of the taxable 
payroll; that is, 614 percent up to $350 per month of their wages. 
That was also the rate in effect in 1955, when we recommended the 
beginning of this program. 

As of that time, the rate was over three times the rate being paid 
by employees under the Social Security Act. 

In giving consideration to the question of recommending liberalized 
benefits for the retired employees and their survivors and providing 
financing for those benefits, it was necessary to give consideration also 
to the equities of the active employees. In other words, could we 
equitably ask the active employees to increase their contributions to 
finance liberalized benefits without at the same time recommending 
some method offsetting advantage to them ? 

The reason I speak of the active employees and the retired em- 
ployees as two distinct groups is that notwithstanding the fact that 
there is, of course, a constant transition from active employment to 
retirement, basically when it comes to considering the equities, they 
are two distinct groups. 
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The total amount now being taken out of the industry, the com- 
bined employer and employee tax for the support of the railroad 
retirement system, without regard to any liberalization, comes to 1214 
percent of the taxable payroll. Less than two-thirds of that amount 
would be required to support fully the present system of retirement 
benefits for new entrants into the system. 

In other words, the railroads and the currently active employees are 
supplying 50 percent more into the railroad retirement account than 
would be necessary to support the benefits for persons newly entering 
railroad employment. That additional 50 percent is required to sup- 
port the benefits awarded to employees who retired either leniniaditene 
after the system was set up or who reached retirement age in the early 
days of the system. 

Consequently, it was our feeling that if we were to recommend 
relief for the distress of the retired employees and recommend that 
the active employees increase their contributions to the system enough 
to pay for the liberalized benefits, it would be necessary at the same 
time to provide some offsetting advantage to the active employees. 

The solution was suggested to us by some of our actuarial advisers, 
who pointed out to us on the basis of precedents, notably in England 
and in Canada, that it would be proper to ask the Congress to exclude 
from taxable income the amount of the contributions being paid by 
the railroad employees. We therefore evolved and presented to Con- 
gress in 1956 a three-point program which provided in the first place 
for a general but not universal increase in railroad retirement benefits, 
in the order of 15 percent. In order to finance those proposed increases 
in benefits, we also recommended that the rate of taxation on both em- 
ployers and employees be increased from 614 to 714 percent. Then, 
in order to do equity to the active employees and the new entrants 
who will come into the system in the future, we recommended that 
the employee contribution should be excluded from taxable income 
for income tax purposes. 

Of course, the employer contributions are already automatically 
excluded from the corporate income tax, because the tax is deducted 
as part of the business expense in arriving at the net income on which 
the employers pay their tax. 

The first two points of this 1956 program were embodied in the 
report to the 84th Congress that was submitted by the Interstate and 
Foreign Commerce Committee on the bill H. R. 9065. The third 
point of the program, namely, the exclusion of employee contribu- 
tions from taxable income, was embodied in H. R. 11764 of the 84th 
Congress, on which this committee held hearings on July 3, 1956. 
My testimony in support of that bill appears at pages 13 to 32 of 
the printed transcript of the hearings. 

As the final adjournment of the 84th Congress approached, it be- 
came apparent that it would be impossible in the remaining time 
to give consideration to all of the three points of this program that 
I have described. Nevertheless, it was recognized that some emergen- 
cy action was necessary to relieve the distress of the retired em- 
ployees and the survivors of deceased employees. Therefore, the 
members of the House Committee on Interstate and Foreign Com- 
merce and the Senate Committee on Labor and Welfare, in consulta- 
tion with us and in consultation with the leadership of both the House 
and the Senate, worked out an emergency program whereby there 
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was enacted an increase in benefits of 10 percent in those categories to 
which it applied. But no provision was made at that time either for 
financing those increased benefits or for covering the acturial deficit 
that had been disclosed by the last preceding acturial valuation. 

It was understood, however, by all who participated in that emer- 

ency program, that our association, in consultation with the interested 
a of Congress, would, in the interval between the adjournment 
of the 84th Congress and the convening of the 85th Congress, work 
out a program that would be recommended to the Congress both to 
supplement the liberalization of benefits and to provide for the financ- 
ing of the preexisting actuarial deficit, the cost of the 1956 amend- 
ments, and any new benefits that might be provided. 

Our association gave diligent attention to the very serious and 
complicated problem that was thus put before us. We consulted with 
numbers of Members of Congress, but particularly with Congressman 
Harris of Arkansas, the chairman of the Interstate and Foreign Com- 
merce Committee, and Congressman Wolverton, the ranking minor- 
ity member on that committee, both of whom have had vast expe- 
rience and great interest in the problems concerning the railroad re- 
tirement system. 

As a result of our deliberations, we recommended and Congress- 
men Harris, Wolverton, and McCarthy have introduced bills to carry 
out our recommended program, shies again consists of three parts. 
Two points of the program are included in H. R. 4353 and H. R. 4854, 
identical bills introduced by Congressman Harris and Congressman 
Wolverton, and other identical bills which have been introduced by 
many Members of Congress. That part of the program is also in- 
cluded in S. 1313, introduced by Senator Morse for himself and 14 
other Senators. 

Those bills provide, on the benefit side, an additional 10 percent 
increase, but this time practically universal rather than the selective 
increase enacted in 1956. They further provide for the financing of 
the preexisting actuarial deficit, that is the deficit existing prior 
to 1956, for the financing of the 1956 increase in benefits and for the 
financing of the currently recommended increase in benefits. 

The manner in which that is done is by increasing the taxable and 
creditable monthly compensation base from $350 to $400 per month, 
and by increasing the rate of contribution by employers and employees 
from the present 6% to 714 percent. 

The bills further provide for certain contingent and deferred in- 
creases in contributions which would become effective after 1964, if 
and when the rate of social-security taxes rises above the 234 percent 
at which it would stand in 1964 under the present law. 

By these means, we would be able to provide modest, currently 
heiad increases in the railroad retirement benefits, and to place the 
system on a sound financial basis. However, it would mean that our 
current employees would have to increase their contributions by an 
additional 1% percent of the taxable payroll up to $400 per month. 

We have not dealt and we do not feel that we can equitably ask 
these active employees, who are already contributing more than would 
be necessary to support the benefits for themselves, to increase their 
contributions in this additional amount, unless we can at the same time 
secure favorable consideration upon the part of Congress to H. R. 
5551, which is before this committee and which, as I have already 
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stated, would exclude employee contributions from taxable income 
and from wages for withholding purposes. 

The present bill, however, is broader than the bill which we recom- 
mended to this committee in the last Congress. We found in our dis- 
cussions with many Members of Congress, including, I think, discus- 
sions with practically all the members of this committee, that there was 
a general sentiment that our case for the exclusion of employee con- 
tributions from taxable income was an equitable one, but that 1n limit- 
ing it to railroad employees only, we were seeking unduly preferen- 
tial treatment for railroad employees. 

In other words, it was felt that the equity of the case we had pre- 
sented extended to other groups of employees subject to universal 
participation in federally enacted retirement systems, particularly the 
civil-service employees and the employees covered by the Social Se- 
curity Act. 

In view of that sentiment, we consulted with the union representa- 
tives of those employees. The employees in industry, of course, gen- 
erally, are represented by unions affiliated with the AFL-CIO, and 

Boveriinant employees have their several organizations who are 





representatives of these other groups, we found that they were ready 
and anxious to join us in recommending to the present session of Con- 
ress the provisions of H. R. 5551, which would exclude from income 
or income-tax purposes and from wages for withholding purposes 
the contributions of the employees to the railroad retirement system, 
the social-security system, and the civil-service retirement system. 

You will find, Mr. Chairman and members of the committee, at 
pages 6 to 8 of my prepared statement, an exposition of the current 
urgent necessity for the further liberalization of the railroad retire- 
ment benefits that are included in the bills pending before the Inter- 
state and Foreign Commerce Committee. 

I shall not here orally review that information in detail, but I will 
simply point out that it shows that notwithstanding the 1956 increase 
in benefits, because it was limited to only 10 percent and because of 
certain ceilings on the benefits, a very large proportion of our re- 
tired employees and particularly the survivors of deceased employees, 
actually received no benefit from the 1956 increase or received much 
less than the 10 percent revision of the formula might have been ex- 
pected to provide. 

It further shows that since 1956, beginning in March of 1956, there 
has been an almost constant rise in the cost of living. Scarcely any 
month since March of 1956 has not shown an increase in the cost of 
living as measured by the Consumer’s Price Index over the preceding 
month. In consequence, the total effect is that the 10 percent in- 
crease in benefits which we have now recommended to the Interstate 
and Foreign Commerce Committee and to the Senate Committee on 
Labor and Public Welfare, is worth in terms of present-day living 
costs only the equivalent—that is, that increase together with the 10 
percent increase of 1956—are equivalent in present living costs to only 
a little over 13 percent increase in terms of 1950 costs. 

With that background, I turn to the equitable bases for the specific 
proposal before this committee in H. R. 5551. 

Basically we suggest to the committee that the exclusion of these 
employee contributions from taxable income is equitably required be- 
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cause to include them is essentially to levy a tax on a tax. The rail- 
road retirement taxes and the social security taxes are in form, and 
technically as well as in substance, taxes levied pursuant to the tax- 
ing power of the Federal Government. 

he contributions to the civil-service retirement system are not 
technically and in form, taxes, but they are compulsory exactions 
provided by Federal law, and consequently, in substance, should be 
considered on the same basis as taxes. 

Now, as a matter of general tax policy, it is widely accepted that it 
is inequitable to levy a tax ona tax. So far as the taxes on employers 
under the railroad retirement and social security systems are con- 
cerned, there has never been any question that they, like other taxes, 
should be deductible as business expenses in arriving at the net income 
upon which the corporate-income tax is levied. But they are no less 
taxes for the employees. And to continue their inclusion in taxable 
income does mean the levying of a tax upon a tax contrary to general 
tax appeal. 

Now, the only argument that I have heard that would seek to justif 
the continuation of this tax upon a tax is the argument that after all, 
these taxes are levied for the ultimate benefit of the employees. 

Well, that is true only in a very general sense. The employees re- 
tain no vested right in the proceeds of these taxes. They are covered 
into the Federal Treasury as income along with other proceeds of 
taxation. 

It is only by reason of congressional appropriation that equivalent 
amounts become available for the general benefit of the employees 
covered by the railroad retirement, social security, and civil-service 
retirement systems. 

The extent of these benefits is not necessarily proportionately re- 
lated to the amount of tax contributions. The degree of benefit de- 
pends upon contingent and currently unforeseeable circumstances, 
such as whether the employee lives to retirement age, how long he 
lives after retirement, whither when he dies he leaves survivors who 
are eligible for survival benefits, and factors of that sort that are 
completely unpredictable and unrelated to the amount of taxes exacted. 

In this respect I should say that these taxes are more comparable 
to, say, State gasoline taxes. Such taxes in many States are levied 
on the theory that their proceeds shall be devoted to highway con- 
struction and maintenance, on the assumption that the people who 
buy gasoline are always the people who use the highways and will 
therefore benefit from the taxes. That is undoubtedly a sound theory, 
and I have no quarrel with it. 

However, the fact that the highway users are the ones who benefit 
from the proceeds of State gasoline taxes, for example, has never been 
advanced as a reason why those taxes should not be deductible from 
income for Federal tax purposes. They are deductible and have been 
deductible for as long as I can remember. 

We say that there is no more reason to continue the nondeductibility 
of railroad retirement, social security, and civil-service retirement 
contributions. 

Aside from the continuation of this tax on a tax, the exclusion of 
these amounts is warranted by another principle; namely, the deducti- 
bility of the ordinary and necessary expenses of employment. The 
current income-tax laws recognize that any ordinary and necessary 
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expenses of employment are deductible in arriving at necessary 
income. 

Specifically pointed out in the instructions currently circulated by 
the Internal Revenue Service are such examples as special clothing, 
uniforms, safety equipment required by the employee, and the pay- 
ment of union dues. 

Now certainly the payment of these railroad retirement taxes, social- 
security taxes, and the civil-service contributions are necessary ex- 
penses of employment. The employee has no choice about whether 
he incurs them. If he goes to work in the railroad industry, if he 
goes to work in the civil service, if he goes to work in any industry 
covered by social security, the payment of these contributions is a 
condition of his employment, and he incurs it as a necessary expense 
of his employment. 

Finally, we point out that this amount of money which is included 
now in the taxable income of the employee is not in any realistic sense 
current income at all. The employee never sees it. It is deducted from 
the payroll. He has no choice as to what to do about it. It isn’t some- 
thing comparable to a savings account that he can withdraw when he 
leaves his employment or devote to any current or planned future ex- 
pense. The only benefit he ever gets from it is such as Congress sees 
fit to provide, depending, as I have already pointed out, upon variable 
and currently unforeseeable future conditions. 

Now, we have based our recommendations solely on the equities as 
I have here described them. We have not urged H. R. 5551 as a matter 
of general tax reduction. 

However, as I have sat here this morning, I have heard discussions— 
and undoubtedly in the preceding sessions of the committee, the com- 
mittee has heard many discussions—of the possible desirability of gen- 
eral tax relief as a means of dealing with the current serious economic 
recession. 

I would like to suggest to you that although we feel that H. R. 5551 
rests on equitable considerations entirely independent of general tax 
reduction, that if the committee does give consideration to any such 
general tax relief, I can think of no way by which more general wide- 
nes and immediate effect could be given to such a policy than by 
the enactment of H. R. 5551. It would immediately reflect itself in 
the take-home pay of all the wage earners in industry, generally, in the 
railroads, and in the Government. 

There would be an immediate increase in the purchasing power 
necessary to stimulate the lagging economy. 

That concludes my statement, Mr. Chairman. 

The Cuatrman. Mr. Schoene, let me inquire briefly. 

In the case of social security, as we all understand, the employee 
has no right to withdraw funds that have been collected from him 
under any circumstances. Is that also true of railroad retirement ? 

Mr. Scnoene. Yes; it is. 

The Crarrman. That is not the situation, however, with respect 
to civil-service retirement, as I understand it. 

Mr. Scnoenet. I am not currently too familiar with the present pro- 
visions of the civil-service retirement law. But it is my impression 
that there are certain circumstances in which employees who leave 
the service may withdraw. 

But exactly what those circumstances are, I cannot inform you. 
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The Cuamman. If the Congress should adopt the program that you 
outlined, it probabbly would be necessary to provide that any with- 
drawals from the fund be treated as income at some time. So that no 
avoidance of a tax through the vehicle which is suggested here in 
H. R. 5551? 

Mr. Scuoene. I have not given consideration to that particular 
question. But offhand it would strike me that the suggestion that 
you make it an equitable one. But I think Mr. Keating is probably 
better qualified to speak about it than I am. 

The CHarrman. Yes. I wanted to ascertain from you, however, 
that moneys once collected for the railroad retirement fund, are never 
available to the employee through any provision of law as a refund? 

Mr. Scuoene. That is correct. 

The Cuarrman. Are there any questions of Mr. Schoene? 

Mr. McCarthy will inquire. 

Mr. McCarrny. In previous testimony you have given estimates 
as to the loss of revenue that might be involved if this measure were 
adopted. 

Have you submitted them here earlier today ? 

Mr. Scuorne. No; I have not, Mr. McCarthy. 

I frankly find it very difficult to arrive at any estimate as to revenue 
losses, particularly in the current economic situation. I believe it is 
entirely possible that the enactment of H. R. 5551 would provide a 
sufficient stimulus to the purchasing power of people all over the coun- 
try so that its net economic effect might well be to increase rather 
than to decrease revenues. 

Now in terms, however, of the—well, let’s say the computable 
amount that would be collected from these sources, were the bill not 
enacted, and would be lost if the bill is enacted—there again I have 
only rather general information. 

In the bill that was under consideration in 1956, which you also 
introduced, the Treasury Department estimated the loss from the ex- 
clusion of railroad retirement taxes at Spero Iteny $70 million 
per year. I took issue with that estimate because it seemed to me it 
was necessarily exaggerated since if you assumed that all railroad 
employees were paying taxes on all their income that was subject to 
retirement deductions you would come out to about $70 million. 

But obviously such an assumption would be erroneous. 

I therefore stated at that time that I felt the figure might be ex- 
aggerated by as much as 100 percent. Taking the present bill, how- 
ever, insofar as retired employees are concerned, so far as railroad- 
retirement employees are concerned, taking into consideration the fact 
that we are now proposing to increase the tax to 714 percent rather 
than the 714 percent that we previously proposed, and that we are 
proposing to increase the tax base from $350 to $400, I would not con- 
sider a $70 million estimate as unreasonably applied to the present 
bill. As extended to include social-security and civil-service retire- 
ment, the only information I have is derived from discussions with 
members of the committee themselves and your staff. And I judge 
that it is their opinion that overall it well amount to something in 
the neighborhood of $900 million. 

Mr. McCartuy. Mr. Schoene, almost all this reduction of taxes 
would go directly into purchasing power, would it not ? 
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Mr. Scuoener. That certainly seems to me to be so. It would im- 
mediately reflect in take-home pay among people who currently spend 
their money in the purchase of goods and services. 

Mr. McCartuy. Thank you, sir. 

The Cuarrman. Are there any further questions, of Mr. Schoene? 

If not, sir, we thank you for coming to the committee. 

Mr. Scuorne. I appreciate the committee’s attention and the op- 
portunity to appear. 

The CuHarrman. Our next witness is Mr. Jerome J. Keating. Will 
you come forward and identify yourself for the record. 


STATEMENT OF JEROME J. KEATING, VICE PRESIDENT, NATIONAL 
ASSOCIATION OF LETTER CARRIERS 


Mr. Keatinc. Mr. Chairman and members of the committee, my 
name is Jerome J. Keating. I am vice president of the National 
Association of Letter Carriers, an organization representing 112,000 
letter carriers in every State in the Union. I am also chairman of the 
retirement committee of the Government Employes’ Council, AFL- 
CIO. The Government Employes’ Council is composed of 22 organ- 
izations representing some 650,000 workers in the Federal Govern- 
ment. These workers are engaged in practically every activity of 
the Government. 

Our council has endorsed H. R. 5551, the bill sponsored by Repre- 
sentative Eugene J. McCarthy of Minnesota, and we want to extend 
our thanks to him for the deep interest he has shown in this legisla- 
tion. We want to thank the committee for considering H. R. 5551 at 
this time. 

The issue involved is extremely simple and I do not propose to take 
much of the committee’s time in discussing the issue involved. 

Federal employees have 614 percent of their salary deducted for 
retirement purposes, and even for employees receving small salaries, 
this 614 percent deduction results in a fairly substantial sum. 

Federal employees are compelled to pay income tax on this money, 
although they do not actually receive the money until such time as 
they retire. After they retire, they are permitted to use the money 
they have contributed to the retirement fund as a credit in computing 
their income tax, but we believe it would be much fairer and far more 
realistic to exempt them from the payment of tax on the 614 percent 
they contribute to the retirement fund when they receive their salary. 
It would result in some saving to the employee, inasmuch as his pay- 
ment of income tax after retirement would be based on a smaller in- 
come, and the tax accordingly would not be as great as the tax he is 
compelled to pay at the present time. 

I might, in line with the discussion you had with the previous wit- 
ness, point out that civil-service employees can withdraw the money 
they contribute to the fund only in the event that they leave the service ; 
and civil-service employees, too, unlike those under social security 
and railroad retirement, do pay taxes on the annuity they receive. 

So 5551, while it would represent a saving to the employee at the 
time he receives a salary, would compel him to pay additional taxes 
after he retires. 

So the net cost to the Government is offset some by the fact that they 
will pay on a smaller amount. 
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The immediate saving to the average Government employee would 
probably run about $3 or $4. month on the basis of present salaries. 

However, that would be offset. And I seriously doubt that this bill 
would—it would cost the Government probably around $18 million to 
maybe $25 million a year in the loss of revenue from active employees. 
But that would be offset to some extent by additional tax they would 
pick up from retired employees, the same individual, of course, that 
would have to pay later on. It would be a deferred payment for that 
individual. 

I am very happy to have had this opportunity of testifying before 


the committee. And we hope that you will give favorable considera- 
tion. I want to support the statement that was made by Mr. Schoene, 
the previous witness, 

The Cuarman. Mr. Keating, on the point that I raised with Mr. 
Schoene, which you have answered it in part, that if a Government em- 


ployee leaves the service it may be possible for him to withdraw his 
contribution to the civil-service retirement fund. 


Mr. Keatine. That is right. 

The Cuatrman. Is that permissible for an employee who has been 
in the service for 20 years or longer ? 

Mr. Kearttne. Now. It is permissible no matter how long they 
have been in there. At one time the requirement was 5 years. Now 


it is changed to where it can be 5, 10 or 20. 
Now, they can withdraw it so long as they are leaving the service. 


If they are reemployed and they want to retain those retirement bene- 
fits to secure the full benefit, they have to repay the fund. 


The Carman. They pay back into the fund the amount they had 
withdrawn from the fund. 


Mr. Keatine, That is right. 


The Cratrman. Are there any further questions of Mr. Keating? 
If not, thank you very much. 2 ; 
(The following letter was filed with the committee :) 


CHAMBER OF COMMERCE OF THE UNITED STATES, 
Washington, D. C., February 18, 1958. 
Hon. Wirsvur D. Mrs, 
Chairman, Ways and Means Committee, 
New House Office Building, Washington, D. C. 

Dear Mr. Mitts: The Chamber of Commerce of the United States is opposed 
to H. R. 5551. 

This bill, in effect, would have Congress define for individual income-tax 
purposes that part of a worker’s earnings which are paid in railroad retirement 
taxes, social security taxes, or as contributions to Federal civil service retire- 
ment to be not wage or salary income. It is contended by some that since the 
individual employee never sees this part of his earnings, because it is withheld 
by his employer, it does not really constitute income for individual income-tax 
purposes. 

Acceptance of this line of reasoning would introduce an absurdity in the entire 
individual income-tax field. This is because the same argument would have to 
hold true for that part of a worker’s earned income withheld by the employer for 
payment of that worker’s individual income-tax liability. He never sees it, 
never has control of it—therefore these tax withholdings are not individual 
income. 

There are three reasons for the chamber’s opposition to H. R. 5551. 

First, the exclusion of the employee’s social taxes for railroad retirement or for 
social security from income for individual-income tax purposes would open the 
door to other exclusions. It would be equally valid, for example, to allow each 
individual to exclude from his income the Federal taxes he pays on gasoline. 
This would inject an entirely new principle in Federal income taxing. 
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Second, the exclusion of these employee social taxes would eliminate a neces- 
sary and effective check on the amount of tax resources diverted from support 
of general activities of the Federal Government to social benefit programs. We 
believe that the congressional committees and Congress have shown outstanding 
foresight and statesmanship by insisting that (1) social security be self-sustaining 
in the long run, financed chiefly by equal taxes on employees and employers, and 
(2) the program provide a floor of protection, rather than a level of benefits 
wholly adequate on which to retire and live comfortably. 

Congressional insistence that the program be self-sustaining, financed largely 
by equal taxes on employers and employees, has served a dual purpose. On the 
one hand, it best assures the payment of benefits currently and in the future; on 
the other, it tends to keep the tax costs at levels the employers and especially 
the employees are willing to support now and in the future. 

Exclusion of these social taxes from income for income-tax purposes would 
lead to the absorption by social-benefit programs of a progressively larger share 
of the fruits of each worker’s efforts, leaving him less and less from which to 
save to meet the special needs of his own family. This is because the exclusion 
feature would serve to minimize for many workers the total burden of higher 
social taxes for larger benefits and of income taxes. 

Third, the exclusion of these social taxes as provided in H. R. 5551 would com- 
pletely exempt a stream of income from income taxes. This exclusion would 
mean that a segment of national income would be exempt from income taxes 
both when earned by the worker, and when received concurrently as benefits by 
other people as beneficiaries. 

H. R. 5551 has arisen from the fact that railroad retirement is and has been 
for several years actuarially out of balance. Despite this financial imbalance, 
benefits were increased by 10 percent in 1956, but with the clear understanding 
with the proponents of the measure that a constructive recommendation would 
be offered to correct the situation. 

Testifying before the House Committee on Interstate and Foreign Commerce 
on March 15, 1957, the spokesman for these interested parties stated, “* * * We 
undertook a commitment last year (1956) that, irrespective of anything else, and 
not contingent upon the exclusion of employee contributions from the income tax, 
we would straighten out the financing of the Railroad Retirement Act. * * * Our 
commitment will be kept with respect to the straightening out of the finances, 
irrespective of what we are able to do with respect to the benefits or with respect 
to income taxes.” (See “Railroad retirement and railroad insurance legislation,” 
hearings before the House Committee on Interstate and Foreign Commerce, 85th 
Cong., 1st sess., p. 206.) 

We believe that the problem reflected by the demands in this bill, H. R. 5551, 
is strictly a problem of the railroad industry. It should be solved by the people 
directly involved without a new definition by Congress of what constitutes income 
for individual income-tax purposes, without opening the door to the exclusion of 
other Federal taxes, without eliminating a very salutary and effective check on 
the amount of tax resources diverted from the support of the Federal Govern- 
ment to special-benefit programs, and without completely exempting a stream of 
income from Federal income taxation. 

Cordially yours, 
DonaLp A. Youna. 


The CuarrmMan. Our next witness is Mr. Robert Dresser. 
Please identify yourself for the record by giving your name, ad- 
dress, and the capacity in which you appear. 


STATEMENT OF ROBERT B. DRESSER 


Mr. Dresser. My name is Robert B. Dresser. I am a member of 
a law firm with offices at 15 Westminster Street, Providence, R. I. I 
appear in my own behalf and also in behalf of the Assoc iated Indus- 
tries of Rhode Island, the Campaign for the Forty-eight States, and 
the Committee for Constitutional Government. 

I have prepared a statement of considerable length which I offer 
for the record, to be incorporated in the record as if read. One hun- 
dred and twenty-five copies of this were sent to the clerk of your com- 
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mittee some weeks ago. I shall confine my oral testimony to a shorter 
statement, copies of which I have filed with the clerk. 

The legitimate function of taxation is to raise revenue for the sup- 
port of government, not to change or destroy a system of society. 

With its heavy progressive income and estate taxes, with a top 
rate of 91 percent for the individual income tax and 77 percent for the 
estate tax, the Federal Government has for some years been follow- 
ing the course prescribed by Karl Marx in his Communist Manifesto, 
which was designed to destroy the private capitalistic system with its 
right of private ownership, and substitute communism. The effect 
of these taxes is to lessen or destroy the incentive to work, save, and 
invest in productive enterprises, and to reduce the supply of private 
capital so essential to the maintenance of our private enterprise sys- 
tem. 

As a result, it becomes necessary for the Government to supply the 
capital in ever increasing proportions, until the Government eventu- 
ally becomes the owner of the business enterprises of the country. 
This is Socialism, 

The television program, “The $64,000 Question,” has dramatically 
brought to the attention of the American people the destructive char- 
acter of our present tax laws. For a single person with a $4,000 in- 
come from other sources to have $64,000 left after paying the income 
tax would require a winning of $448,711. 


SOME SIGNIFICANT FIGURES 


The individual income tax produces one-half of the total Federal 
revenue, which is estimated at about $721, billion for the current fiscal 
year. A fact not generally realized is that the great bulk of the 
revenue from this tax comes not from the taxpayers with large in- 
comes, but from those with small and medium-sized incomes. This 
is so, simply because the small and medium-sized incomes, in the aggre- 
gate, constitute the bulk of the national income, 

For example, 84 percent of the revenue from this tax is produced 
by the beginning rate of 20 percent. 

The rates above 50 percent produce—upon the basis of the calendar 
year 1955 income level—only about $700 million, or 1 percent of the 
total Federal revenue. 

By way of comparison, an increase of only $100 in the present $600 
personal exemption and credit for dependents would result in a reduc- 
tion of 7 million in the number of income-taxpayers and a revenue loss 
of $214 billion. 

Accordingly, if we are to have enormous expenditures and corre- 
spondingly large revenue to balance the budget, the great bulk of the 
revenue must come from persons of small and moderate means. 

The only possible way to give relief to the small taxpayers is either 
(1) by reducing the need for revenue by keeping expenditures down, 
and/or (2) by increasing revenue through a drastic reduction of the 
present confiscatory higher bracket rates so as to increase incentive 
and investment in productive enterprises. This would increase the 
national income, which constitutes the tax base, and thereby increase 
the revenue. 

In a study entitled, “Are High Surtax Rates Worthwhile?” by the 
Tax Foundation, released May 31, 1957, conclusions were reached 
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which are summarized by the Foundation’s president, Roswell Magill, 
in a note which I quote as follows: 

This study is designed to shed light on one of the most difficult tax problems 
of our time. In brief, it shows that much of the damage to the individual in- 
centives, and many of the problems of tax impact and litigation, arise out of 
the extraordinary and indefensible high rates of our progressive income tax. 

By applying a new research yardstick to the effects of high surtax rates, the 
study confirms the conclusion that the steeply progressive rates of the income 
tax are not worthwhile. From a revenue standpoint, they diminish receipts 
instead of expanding them. They distort economic activity by influencing in- 
centives and business motives, and they handicap economic growth. They lead 
to practices that are wasteful and destructive. 

To obviate these dangerous effects, the individual surtax rates should be read- 
justed to a ceiling of not over 50 percent. Although the apparent revenue loss 
would be about $700 million,’ the study shows that even this relatively modest 
sum would be likely to shrink in actual practice. Except in periods of recession, 
cuts in top marginal rates historically have been followed by substantial in- 
creases in the income subject to these rates. Moreover, the entire economy will 
benefit from lower top rates. Pools of new capital would become available for 
new enterprises. 

If we want to preserve the process of individual saving and risking for profit, 
which has given the biggest single impetus to our fabulous economic history, 
we must begin at once to prune high surtax rates. They are not worthwhile 
in these times. Indeed, they never were. 


LESSON TO BE LEARNED FROM THE EXPERIENCE OF OTHER COUNTRIES 


In reaching a conclusion as to the necessity of changing our present 
system of taxation one does not need to rely upon abstract reasoning. 
We have before us the experience of other countries that provides 
most convincing evidence. 


EXPERIENCE OF ENGLAND 


Take the case of England. For many years England, like the 
United States, has had heavy, graduated taxes on both incomes and 
inheritances. The top rate on individual incomes is 9214 percent, and 
the top rate of the estate tax is 80 percent. These taxes have so 
lessened the incentive to work, save, and invest in productive enter- 
prises, and at the same time have so reduced the supply of capital 
that there has not been enough to provide her industries with the 
capital needed for modern machinery and equipment, and now, after 
70 years of work by the Fabian Socialists, England has definitely 
accepted socialism and a material part of her industries have been 
nationalized. The effort has been to decrease efficiency and produc- 
tion. Britain today is in a most critical] financial and economic con- 
dition and it is doubtful whether the British economy can be rescued. 


EXPERIENCE OF WEST GERMANY 


On the other hand, we have the example of West Germany which 
drastically reduced its income taxes as an aid to economic recovery, 
and which has staged such a marvelous recovery since World War II. 

Let me add at this point that according to a press report of Febru- 
ary 5, West Germany has offered to lend Great Britain immediately 
100 million pounds, or $280 million, without interest, to cover arma- 





1 Based upon calendar year 1955 level. 
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ment orders to be placed with British manufacturers during the next 
3 years. 

inns World War II our outright grants and loans to Great Britain 
have amounted to over $9 billion and to West Germany, over $5 bil- 
lion, or a little over half as much. 

And now we find West Germany, a vanquished nation, the greater 
part of whose industry was destroyed during the war, lending money 
to Great Britain, a victorious nation, whose economy is in dire straits. 

In this connection, it is perhaps not impertinent to observe that 
after the war, West Germany drastically reduced its income tax rates 
and gave up socialism, while Great Britain pursued the opposite 
course. 

CONCLUSION 


The issue, I submit, is clear: (1) Shall we continue our present 
system of confiscatory income, death and gift taxes with the establish- 
ment eventually of a system of complete socialism, or (2), shall we, 
before it is too Sd take steps to save our system of private enterprise 
and individual liberty by substituting for our Marxian taxes a sound 
and reasonable system of taxation ? 


LEGISLATIVE RELIEF 

1. /ncome taxes 

In the case of the income tax, I favor the enactment of the Sadlak- 
Herlong bill, with a change which I shall discuss shortly. By the 
provisions of this bill, as you know, the personal income-tax rates 
would, by gradual stages annually over a period of from 5 to 9 years, 
be reduced so the first bracket rate of 20 percent would be reduced 
to 15 percent, and the top bracket rate would be reduced from 91 
percent to 42 percent, with other bracket rates reduced proportion- 
ately, and the tax on corporate income would, by gradual stages an- 
nually over the same period, be reduced from 52 to 42 percent. 

This, however, is a long time to delay the reform that is needed 
most of all, and needed now, namely, a drastic reduction in the higher 
individual surtax rates. This dwarfs in importance all other changes 
in our tax laws, and should be given No, 1 priority. An immediate 
elimination of all rates above 50 percent would cost—upon the basis 
of the income level of the calendar year 1955—about $700 million, 
which is but 1 percent of the total Federal revenue. The additional 
loss in revenue beyond the loss occasioned by the Sadlak-Herlong 
rates is somewhat less than $700 million at the calendar year 1955 in- 
come level, and somewhat more at the 1956 level. This additional loss 
would diminish progressively in each of the succeeding years until it 
disappears entirely at@he end of the 5-year period when the top rate 
reaches 42 percent. It should be noted also that by immediately re- 
ducing the top rate of the individual tax to 50 percent, the top rate 
of that tax would become the same as the top rate on corporate income 
for the first year under the Sadlak-Herlong bill. 

There is good reason to believe that such a reduction in rates would 
have an immediate and most stimulating effect on the economy, and 
would result shortly in an increase in revenue. 

I recommend, therefore, the enactment of the Sadlak-Herlong bill 
with the individual income-tax rates adjusted so as to eliminate at 
once the rates above 50 percent. 
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2. Estate and gift taxes 


The estate tax is the least defensible of any of the taxes imposed by 
the Federal Government. It is a direct levy on capital, its economic 
effects are exceedingly harmful, it produces but little revenue, and it 
invades a field of taxation already being used by the States. The 
estate and gift taxes together produce less than 2 percent of the total 
ee to pay the thoveirnmant’s expenses for less than 1 
week, 

I submit that the levying of estate taxes should be abandoned by 
the Federal Government, and this means of taxation left exclusively 
to the States where competition would tend to keep the rates within 
reasonable bounds. 

The gift tax is merely auxiliary to the estate tax, and both should 
be dealt with alike. 

A bill—H. R. 9435—repealing these taxes has been introduced in the 
House by Congressman Ralph W. Gwinn. I recommend its passage. 


3. Cost of above changes and ways of meeting such cost 

I realize that the matter of appropriations and expenditures is not 
within the jurisdiction of this committee. However, the action of this 
committee regarding the taxes to be levied must of necessity be gov- 
erned by the amount of revenue needed. Since it is of the utmost im- 
portance that the budget be balanced, one cannot well urge a reduc- 
tion in taxes without indicating how such balance can be effected. 

It was never more important than now that the deliberations and 
actions of the revenue-raising and revenue-spending committees of 
Congress should be fully coordinated and the military and economic 
effects of unwise and unnecessary spending with correspondingly un- 
wise and excessive taxation should be fully explored and considered. 

It is for this reason that I am including in my presentation, if the 
committee will permit me, some suggestions regarding the savings that 
I believe could and should be made in the Federal budget at the present 
time and which would fully justify the tax cuts recommended. 

The revenue loss involved in the Sadlak-Herlong bill with the 
amendment which I have suggested would be more than taken care of 
by the revenue growth in succeeding years if such growth continues 
its recent historic average of $4 billion a year. 

The revenue loss from the elimination of the estate and gift taxes, 
which are estimated to produce $1,475 million during the current 
fiscal year, could readily be met by economies which could and should 
be made. The annual savings recommended by the Hoover Commis- 
sion have been estimated at $5 billion. We have also the very large, 
and probably much greater, savings that could be effected by the 
complete elimination of Government competion with private busi- 
ness. These savings alone amount to much more than the foregoing 
estimated losses in revenue. 

Moreover, very large savings could be made if our defense policy 
were changed to conform to the new methods of waging war and the 
obsolete methods were abandoned. It would seem obvious that in the 
next war, if forced upon us, the decision will come from the sky. It 
will not be reached on the ground or at the sea. It will be settled by 
the destruction of one side’s means of waging war—its war and allied 
industries. 
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Despite this, our country is still pursuing the now obsolete method 
of trying to restrain the enemy by use of ground forces, and is plan- 
ning with our NATO allies to hold a line in Europe which competent 
military experts say cannot possibly be held if the Russians decide to 
attack. Even our Joint Chiefs of Staff admit privately, I am reliably 
informed, that we should not engage the Red Army in Europe. 

Brig. Gen. Bonner Fellers states that— 

After nearly 8 years of preparation, NATO surface forces defending the Rhine- 
land number less than 15 divisions— 

6 of which are American. On the other hand, the Russians have sev- 
eral hundred divisions, and there is besides the Red Chinese Army of 
4 million that can be drawn on in case of need. 

Not only is the cost of supporting NATO well-nigh prohibitive, 
but reliance upon NATO as a means of defense is wholly illusory. 

General Fellers has publicly expressed the opinion that— 

By relinquishing our self-appointed role of the surface defense of Europe, the 


Army, the Navy, and ground support air units could save between $5 billion and 
$10 billion— 


and that— 
by ending foreign aid, some $5 billion more could be saved. 
With reference to foreign aid, General Fellers says: 


Whatever may or may not have been its merit in the past—the stark reality 
is foreign aid cannot materially strengthen our Strategic Air and ICBM develop- 
ment. Air power is an entity. It cannot be parceled out among allies without 
decreasing its potency. No European ally needs, or is it endeavoring to produce, 
the ICBM. Since the peace of the free world, and victory if war is forced upon 
us, rests on American Air and ICBM supremacy, foreign aid can now safely be 
discontinued. 

At the moment there is a large amount in unexpended foreign aid 
which would cushion the shock of the cut. 

General Fellers’ views have been clearly and convincingly stated 
by him in a book entitled “Wings for Peace,” and in a recent article 
and addresses, one of which was delivered over the radio on January 
12, 1958. 

General Fellers is eminently qualified to speak on this subject, He 
was General MacArthur’s Chief of Planning in the Pacific when the 
fortunes of war turned against the Japanese. Since his retirement 
from the Army in 1946 he has written and lectured principally on 
national defense. He holds the Distinguished Service Medal with 
Oak-Leaf Cluster and other decorations, 

General Fellers’ views regarding our national-defense policy are 
fully supported by Francis Vivian Drake in in article published in 
the Reader’s Digest for February 1958. Mr. Drake has been the 
military editor of the Digest since 1943. He was— 

a fighter pilot with the RAF in World War I, an aviation expert for more than 


40 years, a civilian consultant to the United States Air Force during and after 
World War II— 


and— 


was given the Exceptional Civilian Service Award in 1955 for his reports and 
recommendations to the United States Government in connection with military 
personnel problems. 

A year ago the Secretary of Defense appointed Ralph Cordiner, 
president of General Electric Co., and a group of other distinguished 
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men to study the problem posed by the fact that, because of inade- 
quate pay and living conditions, 85 percent of the highly skilled men 
are leaving the services at the end of their first enlistment. This 
makes for enormous inefficiency. 

Mr. Cordiner’s committee reported that if we abandoned the system 
of payment by length of service, and substituted payment by skill, 
we would keep the men we need, raise our true striking power, and 
eventually save $5 billion a year in training costs. The new system 
has not been put into effect, nor has the waste been arrested.* 

Here again is another large saving which, added to the amounts 
above mentioned, would provide a huge fund (1) for airplanes, re- 
search, and ballistic missiles, and (2) for tax cuts far in excess of 
those now recommended. 

I am unwilling to believe that at this critical time, when our very 
survival is at stake, the administration and the Congress will not 
join in doing these things that are so essential to our continued exist- 
ence as a free nation. 

It is now more important than ever that we put our fiscal and eco- 
nomic house in order so that our economy may stand the strain of a 
prolonged “cold” war, which may culminate in a “hot” war. In the 
circumstances, it would be the height of folly to continue our in- 
centive-destroying system of taxation. 

As Senator Byrd has so aptly remarked: 

We cannot have military supremacy, our form of free government, or our 
way of life, without fiscal and economic stability. 

The Cuatrman. Are there any questions of Mr. Dresser? 

If not, we thank you for coming to the committee and giving us 
the benefit of your views and those of the organizations you represent. 

Mr. Dresser. Thank you very much for your attention. 

Mr. Reep. I want to congratulate you on your very fine statement. 

(Mr. Dresser’s prepared statement follows :) 


STATEMENT OF RosBertT B. DRESSER, PROVIDENCE, R. I., REGARDING THE TAXATION 
OF INCOMES, ESTATES, AND GIFTS 


I. FOREWORD 


My name is Robert B. Dresser. I am a member of a law firm with offices at 
15 Westminster Street, Providence, R. I. I apear in my own behalf and also 
in behalf of the Associated Industries of Rhode Island, the campaign for the 48 
States, and the Committee for Constitutional Government. 


Il. STATEMENT 


A century and a half ago John Marshall, Chief Justice of the United States 
Supreme Court, in one of his opinions made the statement so often quoted that 
“The power to tax involves the power to destroy.” He might well have added 
“unless limited by the Constitution”. 

The legitimate function of taxation is to raise revenue for the support of 
government, not to change or destroy a system of society. 

One hundred years ago, Karl Marx published his Communist Manifesto out- 
lining the course to be followed in destroying the capitalistic or private-enter- 
prise system and substituting communism. Two of the planks in his platform 
were: 

1. “A heavy progressive or graduated income tax.” 

2. “Abolition of all right of inheritance.” 

For some years our Federal Government has been following the course pre- 
scribed by Marx. This has been particularly true during the past 25 years. 


1 Article by Francis Vivian Drake in Reader’s Digest for February 1958, p. 43. 
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It has imposed a “heavy, progressive income tax,” now running from a beginning 
rate of 20 percent on incomes of $2,000 and under to 91 percent on incomes of 
more than $200,000. In the case of corporations there is a 30-percent normal 
tax on the first $25,000 of corporate income, with a surtax of 22 percent on in- 
come over that amount. 

Also, while not abolishing the right of inheritance, the Federal Government 


‘has been increasing the rates of estate or death tax, until the top rate is now 


77 percent. 

The effect of these taxes is to lessen or destroy the incentive to work, save 
and invest in productive enterprises, and to reduce the supply of private capital 
so essential to the maintenance of our private-enterprise system. 

As a result, it becomes necessary for the Government to supply the capital 
in ever-increasing proportions, until the Government eventually becomes the 
owner of the business enterprises of the country. This is socialism. 

In a statement to the Temporary Economie Committee prior to World War II, 
Adolf Berle, Jr., Assistant Secretary of State, said: 

“The Government will have to enter into direct financing of activities now 
supposed to be private, and a continuance of that direct financing must mean 
inevitably that the Government will ultimately control and own those activi- 
ties * * *. Over a period of years the Government will gradually come to own 
most of the productive plants of the United States.” 

A nine-part study has recently been made by the Legislative Reference Service 
of the Library of Congress on the adverse effects of expanding government. 
This study was made at the request of Representative Ralph W. Gwinn and 16 
other Republican and Democratic legislators and is dated June 27, 1957 

In the chapter dealing with the adverse effects of high taxes the study says: 

“The forces of high taxation in the United States have been abetting the 
‘creeping socialism’ in the other parts of the economy. * * * 

“Further data have been presented to show that if the United States continues 
its rate of absorption of national product by taxes we will reach 100 percent 
socialization in the next century. * * * 

“The greatest danger of high tawation lies in the fact that we are proceeding 
in the direction which Karl Mara in 1848 predicted would be the road to destruc- 
tion of capitalism, namely, destruction of the middle class with the aid of a 
highly progressive tax.” [Emphasis supplied.] 

The importance of this study cannot be overemphasized. It recognizes the 
principle so forcefully stated by Prof. Malcolm McDermott, of Duke University, 
in the following words: 

“Government unlimited is at once the most diabolical, the most treacherous, 
and the most uncontrollable force known to man.” 

The late President Woodrow Wilson, speaking on this subject said: 

“The history of liberty is the history of the limitation of governmental power, 
not the increase of it.” 

A. INCOME TAXES 


The television program, “The $64,000 Question”, has dramatically brought to 
the attention of the American people the destructive character of our present 
tax laws. For a single person with a $4,000 income from other sources to have 
$64,000 left after paying income tax would require a winning of $448,711. 


Some significant figures 

The individual income tax produces one-half of the total Federal revenue, 
which is estimated at about $73 billion for the current fiscal year. A fact not 
generally realized is that the great bulk of the revenue from this tax comes 
not from the taxpayers with large incomes, but from those with small and 
medium-sized incomes. That is so simply because the small and medium sized 
incomes, in the aggregate, constitute the bulk of the national income. 

For example, 84 percent of the revenue from this tax is produced by the 
beginning rate of 20 percent. 

Only about $2 billion, or 3 percent of the total Federal revenue, is produced 
by the rates above 34 percent, which is the rate applicable to incomes in the 
bracket between $8,000 and $10,000. 

The rates above 50 percent produce only about $700 million, or 1 percent of 
the total Federal revenue. 

By way of comparison, an increase of only $100 in the present $600 personal 
exemption and credit for dependents would result in a reduction of 7 million 
in the number of income taxpayers and a revenue loss of $2% billion. This is 
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one-half billion dollars more than the revenue produced by all the rates above 
34 percent. 

A $20 income tax cut for all taxpayers and dependents, proposed in a recent 
session of Congress, would have cost the Government a revenue loss of $2,300 
million. 

Accordingly, if we are to have enormous expenditures and correspondingly 
large revenue to balance the budget, which is most important, the great bulk 
of the revenue must come from persons of small and moderate means. 

The only possible way to give relief to the small taxpayers is either (1) by 
reducing the need for revenue by keeping expenditures down, and/or (2) by 
increasing revenue through a drastic reduction of the present confiscatory higher 
bracket rates so as to increase incentive and investment in productive enterprises, 


Revenue from income tax dependent on size of income as well as rate 

The revenue from an income tax is dependent not only on the rate of the tax, 
but also on the size of the income on which the tax is imposed. Within reason- 
able limits, lower rates will in due course produce greater revenue than higher 
rates. Reason and our own experience demonstrate this. 

There are two reasons: 

(1) The lower rates leave more income in the hands of the taxpayers. This 
income when invested produces more income, which in turn, when invested, 
produces still more income, and so on. 

(2) The lower rates encourage greater work, greater savings, greater invest- 
ment and greater production of wealth. 

The result is to increase the national income on which the tax is imposed, 
so that with lower tax rates greater revenue will be produced. This in turn 
makes possible further reductions in rates. At the same time, the increase in 
the Nation’s wealth benefits the people as a whole. 

Accordingly, any immediate loss in revenue through a reduction of the rates 
on the larger incomes would undoubtedly be only temporary. Eventually the 
lower rates would produce greater revenue than the higher rates. 

This view is supported by the actual experience of the Federal Government. 
For example, in 1926 Congress passed a tax act reducing the maximum individual 
income tax rate from 46 percent to 25 percent, applicable to the year 1925 and 
succeeding years. In 1929 the rate was still further reduced to 24 percent, 
The individual income taxes reported for each of the 3 calendar years, 1927, 1928, 
and 1929, with the lower rate, were greater than those reported for 1924, when 
the rate was 46 percent. 

A comparison of the 6 years, 1926 to 1931, inclusive, with the 6 succeeding 
years, 1932 to 1937, inclusive, also supports this view. In the first period the 
maximum individual income tax rate was 24 percent in 1 year and 25 percent in 
the remaining five. In the second period it was 63 percent in the first 4 years and 
79 percent in the last 2. Despite the fact that in the earlier period individual 
income tax rates were much lower and the population substantially smaller, 
the national income and the revenue, as shown by the individual income tax 
returns, were higher. 

The principle involved is the same as that governing the operation of a success- 
ful business, namely, that within certain limits the greatest profits come from 
charging a low rather than a high price for goods sold. As high prices lessen 
the ability and incentive to buy, so high tax rates lessen the ability and incentive 
to work, save and invest. 

Many students of the subject have long recognized this principle. 

For example, in his book, Taxation: The People’s Business, published in 
1924, Mr. Andrew W. Mellon, then Secretary of the Treasury of the United 
States, said (p. 16): 

“Tt seems difficult for some to understand that high rates of taxation do not 
necessarily mean large revenue to the Government, and that more revenue 
may often be obtained by lower rates. There was an old saying that a railroad 
freight rate should be ‘what the traffic will bear,’ that, is the highest rate at 
which the largest quantity of freight would move. The same rule applies to all 
private business. If a price is fixed too high, sales drop off and with them profits; 
if a price is fixed too low, sales may increase, but again profits decline. The 
most outstanding recent example of this principle is the sales policy of the 
Ford Motor Car Co. Does anyone question that Mr. Ford has made more money 
by reducing the price of his car and increasing his sales than he would have 
made by maintaining a high price and a greater profit per car, but selling less 
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cars? The Government is just a business, and can and should be run on business 
principles.” 

Again, on February 12, 1924, the late President Coolidge, supporting the 
position which had earlier been taken by President Wilson and three Secre- 
taries of the Treasury—Carter Glass and Secretary Houston, both Democrats, 
and Andrew Mellon, a Republican—in advocating a reduction in income tax 
rates, said: 

“Experience does not show that the higher rate produces the larger revenue. 
Experience is all in the other way. * * * The experience of the Treasury De- 
partment and the opinion of the. best experts place the rate which will collect 
most from the people of great wealth, thus giving the largest relief to the people 
of moderate wealth, at not over 25 percent.” 

In a statement entitled “Tax Policy in 1956,” and dated December 1955, the 
program committee of the Committee for Economic Development has this to say 
about our Federal taxes (pp. 6-8) : 

“It is clearly desirable to reduce first those taxes which impede most serious- 
ly the growth of the economy. By fostering economic growth we are minimizing 
the burden of taxation. As the economy grows the same tax rates produce more 
tar revenucs. Insofar as government expenditures can be held constant or re- 
duced, the additional tax revenue made possible by growth can be plowed back 
into the economy in the form of tax reductions. 


* » * . . * a 
“The committee believes that the major tax impediments to growth in the 
economy are to be found in the prevailing rate schedule of the individual income 
tar. All income tar rates impede economic growth to some extent. But the 
effect of the present rate schedule on certain middle and upper bracket rates is 
disproportionately heavy, especially in view of the peculiar, risk-taking con- 
tribution which most taxpayers in these brackets make to the Nation’s economy. 

* - 4 * * * * 


“It is the commitice’s view that all income tax rates should be reduced, but 
that a relatively greater percentage reduction in tax should be made in the 
middle and upper brackets where extremely high rates are seriously interfering 
with the incentive to take risks and with the supply and mobility of investment 
funds. In absolute amounts the savings will go largely to taxpayers in the 
lower brackets because of the large number of people affected. 

” * * a * ¥ a 


“The corporate income tax is so high now that it plays a large and unhealthy 
part in virtually all business decisions whether to invest or not to invest money. 
Furthermore, it is capricious in its impact on individuals, whether they are 
viewed as stockholders or buyers of the corporation’s stock.” [Italic mine.] 

In a study entitled “Are High Surtax Rates Worthwhile?’ the Tax Foundation 
reached conclusions which confirm the views above expressed. This important 
study is dated March 1957, and was released for publication May 31, 1957. 

Roswell Magill, president of the Tax Foundation, summarizes the conclusions 
as follows: 

“This study is designed to shed light on one of the most difficult tax problems 
of our time. In brief, it shows that much of the damage to individual in- 
centives, and many of the problems of tax impact and litigation, arise out of the 
extraordinary and indefensible high rates of our progressive income tax. 

“By applying a new research yardstick to the effects of high surtax rates, the 
study confirms the conclusion that the steeply progressive rates of the income 
tax are not worthwhile. From a revenue standpoint, they diminish receipts 
instead of expanding them. They distort economic activity by influencing in- 
centives and business motives, and they handicap economic growth. They 
lead to practices that are wasteful and destructive. 

“To obviate these dangerous effects, the individual surtax rates should be 
readjusted to a ceiling of not over 50 percent. Although the apparent revenue loss 
would be about * $700 million, the study shows that even this relatively modest 
sum would be likely to shrink in actual practice. Except in periods of recession, 
cuts in top marginal rates historically have been followed by substantial in- 
creases in the income subject to these rates. Moreover, the entire economy will 
benefit from lower top rates. Pools of new capital would become available for 
new enterprises. 


1 Based upon calendar year 1955 level. 
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“If we want to preserve the process of individual saving and risking for 
profit, which has given the biggest single impetus to our fabulous economic his- 
tory, we must begin at once to prune high surtax rates. They are not worth- 
while in these times. Indeed, they never were.” 

One should not be deceived by the apparent prosperity despite high tax 
rates during the past decade and a half. It is the direct result of war and the 
accompanying inflation, an inflation which during this period has cut the pur- 
chasing power of the dollar in two. Certainly we cannot continue to depend on 
a war-induced inflation to maintain “prosperity.” The ultimate result is bound 
to be disastrous. 


The experience of the thirties 


The effect of our present system of taxation in normal times is shown by our 
experience during the thirties, a period in which we had the longest and mostly 
costly depression in our history, with unemployment of 10 million during much 
of the time. The depression lasted 11 years, and it took a war boom to end it. 
This was a period of high and increasing surtax rates with no war. High taxes, 
and in particular high surtaxes, were regarded as the principal deterrent to busi- 
ness recovery, and many economists and political, industrial and labor leaders 
urged their reduction as an aid to recovery. 

The above period is the only one of any substantial duration since the enact- 
ment of the first Income Tax Act in 1913 which has been free from the artificial 
stimulus of war and its aftermath, and at the same time has had very high surtax 
rates. It therefore furnishes the only real test of the principles involved in this 
discussion. 


Reducing high surtaz rates not a discrimination in favor of rich 


Reducing the high surtax rates is not a discrimination in favor of the rich, 
as some assert. It is rather the partial removal of an existing discrimination 
against the rich of a most extreme character, ranging from 20 percent to 91 
percent. This will benefit not only those in the higher brackets, but the people 
as a whole, as I have pointed out. 


Taxation according to ability to pay 

Much has been written about “Taxation in accordance with ability to pay.” 

“Taxation in accordance with ability to pay” is not an economic concept having 
any defined limits or based upon any scientific principle. It is more in the nature 
of a political slogan. With a flat rate of tax a man with a $20,000 income pays 
twice the amount of tax paid by a man with a $10,000 income. This certainly 
gives recognition to the ability of a man with a larger income to pay a larger 
amount in taxes. When, however, you once accept the principle that a man with 
a $20,000 income shall pay a higher rate of tax than a man with a $10,000 income, 
where, may I ask, is the stopping point? Carried to its logical conclusion, the 
principle of progressive taxation would mean the reduction of all incomes after 
taxes to the same level, which happens to be the goal of the Communists, whose 
platform provides for “A heavy progressive or graduate income tax.” Those 
who support the graduation of tax rates whether they realize it or not, are follow- 
ing the Marxian doctrine. 

The sound and justifiable method of taxing income is at a flat or proportional 
rate. To quote Dr. Harley L. Lutz 

“This, indeed is what Adam Smith, the originator of the whole ability concept. 
proposed. His first maxim of taxation, which has been the source of the ability 
to pay doctrine, was in part as follows: “The subjects of every state ought to 
contribute toward the support of the government as nearly as possible, in pro- 
portion to their respective abilities; that is, in proportion to the revenues which 
they respectively enjoy under the protection of the state.’’”’ [Emphasis supplied. ] 

The principal harm, however, is caused not by a moderate degree of graduation, 
but by the extremes to which the principle has been carried. 





Savings that could be effected 


Moreover, the initial loss from such reduction in rates would be much less 
than the savings of $5 billion recommended by the Hoover Commission, to say 
nothing of the very large, if not even greater, savings that could be effected 
by the complete elimination of Government competition with private business. 

The Federal Government is heavily engaged in a great many industries com- 
peting with private enterprise. A report of a Subcommittee of the House on 
Government Operations in 1954 presents a staggering array of Government 
businesses that feed on the tax monies collected from their business com- 
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petitors. These businesses cover almost all phases of American enterprise— 
manufacturing, transportation, services, insurance, credit, retailing, ete. 

The Iederal Government owns land equal to one-fourth of the area of the 
48 States. 

The National Associated Businessmen, Inc., an organization headed by Charles 
BH. Wilson, a former president of General Electric Co., in a statement issued 
in 1955 had this to say on this subject: 

“The sale of these business enterprises to taxpaying businesses would benefit 
all segments of our economy. 

“First and foremost, it would reverse the present trend to socialism which 
is placing more and more of our economy in public ownership. 

“Second, it would enable the Federal Government to reduce the national debt 
by up to 10 percent (about $30 billion) and thereby cut Federal expenditures 
for interest by as much as $600 million a year. 

“Third, it would spread the tax base by placing more business in the hands 
of taxpayers. It is estimated that this would increase tax revenues by $1 
billion a year. 

“Fourth, it would eliminate further appropriations from the United States 
Treasury for annual operating costs and expansion of these institutions. This 
could amount to as much as $3 billion annually. 

“Pifth, it would make a substantial reduction in Federal taxes possible by 
decreasing expenditures and increasing revenues. The possible reductions would 
be up to $4.6 billion annually. Other savings in the Defense Department would 
result from the release of civilian and army personnel. 

“Sixth, it would restore tax revenues to local governments where these enter- 
prises have all but wiped out large segments of taxable property.” 


Danger of undue reliance for revenue on income taxes 

In dealing with this subject, one would be remiss in not calling attention to 
the dangers involved in our present extreme reliance on income taxes. 

Over 80 percent of the Federal revenue is derived from income taxes on 
individuals and corporations. Everyone will agree, I am sure, that taxes on 
expenditures, that is, excise or Sales taxes, constitute a much more dependable 
source of revenue than taxes on income; for income goes up and down with the 
rise and decline of business, The fluctuations in spending are much less severe. 

William R. Biggs, vice president of the Bank of New York, the oldest bank- 
ing institution in the country, has written a very interesting and informative 
article bearing the date of September 8, 1953. Pointing out the unstable char- 
acter of the income tax as a producer of revenue, Mr. Biggs presents figures 
indicating the probable effect on revenue and employment of a slowdown or 
recession of the 1949 type, and also one of the 1938 type. 

His conclusions are that a mild form of recession such as occurred in 1949 
would result in a Federal deficit of more than $17 billion and 5 million unem- 
ployed, compared with 14% million unemployed at the present time. 

A recession of the 1938 type would result, according to his article, in a Federal 
deficit of $30 billion and 81% million unemployed. 

I quote from Mr. Biggs’ article as follows: 

“The second and most outstanding conclusion to be drawn from this study is 
the vulnerability of the receipts side of the Federal budget to a business decline. 
In the last 12 years the United States has built up a revenue system which 
depends to the extent of nearly 80 percent of total receipts on corporate and 
individual income taxes. No government in the world, to our knowledge, raises 
such a large proportion of its budget from income taxes (personal and corporate) 
as the United States. In most countries, including members of the British 
Commonwealth, the percentage of the budget raised from income taxes (personal 
and corporate) is nearer 50 percent than the 80 percent in the United States. 
Because of this dependence on income taxes, revenues are especially difficult to 
predict. * * * 

“These estimated budget deficits are disturbing as an indication of what may 
be in store for the United States economy in the event of a decline in busi- 
ness. * * * 

“If the long-term integrity of the dollar is to be maintained, the present top- 
heavy dependence for revenue on income taxes must be adjusted. Reform of 
the revenue system will not be easy politically, since it will involve finding new 
sources of income, such as a national sales tax of some kind.” 
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B. ESTATE AND GIFT TAXES 


Under existing laws the tax on the estates of decedents runs to a high of 77 
percent and the tax on gifts to 5754 percent. The gift tax is imposed as an 
essential aid to the estate tax to prevent evasion of the latter. 

The rates of these taxes are manifestly confiscatory, and they have very harm- 
ful economic effects. They not only seriously impair the incentive to work, save, 
and invest, but they are extremely destructive of capital and will in the long 
run destroy the accumulations of capital that are so necessary for industrial 
activity and expansion with the resulting beneficial effects on our economy and 
the people as a whole. 

In its report on the Tax Problems of Small Business, published in June 1953, 
the Select Committee on Small Business of the United States Senate makes the 
following statement regarding estate taxes (pp. 21-23) : 

“Your committee is deeply concerned with those forces which lessen competi- 
tion and compromise the free enterprise nature of our economy. Testimony which 
was given to the Taxation Subcommittee lent credence to reports that estate taxes 
often lead to the disappearance of small or medium-sized independent businesses 
or their merger with the dominant segment of an industry.” 

The report quotes the following testimony of a witness: 

“Since little companies are generally individually owned, death inevitably 
forces a substantial cash inheritance-tax demand on any small company owner’s 
estate. Then the small organization that had managed to survive competition 
and income taxes must raise the cash to meet this tax, er be liquidated by sale 
or merger, which is happening at an alarming rate. 

“The effect, then, of the present system of taxation is to accentuate the trend 
toward concentration of economic power in the hands of a few, while the De- 
partment of Justice spends great effort prosecuting the monopolies that are 
forced into existence by our tax system.” 

In its findings and recommendations the committee says: 

“The impact of death levies on many privately held small businesses all too 
often results in forced sales to competing firms in the same industry. Further- 
more, the threat of inheritance and estate taxes provides a strong inducement 
for the principal owners of any such corporation to ‘hedge’ against the possibility 
of death through such sellouts.” 

Moreover, the heavy taxation of large estates compels the rich to seek com- 
paratively safe, liquid investments in order to provide for the heavy taxes that 
will be imposed upon their estates at death, thus further reducing the capital 
available for hazardous business ventures Which have done so much to improve 
the lot of the American people. 

It should be realized that rich men, such, for example, as the late Henry Ford, 
play a very important part in our economy. They and their families can per- 
sonally consume and enjoy but a trivial part of their wealth. The balance is 
in effect held by them as trustees for the public. It is this wealth that has 
supplied in the past much of the venture or risk capital required by new and 
hazardous enterprises, such as the railroads, the automobile industry, the air- 
eraft industry, and many others, as well as for the expansion of existing enter- 
prises. By this means jobs and good wages have been provided for millions of 
workers. The automobile industry furnishes an excellent illustration. Based 
upon 1957 reports, the number of jobs created directly and indirectly by the 
automobile industry, which is only about 60 years old, is over 10 million. This 
is 1 out of every 7 persons now employed in all classes of employment in the 
United States. 

Such enterprises, however, are risky. Many of them fail and the investor 
loses his investment. Hence, he must have funds that he can afford to risk. 
Most people do not have such funds, and such holders of capital as banks and 
trust estates are not permitted to make such hazardous investments. High death 
as well as high income taxes destroy the incentive and the ability to incur such 
risks.‘ 

Does anyone doubt that the wealth of Mr. Henry Ford was of far greater 
benefit to the people of this country in his hands than it would have been in the 
hands of the Federal Government? He used it to develop a great industry 
which has given employment at good wages, directly and indirectly, to hundreds 
of thousands of people. In the hands of the Federal Government the money 
would soon have been dissipated in the construction of nonproductive post offices 
and other Government buildings and in paying the costs of an unduly expanded 
bureaucracy. 
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Rule against perpetuities breaks up large estates 


There should be no fear that the absence of a heavy Federal estate tax would 
lead to an undue concentration of wealth in the hands of a few. The rule 
against perpetuities, inherited by us from the common law of England, forbids 
tying up the ownership of property for a longer period than a life or lives in 
being and 21 years. In other words, an estate must be divided among the heirs 
or beneficiaries in the second succeeding generation. From that time on the 
estate will be subject to a further subdivision with each generation, if it should 
happen that there is any of it left to be divided. If the large estates are to be 
broken up, it is obviously better that this should be done by natural forces than 
by taxation. In the first case the capital continues in the hands of individuals. 
In the second it is taken by the Government. 


Revenue from death and gift taxes small 


Assuredly, the harm done to the economy by the present high rates of death 
and gift taxes is out of all proportion to the revenue produced, and cannot be 
justified by any argument based on gscal needs. Even with the very high rates 
now in force, the revenue from these taxes is comparatively trivial. It is less 
than 2 percent of the total budget—enough to pay the Government’s expenses 
for less than 1 week. 


States also impose death tares 


The imposition of death taxes is not confined to the Federal Government. 
The individual States as well impose either estate or legacy taxes on death. 
The duplication of taxes by the State and Federal Governments has become a 
matter of grave concern, and it is important that steps be taken to end it. The 
field of death taxes should be assigned to the States, the laws of which determine 
the right to dispose of property on death and the rights of inheritance. 

The gift tax is merely auxiliary to the estate tax, and both should be dealt with 
alike. 

Reason for imposing such tares 


If these taxes have such a harmful effect and produce so little revenue, why 
are they imposed? 

An examination of the speeches, articles, and books on the subject during the 
past 35 or 40 years furnishes the answer. 

The manifest purpose is to redistribute wealth. An approach to an equality 
of wealth for all was to be effected by means of taxation. And some even went 
so far as to advocate an outright abolition of the right of inheritance as proposed 
in the Communist manifesto of Karl Marx. 

Even the president of one of our great universities, in a magazine article pub- 
lished 14 years ago, expressed sympathy with the suggestion that the Govern- 
ment “confiscate (by constitutional methods) all property once in a generation.” 

The ultimate result of this, of course, would be the ownership of all property 
by the Government, the objective of the Communists as expressly stated in the 
Communist manifesto of Karl Marx. 

In some of the literature during this period the view was expressed that large 
wealth cannot be fairly and honestly acquired and that as a matter of simple 
justice it should be taken by the Government at death. This, it was said, would 
do away, among other things, with the revolting spectacle of an offspring of a 
rich parent enjoying the benefits of wealth which he did nothing to accumulate. 

One book, written 17 years ago, discusses this whole subject at great length, 
and gives the history of the movement to impose these taxes. Never have I 
read a more bitter, scathing attack on those who have acquired fortunes. It 
is a veritable hymn of hate. 

At the bottom of the attack on the right of inheritance is undoubtedly the 
vice of envy—envy that someone else is rich while I am not. 

If there is a single economic justification for a heavy death tax, I have not 
been able to discover it. On the contrary, as I have pointed out, it has very 
harmful economic effects, and in the case of the present Federal estate tax, it 
produces with the gift tax comparatively little revenue. 


Results of redistribution of wealth 


Moreover, the results of the redistribution of existing wealth would, I think, 
be most disappointing to those who advocate it. 
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Based upon figures taken from a report of former Secretary of the Treasury 
Snyder to the Ways and Means Committee on February 5, 1951: 

1. If the total taxable income, before taxes, in the income-tax brackets over 
$6,000 were divided equally among the 155 million people in the country at that 
time, each person would receive $80. 

2. If the total taxable income, before taxes, in the brackets over $10,000 were 
so distributed, each person would receive $50. 

3. If the total taxable income, before taxes, in the brackets over $20,000 were 
so distributed, each person would receive $25. 


Lesson to be learned 


The lesson to be learned from this is that what is needed in order to improve 
the lot of the less fortunate is not a redistribution of existing wealth, but the 
production of more wealth. This can be accomplished only by providing a proper 
incentive for people to work, save, and invest in productive enterprises. It is 
the incentive furnished by the right to acquire and own property and to dispose 
of it during life and at death, and the right to make and keep a reasonable profit 
for one’s labor and the use of his property that makes possible the increased 
production of wealth and the resulting improvement in the general scale of 
living. It is this incentive which is the mainspring of the private-enterprise sys- 
tem, without which it will not work. The removal, or partial removal, of this 
incentive by excessive income and death taxes leads to the production of less 
wealth and defeats the objective of improving the lot of the average citizen. 

Our astounding economic progress and our high scale of living have been due 
to our American system of private enterprise and our system of constitutional 
government which have given the individual freedom and provided him with 
the incentive to work, save, and invest in productive enterprises. 


Importance of machinery 


Over 90 percent of the work in American industry is done by machinery. It is 
this machinery that has made the high wages and high scale of living possible. 

The capital required to provide this machinery has come from the savings of 
corporations and individuals. The great bulk of the new capital supplied by 
individuals which is needed for this machinery and the expansion of industry 
comes from those having the larger incomes and the greater wealth. Excessive 
taxation not only discourages the investment of capital in industry but it also 
reduces the source of supply by the amount of the excessive tax. 


Importance of our industrial leaders 


Largely responsible for our marvelous economic progress are the great in- 
dustrial leaders and inventors—such men as Henry Ford, Thomas Edison, and 
many others—who have provided the ideas and leadership that have made this 
wonderful achievement possible. That many of them made large fortunes is not 
a reason for condemning them. The price thus paid has been trivial compared 
with the benefits received by the people as a whole. 

That there may have been some knaves among those who acquired large 
fortunes is no reason for a blanket condemnation of them all. To forbid the 
transmission of such fortunes on death would largely destroy the incentive to 
do the things that have so greatly benefited the American people. It would be 
like burning down the barn to get rid of the rats. 


Wide distribution of wealth in United States 


The large fortunes constitute but a small part of the wealth of the country. 
According to a study by Dr. Willford I. King, on July 1, 1936, there were about 
9,000 families in the United States having wealth of $1 million or over, and 
their wealth in the aggregate amounted to approximately $22 billion. This was 
slightly less than 7 percent of the total value of private property in the country 
at that time, which Dr. King estimated at about $321 billion. 

Despite frequent assertions to the contrary, the fact is that never in all history 
has there been such a wide distribution of wealth among the people as in the 
United States. 


C. LESSON TO BE LEARNED FROM THE EXPERIENCE OF OTHER COUNTRIES 


In reaching a conclusion as to the necessity of changing our present system 
of taxation one does not need to rely upon abstract reasoning. We have before 
us the experience of other countries that provides most convincing evidence. 


es 
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Experience of England 


Take the case of England. For many years England, like the United States, 
has had heavy, graduated taxes on both incomes and inheritances. The top 
rate on individual incomes is 9244 percent, and the top rate of the estate tax 
is 80 percent. These taxes have so lessened the incentive to work, save and 
invest in productive enterprises, and at the same time have so reduced the 
supply of capital that there has not been enough to provide her industries 
with the capital needed for modern machinery and equipment, and now, after 
70 years of work by the Fabian Socialists, England has definitely accepted 
socialism and a material part of her industries has been nationalized. The ef- 
fect has been to decrease efficiency and production. 

The billions of dollars we have poured into Britain since the war have been 
used largely to promote the establishment and maintenace of socialism. The 
money has merely delayed the disintegration of the British economy. Britain 
today is in a most critical financial and economic condition. 

If anyone believes that socialism is a blessing to the people of a country I 
suggest that he acquaint himself with the experience of England. 

Let me quote from the writings and public statements of a few competent 
observers. 

In his book, Capitalism the Creator, published in 1940, Carl Snyder, for many 
years statistician of the Federal Reserve Bank of New York, said (p. 345): 

“The purpose of progressive income taxation is to strike hardest at these 
large incomes, the chief source of new capital supply. The State now expro- 
priates a considerable portion of the income of the rich, the heavy saving class. 
With what result? The danger of extinguishing the larger part of the capital 
supply. This seems what has happened in England in recent years. Not 
merely an impression. It is the conclusion of a competent student of the dis- 
tribution of income in Great Britain, Colin Clark. And the outcome has been 
just that which might be predicted, a steady retardation of growth in British 
industry. [Italics mine.] 

The London Economist, in articles dealing with the British experiment in 
socialism, has this to say: yi 

“The standard of living of a nation depends * * * on the productive capital 
it possesses * * * much more * * * than on all other things put together. 

+. oe * * * * * 


“The level of taxation is too high not merely because it is unpleasant for 
the taxpayers, but also, for the strictly economic reason that it has an un- 
healthy reaction on the output of the community. All down the line, from the 
surtax payer to the unskilled laborer, the disincentive effect of high taxation is 
plainly visible. Even more damage is probably being done by the rapid depletion 
of the free working capital of business enterprises, and by the virtual stoppage 
of private savings available for venture capital. 

~ . ” * * a ee 


“It is all too easy for a democratic universal suffrage community to allow 
capital formation to be pushed to the wall * * *, Capital creation may be neces- 
sary; but there are very few votes in it. Yet the penalties for neglecting it, 
though they may take some time to mature, will in the end be inexorable. An 
installment is being experienced now. But if underinvestment continues much 
longer, then it may be wholly impossible to rescue the British economy * * *.” 

A British economist of international reputation, Prof. Lionel Robbins of the 
London School of Economics, recently writing in Lloyd’s Bank Review, has this 
to say about the heavy progressive income tax in Great Britain: 

“In the revolution of our time it is the tax machine which is the principal 
revolutionary agent. If I were asked to sum up in a word the salient character- 
istic of this revolution, I should choose the word collectivism * * * the tendency 
to shift more and more the sources of initiative to the Central Government and 
its organs. 

” + * . f + * 


“T think it is about time that someone who is not deeply involved personally, 
having chosen a different way of life, should say bluntly that the higher reaches 
of our own (taxation) progression are quite indefensible save upon an avowedly 
confiscatory theory. So far as earned income is involved, they constitute a dis- 
crimination against enterprise and ability such as has never before existed for 
any long time in any large-scale civilized community. Certainly they are not 
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dictated by any needs of revenue ; the upper rates of surtagr could be just canceled 
without creating any severe budgetary problem * * * 

“There is nothing particularly neutral in the operation of the present tax 
structure. Relentlessly, year by year, it is pushing us toward collectivism and 
propertyless uniformity.” [Italics mine.] 

One of the effects of the English tax system has been to cause many of the 
able and educated young people to decide to emigrate from England. In an 
article published in Human Events for March 9, 1957, entitled “Fleeing the Wel- 
fare State,” Colm Brogan, a well-known British writer on political and economic 
questions, deals with this subject. The following are quotations from this article: 

“A sample survey recently conducted in the University of Cambridge revealed 
a remarkable and disturbing state of affairs. Of the students questioned, 38 
percent said either that they were seriously thinking of emigrating as soon as 
they had completed their course, or else had already firmly decided to do so. 


& se * + * + * 
“These young people * * * are flying from the welfare state. 
7. a * ” * * a 


“They have strong practical objections to the welfare state, which is, of course, 
Jinanced out of crushing taxation. 


* * * + * * * 


“As soon as any man begins to make a real advance in his profession, the tax 
collector steps in to skim off his earnings. At the same time, millions of manual 
workers have been progressively exempted from paying any income tax at all.” 
[Italics mine. ] 

Speaking several years ago of the Socialist experiment in England, Alfred 
Edwards, former Laborite Member of Parliament, said: 

“The Labor Party Cabinet appoints our industrial leadership. Hence the man 
in charge of a large department * * * is a former taxi driver who became leader 
of a taxi union. He undoubtedly has some talents as a union leader but cer- 
tainly no qualifications to run the coal industry * * * success in politics means 
a chance at some big industrial job with a big salary. That’s the way it works 
in England now * * * The history of these years must be terrifying to any man 
who has dreamed the great dream of socialism’s brave new world.” 

The September-October 1956 issue of Freedom, the journal of the (British) 
Fighting Fund for Freedom, contains a powerful article entitled “Socialism Has 
Destroyed Britain,” by Comdr. Hyde C. Burton, RN (retired), FCA. This article 
is worthy of the careful study of every American who values his freedom. I 
quote from it as follows: 

“Never was there a time when clarity of thought was more necessary than 
today. Never in modern history has the fate of a great country been depend- 
ent as it now is on the leadership necessary to inspire a large portion of the 
population who are completely ignorant of the crucial position in which we now 
find ourselves. 

“When all the trimmings and the trappings and the self-interest have been 
put aside the one question remains, ‘Are we to be bond or free? Are we, the 
British people, to be the masters of our destiny, with those we put at the helm 
of the ship of state subject to our general orders and directions, or are the 
Ministers of the Crown (with their hordes of officials) and the politicians to be 
our bosses and overlords, the while the private individual is despoiled of his 
property and independence, and deprived of every vestige of personal liberty 
and freedom in the name of socialism?’ 

= + * - * - . 


“The 20th century has been called the century of the common man. Never, 
in fact, was there a greater need for uncommon men; yet the avowed aim of 
socialism on the altar of equality is to destroy uncommon men, and to obliterate 
everything that savors of quality, excellence, superior skill and wisdom in the 
individual. The whole basis of modern socialism is the envy of the successful 
individual by the unsuccessful and the unfortunate. 

“Tf, therefore, the masses of the people are to have any hope at all of a richer, 
fuller life in the next 50 years—and there is little hope of it for the next 10 
after the appalling disintegration of our economy in the last 10—they must 
support that system which, whatever its defects may be, leaves men free to be 
uncommon, to be ambitious, and to rise to undefined and illimitable heights; 
which insures that men and women of vision, enterprise and leadership shall 
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be the masters and not the lackeys of the politicans and the bureaucrats, which 
is what socialism requires. 

“The purpose of nationalization—nationalization of the means of production, 
distribution and exchange is the keystone of the Socialist arch. It is the political 
instrument whereby Socialist theory is turned into Socialist fact. 

“What was the principal intention of nationalization? It can be expressed 
in one sentence, ‘To destroy the whole structure upon which the independence 
of the individual person depends.’ To anyone who has thought deeply upon 
the ethical and philosophical meaning of freedom it is obvious that it means 
and is intended to insure the destruction of the independent middle classes. 

“Employer, employee, self-employed professional men, retired persons of small 
means are to be reduced to indistinguishable cogs in the collective wheel of the 
servile state. Our whole civilization which has been built up on centuries of 
struggle to make men free from the excessive coercion of other men, whether 
they be kings and barons or dictators and politicians, is now to be subjugated to 
the dictatorship of the all-powerful state. 

“Up to 1945, or at any rate until 1939, under the system of capitalism or free 
enterprise there was insured the widest distribution of property, and property 
is the means whereby men are rendered independent and which indeed insures 
that the state is dependent upon the people. Under Liberals and Conservatives, 
with their background of tradition and loyalty to a cultural past, it was accepted 
and realized that the officials of state and government needed to be kept in 
check by the representatives of the people in the House of Commons and by the 
Upper House, the House of Lords. And because property was not state-owned, 
because millions of individual people through the limited company system were 
the true owners of the Bank of England, the railways, the coal industry, the 
gas industry, the electricity industry and so on, the state as such had no mate- 
rial resources of its own. Every year, therefore, the government, i. e., the ad- 
ministrators of the state, had to come to Parliament to ask for funds to carry 
on. The budget was the traditional means whereby the government of the day 
asked the people’s representatives for power to raise money by taxation of the 
people for another year. But what has happened now? 

“From 1945 to 1951 Socialist governments with the utmost malice set out 
deliberately to destroy the whole of that complex and elaborate system of check 
and countercheck. By nationalization, which is the political instrument of 
socialism, and with glib and specious phrases such as ‘public ownership,’ ‘in 
the interests of the community,’ ‘fair shares for all,’ and so forth, they utterly 
and completely hoodwinked and deceived the public into delivering itself com- 
pletely into the state’s hands. With the bribe of ‘social security’ the Socialists 
persuaded organized labor to sell their birthright of freedom, and tyrannies 
like the closed shop, the denial of the right to work, the mass blackmail of the 
nation for more and more pay for less and less work, have taken its place. 

* . * s a * ‘ 


“Nationalization and trades unions—one of the most remarkable features of 
postwar Britain is that neither the wage earners nor the trades unions in 
nationalized industry, two extremely important factors in our national life, 
have seen that nationalization must in the end destroy their whole status. 

* a * * * * 


“And what has happened in the nationalized industries? The Socialists 
justified their program of wholesale nationalization by saying that it was vital 
that the great public utilities should ‘belong to the people’; with those glib 
phrases of ‘national interest,’ and ‘public ownership’ the man in the street 
was led to believe that state control was desirable. Yet although the state (or 
the people) is now the employer of hundreds of thousands of men and women, 
we find the huge trade unions being allowed to occupy the role of demanding 
from ‘the people’ as a whole extra special benefits for the favored sections of 
the people which they represent. So the people as a whole are held to ransom 
by coal miners, railway workers, electricity workers, and others and no govern- 
ment to date has had the courage to call the trade unions’ bluff. If there is a 
strike in a nationalized industry it must be a strike against the people for 
(so the Socialists say) a nationalized industry belongs to the people. It is high 
time the position was made crystal clear. 

“Nationalization and the housewife— 


* * * * * . * 
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“What benefits has the housewife got from nationalization? Cheaper and 
better coal, as was promised? Cheaper and better gas? An abundant and 
cheaper supply of electricity? Already the losses, including the railways, 
amount to millions of pounds. And who pays? The man in the street. of 
courses. These losses represent 9d. on a packet of cigarettes, 3d.-6d. on a pint 
of beer, or 8d.—-9d. on the income tax. 

a oe * a + ea cS 


“Nationalization of economic resources is four-fifths of the way to the 
totalitarian state. Moreover, if you destroy the right to work for profit and 
reward, if you destroy prosperity and the independence that goes with it, you 
do something else as well. You destroy morality and ethics. You first destroy 
the impulse to save, to put by for a rainy day, and then you destroy the desire 
to excel and to do better than your fellow. With what result? That the whole 
tempo of energy, progressiveness, and invention is slowed down, and, human 
nature being what it is, men who are deprived of their legitimate reward will 
seek to acquire what is their due by illegal means. Thus as the inevitable 
sequence there is a wholesale lowering of moral character and dishonesty, graft, 
corruption, and fiddling become the accepted order of the day. 

“Nationalization and its effect abroad: There is little doubt that the dis- 
asters that have overtaken this country abroad have been directly due to the 
Socialist doctrines of nationalization and trade union domination. First Aba- 
dan, then India, now Suez—all have followed the pattern set by British social- 
ism in compulsorily expropriating the asests of bank, railway, coal, gas, and 
electricity shareholders for political purposes. The ruin it has brought upon 
us is immeasurable and irreparable. 

“Pink conservatism: Unfortunately there are a number of politicians who 
do not call themselves Socialists who believe that they should have a finger in 
the industrial pie and are better equipped than anyone else to ‘guide and direct’ 
industry. We must have none of it. We, the people, have to say, ‘Leave 
us alone. For God’s sake let us have done with political interference with our 
lives. Let us stand on our own feet, reap our own rewards, and, if necessary, 
pay the penalty for our own mistakes.’ 

“The great middle classes—that ladder of society by means of which the 
humblest in the land, given opportunity, courage, toil, and enterprise can by his 
own efforts graduate to the highest rewards of wealth and honor—are doomed 
to extinction unless socialism is killed. And if that backbone of civilization 
goes, let there be no mistake, mass unemployment and mass starvation will stalk 
the land and the descent into communism will be inescapable. 

“Thus on the shoulders of people largely ignorant of the tremendous issues 
at stake rests the responsibility for the continuance of the Britain as we have 
known it. The whole world, not least Russia, is now watching to see whether 
Britain is indeed the decadent empire which the policies of socialism for the 
past 10 years have led them to believe, or whether she is going to throw off 
the garb of madness in which she has enveloped herself and once more assume 
the mantle of greatness and leadership which has made her in the past the 
admiration and the envy of the world. 

“In this so-called democracy of ours we see the professional politicians—of 
all parties, I am afraid—purchasing their popularity and bribing the populace 
by levying upon the rich and middle classes, who carry the burden of civiliza- 
tion, a taxation so unjust, so vicious, and so penal that unless it is reduced it 
will liquidate them entirely. When that time comes the burden of civilization 
will fall upon the masses and the probability is that they will be unable to 
sustain it because their training in socialism will have destroyed the belief 
that a man should work out his own salvation. 

“The one permanent legacy that socialism will leave behind is the class war. 
Thanks to the Socialist teachings of two generations we have become a schizo- 
phrenic nation, a Jekyll and Hyde nation of dual personality, a nation which 
embraces millions upon millions of men and women who have no realization 
of what they owe to the single fact that they have been born under the British 
flag. 

“What kind of Britain do we really want? 

“A free Britain— 

+ - + * > * - 


or 
“A bankrupt servile state” with “Everyone wholly dependent on ‘keeping in 
with’ the officials and the ministers, ambition thwarted, initiative frowned 
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upon, free enterprise discouraged, our whole lives mapped out for us by some 
new caste of privileged bureaucrats who, having gained the seats of power, will 
by the exercise of untrammeled authority reduce us to the status of serfs and 
slaves. 

“Freedom is the pearl of great price. To preserve it and to cherish it the 
‘best and noblest of our race have ever been ready to die. If we lose it, if we 
barter it for security, there is nothing more certain than that we shall lose 
both forever. 

“So the road for Britain, the only road, is the road to personal freedom and 
individual responsibility. There is no other road, not now, not ever. ‘That 
some will falter and fall by the wayside is inevitable, but that is how life is, 
and the spirit of charity founded on the ethic of Christianity must insure 
that the strong, out of their strength and bounty, must keep and succor the 
weak. 

“The task is not easy. Courageous leadership, backed by united national 
effort, can alone save us. Not only freedom but national existence itself is at 
stake, for if we fail a dictatorship either of the right or left is inevitable.” 
[Italics mine.] 

If one wishes further confirmation of the disastrous effects of socialism on 
England, I refer him to the following books: 

1. The Socialist Tragedy, by Ivor Thomas, M. P., a former member of the 
Labor government in England. 

2. The British Socialist Ill-Fare State, by the late Cecil Palmer, the talented 
English lecturer and writer. 


Experience of Rome 

In the Problems and Perils of Socialism, St. Loe Strachey, speaking of the 
Roman Empire, says: 

“The more the history of the decline and fall of the Roman Empire is studied, 
the more clear does it become that it was not the armies of the barbarians 
which destroyed that empire. Rome fell because ‘her heart was stone,’ and 
her heart had become petrified because her people had been ruined and pauper- 
ized by the insidious action of state socialism.” 


Experience of West Germany 

On the other hand, we have the example of West Germany which has dras- 
tically reduced its taxes as an aid to economic recovery, and which has staged 
such a marvelous recovery since World War II. 

In a speech made in December 1956, G. Keith Funston, president of the New 
York Stock Exchange, spoke of the remarkable industrial recovery in West Ger- 
many since the war. He told of a German official visiting in New York 2 years 
before who spoke of “his plans to boost output.” In Mr. Funston’s words: 

“He aimed to accomplish this, he said, by slashing income taxes, by eliminating 
the capital-gains tax and by substantially reducing the double tax on corporate 
dividends. In my wisdom and based on our experience in this country I told 
him he was reaching for the moon, Very much to my astonishment, within 6 
months this official had achieved everything he set out to do. 

“Well, West Germany’s great industrial boom today is a matter of record.” 


D. CONCLUSION 


The issue is crystal clear: (1) Shall we continue our present system of con- 
fiscatory income, death, and gift taxes with the establishment eventually of a 
system of complete socialism, or (2) shall we, before it is too late, take steps to 
save our system of private enterprise and individual liberty by substituting for 
our Marxian taxes a sound and reasonable system of taxation protected by a 
constitutional amendment, such as the Dirksen-Gwinn amendment (S. J. Res. 25 
and H. J. Res. 141) now pending in Congress, which limits the power of Congress 
to tax incomes, inheritances and gifts? 

Interim relief through legislation 

While the ultimate remedy lies in a constitutional amendment limiting the 
taxing power of Congress, relief in the interim should be given by legislation. 

1. Income tax.—In the case of the income tax, the least that should be done 
at the present time is to enact the Sadlak-Herlong bill (H. R. 6452 and H. R. 
9119), now pending before this committee. By the provisions of this bill the 
personal income-tax rates would by gradual stages annually over a period of 5 
years be reduced so that the first-bracket rate of 20 percent would be reduced to 
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15 percent, and the top-bracket rate would be reduced from 91 to 42 percent, 
with other bracket rates reduced proportionately, and the normal tax on the first 
$25,000 of corporate income would by gradual stages annually over the same 
period be reduced from 30 to 22 percent, and the surtax from 22 to 20 percent, 
making the top rate 42 percent, the same as the proposed rate on personal income, 
with power, however, in the case of budgetary requirements to postpone the 
reductions in a given year so that the completion of the proposed reductions 
could be stretched out over a period of $ years instead of 5. 

This is a long time to delay the reform that is needed most of all, and needed 
now; namely, a drastic reduction in the higher individual surtax rates. This 
dwarfs in importance all other changes in our tax laws. An immediate elimina- 
tion of all rates above 50 percent would cost about $700 million, which is but 1 
percent of the total Federal revenue. There is every reason to believe that this 
would have an immediate and most stimulating effect on the economy and would 
result shortly in an increase in-revenue. To quote again the conclusions of the 
tax foundation’s study of high surtax rates as summarized by its president, 
Roswell Magill: 

“This study is designed to shed light on one of the most difficult tax problems 
of our time. In brief, it shows that much of the damage to individual incentives, 
and many of the problems of tax impact and litigation, arise out of the extraor- 
dinary and indefensible high rates of our progressive income tax. 

“By applying a new research yardstick to the effects of high surtax rates, 
the study confirms the conclusion that the steeply progressive rates of the income 
tax are not worthwhile. From a revenue standpoint, they diminish receipts in- 
stead of expanding them. They distort economic activity by influencing incen- 
tives and business motives, and they handicap economic growth. They lead to 
practices that are wasteful and destructive. 

“To obviate these dangerous effects, the individual surtax rates should be 
readjusted to a ceiling of not over 50 percent. Although the apparent revenue 
loss would be about’? $700 million, the study shows that even this relatively 
modest sum would be likely to shrink in actual practice. Except in periods of 
recession, cuts in top marginal rates historically have been followed by sub- 
stantial increases in the income subject to these rates. Moreover, the entire econ- 
omy will benefit from lower top rates. Pools of new capital would become avail- 
able for new enterprises. 

“If we want to preserve the process of individual saving and risking for profit, 
which has given the biggest single impetus to our fabulous economic history, 
we must begin at once to prune high surtax rates. They are not worthwhile in 
these times. Indeed, they never were.” 

I recommend that the individual income tax rates in the Sadlak-Herlong bill 
be adjusted so as to eliminate at once the rates above 50 percent. 

It should be noted that the individual income-tax rates above 34 percent pro- 
duce only about $2 billion of revenue, as compared with $700 million produced by 
the rates above 50 percent, a difference of $1,300 million. 

The rates between 34 and 42 percent produce less than $700 million. 

Thirty-four percent is the rate applicable to the net income bracket of $8,000 
to $10,000. 

Forty-three percent is the rate applicable to the bracket of $12.000 to $14,000. 

Fifty percent is the rate applicable to the bracket of $16,000 to $18,000. 

2. Estate and gift tares.—The estate tax is the east defensible of any of the 
taxes levied by the Federal Government. It is a direct levy on capital, its eco- 
nomie effects are exceedingly harmful, it produces but little revenue, and it in- 
vades a field of taxation already being used by the States. 

Therefore, I submit that the levying of estate taxes should be abandoned by 
the Federal Government, and this means of taxation left exclusively to the States 
where competition would tend to keep the rates within reasonable bounds. 

The gift tax is merely auxiliary to the estate tax, and both should be dealt 
with alike. 

To accomplish this objective a bill should be promptly passed repealing the 
death and gift taxes, and in addition an amendment to the Constitution of the 
United States should be adopted prohibiting the levying of such taxes by the 
Federal Government in the future. A bill (H. R. 9435) repealing these taxes has 
been introduced in the House by Congressman Ralph W. Gwinn, and joint resolu- 
tions proposing such a constitutional amendment have been introduced in the 
present Congress by Senator Dirksen and Congressman Gwinn (S. J. Res. 25; 
H. J. Res. 141, and H. J. Res. 461). 


2 Based upon calendar year 1955 income level. 
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Senate Joint Resolution 25 and House Joint Resolution 141 propose the amend- 
ment formerly known as the Reed-Dirksen amendment and now called the Dirk- 
sen-Gwinn amendment, to which reference has previously been made. 

3. Cost of above changes and ways of mecting such cost.—In introducing his 
bill on March 28, 1957, Congressman Sadlak said: 

“Estimated individual tax savings under my bill, based on 1956 income levels, 
would be $10.6 billion * * * As to corporations, it is estimated that the total 
corporate tax savings, based upon 1956 income levels, would be about $4.2 
billion.” 

Together these savings amount to $14.8 billion. 

Congressman Sadlak also said: 

“Assuming continuance of prosperity and economic growth, it is reasonable 
to expect that the scheduled reductions would be fully realized without net revenue 
loss to the Federal Government, probably with some net gain. * * *. Based 
on 1956 income levels, it would take annual revenue growth of only about $3 
billion a year to accomplish the scheduled rate reductions without net revenue 
loss to the Treasury. If the economy grows in step with the recent historic 
average, the revenue growth should average up to $4 billion a year without 
inflation.” 

If the individual income tax rates in the Sadlak-Herlong bill should be ad- 
justed so as to eliminate at once the rates above 50 pércent the additional loss 
in revenue for the first year would be somewhat less than $700 million at 1955 
income levels and somewhat more at 1956 levels. This adidtional loss would 
diminish progressively in each of the succeeding years until it disappears 
entirely at the end of the 5-year period when the top rate reaches 42 percent. 

If the revenue growth continues its recent historic average of $4 billion a year, 
it would more than take care of the foregoing revenue loss. 

We have in addition the revenue loss from the elimination of the estate and 
gift taxes, which are estimated at $1,475 million for the current fiscal year. 
Since my proposal contemplates a complete elimination of these taxes in the 
first year, the loss would remain constant, and not increase in the succeeding 
years. 

To meet this loss we have, in addition to any revenue growth not absorbed by 
the reduction in income-tax rates, the annual savings recommended by the Hoover 
Commission, which have been estimated at $5 billion. We have also the very 
large, if not even greater, savings that could be effected by the complete elimina- 
tion of Government competition with private business. Steps should be taken 
promptly to make these savings fully effective. They alone amount to much 
more than the foregoing estimated losses in revenue. 

4. Simplification of revenue laws.—Our income-tax laws are complex beyond 
all reason and collection by the Government and compliance by the taxpayers 
have become most costly and burdensome. The laws should be greatly simpli- 
fied. 


The CHatrmMan. Our next witness is Mr. KE. A. Avakian. 
Mr. Avakian, will you identify yourself for the record by giving 
your name, address, and the capacity in which you appear. 


STATEMENT OF EMIK A. AVAKIAN, STAMFORD, CONN. 


Mr. Avaxtan. My name is Emik Avakian. I am from Stamford, 
Conn, 

If we are to preserve the fundamentals on which our Nation is 
founded we must emphasize the dignity of the individual citizen. 
The people cannot be dealt with as a mass. The totalitarian ap- 
proach is to handle all citizens in a like manner without any consider- 
ation of the individual needs, 

It has often been implied that our mechanized world of tomorrow 
will suppress individual differences. I wish to contradict this notion. 
The automatic handling of information gives us an opportunity to 
register the individualities of our citizens and thus no matter how 
large the population these modern techniques of computation and in- 
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formation handling gives us a new opportunity to serve the particu- 
lar needs of every citizen. 

The modern computers and other business machines now employed 
and those which will be used in the Government agencies including 
the Income Tax Bureau in the near future are equipped to deal with 
each group of citizens and, if need be with each individual citizen 
according to his individual] needs. 

Therefore, we should not hesitate to propose laws which will take 
into account the individual needs of our citizens. The physically 
handicapped workers have requirements which may be somewhat 
different from those that have no obvious physical handicap. If we 
are to hold true to our beliefs in the democratic way of life we should 
make an effort to recognize the needs of such groups of our population. 

The effectiveness of the handicapped worker in the economic com- 
munity in the United States. It is gratifying to know that the effec- 
tiveness of the handicapped person in our economy need no longer be 
defended. It is a proven fact. I merely need to quote the statement 
of Philip M. Talbott, president of the Chamber of Commerce of the 
United States: 


Philip M. Talbott, president of the Chamber of Commerce of the United 
States, urged today that businessmen hire the physically handicapped. In a 
statement for Performance, the publication of the President’s Committee on 
Employment of the Physically Handicapped, Mr. Talbott said: 


“To an extent greater than ever before, the right men and women for jobs 
will come from the physically handicapped. 


“For the infirmities that put them at a disadvantage in doing some things are 
compensated by unusual powers in doing other things. And businessmen have 
learned by experience that handicapped persons generally have a strong deter- 
mination to prove their worth, to excel in whatever tasks they are assigned.” 

There are basic needs of living which may become fantastically 
expensive when one is working under a severe physical handicap. 
Such everyday and common acts as walking out of a door, catching 
a bus, and going to one’s place of business may mean a wheelchair; 
an especially equipped automobile or a hired automobile; the addi- 
tional tips to doormen and taxi drivers. 

The message boy must be engaged to bring a sandwich. There 
is the mere act of putting food into one’s mouth which seems so simple 
that you may not give it a second thought—but there are those phys- 
ically handicapped who must hire a pair of hands in order to be 
able to eat as their own hands are incapacitated. When looking for 
a place to live, the average person does not give a second thought to 
the fact that there may be one step or a flight of steps leading to his 
lodging. 

However, the physically handicapped must choose a more expensive 
room or apartment so he can manipulate his crutches or wheelchair 
with the least assistance from others. 

The last thing the physically handicapped would want is a feeling 
of pity for the extra effort he must make even to satisfy the most 
basic requirements of living. He is thankful for the opportunity of 
having a job at which he can be producing and at which occupation 
he can hold his head high with pride. 

Furthermore he is glad of the ability to lead a financially inde- 
pendent life. 

We must recognize that these additional financial burdens may 
many times become so severe that it drains all the earning power 
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which he has been able to muster. It should not seem unreasonable 
to recognize this added burden and thus assist the handicapped 
worker in achieving the financial independence he so earnestly desires 
and thus allow him to attain the human dignity which is his right. 

I cannot propose to know the exact legal machinery which would 
be most effective. I should think it would be in order to call in persons 
in the field of rehabilitation, physical therapists, occupational ther- 
apists, and persons such as myself who are physically handicapped 
and who are employed, and form a committee so that Congress may 
form laws which will be workable and which will be of assistance to 
the physically handicapped. Any assistance and financial relief will 
further encourage the development of the earning capacities of these 
persons. 

Below are some examples of instances of my own experiences which 
might well fall into a deductible category but which under the present 
laws are definitely not considered deductible or would seem 
questionable. 

It was necessary for me to have constructed special ramps and 
enlarge certain doors in my home to accommodate my wheelchair. 
This change in my home was necessitated since it would require two 
strong persons to lift my chair up the front steps. These two strong 
persons are not always available. 

However, now that I have these ramps and doors it means a great 
saving of effort and anxiety. I can now get out of the car on the 
street level and push myself into the house; and can even manage to 
open the doors on which we have put special knobs. It gives me a 
great feeling of satisfaction to achieve this degree of independence. 
Under the present tax laws these expenses are not deductible. 

In December of 1957 I had a week’s vacation after a rather hectic 
year of not only a 40-hour week but often I worked overtime. I went 
to Florida. This necessitated the assistance of an aide and the cost 
of my vacation was more than doubled. 

It is necessary for me to pay a person in the neighborhood to drive 
me home weekends. If I were able to avail myself of public trans- 
portation the cost would be much less. 

Since it is urgent that I be able to call assistance at all times and 
since my home is far from the Teleregister Corp. where I am employed, 
it is necessary for me to pay for someone to feed, dress, and assist 
me in other personal matters. 

If I were not physically handicapped I could rent a less expensive 
room and certainly would not have the additional expenses. 

This statement has been dictated to an assistant, to a high school 
student who assists me with personal correspondence at my home. 
If it were not for my handicap I would not need this assistance. 

There must be provisions in the law which will assure that a mere 
limp with no difficulties associated with this defect would not cause 
an abuse of the proposed laws for relief of those persons disabled 
to a degree that relief would be warranted. 

The disability must be a real interference with basic daily activities. 
The same committee mentioned above in section II could be used to 
determine the degree of disability and as to how to define it for the 
purpose of tax laws. 

The Cuatrman. We appreciate your coming to the committee today 
and speaking to us with respect to this matter. 
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I want to congratulate you on having made a very fine presentation. 
I cannot resist the temptation to offer for the record this very fine 
article written by Mr. Bill Sutcliffe, appearing in the Stamford Ad- 
vocate, of Monday, December 30, 1957, in regard to you, if you have 
no objection to it being inserted. 

Mr. Avax1an. I have no objection. 

The Cuarrman. Without objection it will be in the record. 

(The document referred to follows:) 


[Stamford Advocate, December 30, 1957] 
Youne ENGINEER Reruses To Let HANpICAP WIN OUT 


DETERMINATION IN A WHEELCHAIR 
By Bill Sutcliffe 


From Aristotle to Mauritain, philosophers have found willpower and intelli- 
gence to be the gifts distinguishing man from lower orders of life, and certain 
men from their more ordinary fellows. Here is a case to prove their point. 

Walk to the end of the second-floor corridor of the Teleregister Corp.’s build- 
ing on Fairfield Avenue and you will come to the office of a young engineer, Emik 
Avakian. 

Ask other employes about Mr. Avakian and they'll tell you he’s pleasant, 33, 
single, and nationally known in the electronics field. He has a master’s degree in 
science, and is now taking additional courses at Columbia. 


PARALYZED FROM BIRTH 


Nothing very unusual there? Not quite. You see, Emik Avakian is a victim of 
cerebral palsy. From his birth in Teheran in 1924, he has had virtually no use 
of his legs, hands, or arms. He speaks painfully. 

The story of the interim years during which the Armenian born Mr. Avakian 
came to this country, secured an education, and entered industry is compounded 
of courage, brains, and curiosity. Courage, to persevere; curiosity, to learn; 
and brains—the kind of brains needed to fulfill the requirements of grades 1 
through 7 during his first year in the United States, while learning English 
on the side. 

Mr. Avakian’s education began at age 11 when his family moved to New 
York City. There, he entered elementary school knowing he would never be 
able to write, draw, take notes, walk or talk as others did. 

But by age 13 he was applying math and physics to daily problems of living, 
using his parents and other family members for “hands” to build his ideas into 
reality. 

TACKLES “IMPOSSIBLE” 


Graduated from high school with honors, he was advised of the difficulties of 
going to college and urged to consider carefully if it was a wise decision to go 
on. A science career was impossible, he was told. 

Mr. Avakian had other ideas; and his parents backed him. Finding a college 
that would take the palsied boy wasn’t easy, as facilities for handicapped per- 
sons were uncommon then as now. Admissions personnel admired his record, 
but none accepted him. : 

Finally he was admitted to Eureka College, Eureka, Ill., and arrangements were 
made with a fellow student to live with him, attend him, and wheel him to and 
from classes. 

Quickly he displayed great academic potential. But that wasn’t all. De- 
spite the social difficulties of his affliction, he soon had friends all over campus— 
friends who liked his ready smile and sharp wit. 

Professors were quick to note his eyes and ears missed nothing, though his 
hands could not write. Physics, physiology and math became virtual addictions 
to him, because of their connection with the communication problem which 
plagned him so. 

After graduation with honors from Eureka, post graduate studies followed 
at Columbia University, from which he graduated with an MS. 
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INVENTS TYPEWRITER 


Launched on the world, Mr. Avakian still had his communications problem. 
Harking back 5 years to undergraduate days, he remembered plans he had de- 
veloped for a “breath-controlled” typewriter—a writing machine he could op- 
erate himself. 

Unfortunately, the electronic equipment he needed was expensive. So Emik 
Avakian went to the International Business Machines Co. in New York to 
talk over his ideas. So impressed was the IBM brass that he landed himself 
a special consultant’s job at the firm. The machine was subsequently developed 
by Mr. Avakian at his home, with the aid of two young college science majors. 

Consisting of four microphones, an electronic brain, and a key-activating de- 
vice, the typewriter worked on a code system. By blowing into the microphone 
in varying sequences, different letters could be typed. 

Since the typewriter, other gadgets have been added to the Avakian repertoire, 
including an arm-operated telephone and a knee-operated control panel for tape 
recorder, lamps, a radio, and other equipment. 

Approximately a year ago, Mr. Avakian started to work at Teleregister as 
an engineering consultant. There, he puts in an exhausting day “commuting” 
from lab to office to conference room in his wheelchair. It is not unusual, co- 
workers say, for his working day to last from 6 a. m. to 2 a. m. 

In his “spare” time, Mr. Avakian takes night school courses at Columbia, 
commuting to the city by himself. This is to “kill time,” he says. 


TO BE RESIDENT 


Currently, Mr. Avakian is in the throes of moving from his parents’ home 
in Crestwood, N. Y., to the Stamford House here. At the hotel, personnel will 
be available 24 hours a day should he need them. Commuting will be a bit easier, 
too; at present he’s driven to and from work by a neighbor. 

Among Mr. Avakian’s other inventions is a complicated electronic microfilm 
searching technique, nicknamed AMFIS (Automatic Microfilm Information Sys- 
tem), which he proposed to the Armed Services Technical Information Agency. 
The system stores 9 million microfilm cards in a box the size of an office desk. 
Any item in it can be “dialed,” projecting it on a screen. 

As to the future, he is optimistic. Citing the volume of current research in 
cerebral palsy, he says he hopes soon to be able to stop working by “remote con- 
trol” and begin a reasonably normal life. 

In the meantime, what he most wants is for people to recognize him as just 
another scientist earning a living. And he is—with a difference. 

The Cuarrman. Those of us who have had a chance to glance over 
this, know it is a fine article about one of the finest witnesses that has 
ever been before this committee. 

I know we can look forward to even greater attainments by you in 
the future. 

Mr. Avaxt1an. If I can be of any further help, please do call on me. 
I will do anything in my power to assist in this effort. 

The CuarrMan. We thank you, sir, very much. 

Mr. Reep. I wish to congratulate the witness. I think you made 
a very excellent case for the physically handicapped, sir. 

Mr. Avaxk1an. Thank you. 

Mr. Foranp. First I want to join with my colleagues in compli- 
menting you on a fine job. But above that I want to compliment your 
statement that you were not pleading for yourself, but for others. 
Because of that very fact, I think you have impressed the committee 
a great deal more than you would have otherwise. We realize that 
through your own efforts, your spirit of getting there, that you have 
accomplished something that you have a right to be proud of. But 
over and above that you are not forgetting your fellow men. For 
that I congratulate you. 

Mr. Sapiak. I would like to join in the expressions made by the 
chairman and my colleagues on the committee here in congratulating 
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you, Mr. Avakian, on this very fine presentation. As it has been said, 
you came here not to plead for yourself, but to plead the case of many 
paraplegics. All you needed was the opportunity. I have never be- 
fore witnessed such determination, such application of purpose, as 
we see before ustoday. Let me say something personal. 

When I came in this morning I had a little pain in my right arm, 
I think a little bit of arthritis, or something. 

Let me tell you, Mr. Avakian, that nothing hurts me now. 

I congratulate you very much for your continued determination 
and your courage, stick-to-it-iveness, in being such a wonderful out- 
standing American citizen. 

Mr. Esernarrer. May I say that you have made a very effective 
presentation on behalf of all physically handicapped, particularly 
those in the marginal areas. 

The Cuarrman. Thank you, sir, again for coming to the committee 
and giving us the benefit of your thinking on this particular problem. 

Mr. Avaxkian. Thank you for your kind words. 

Thank you very much. 

The Cuarrman. Thank you, sir. 

Without objection, the committee will recess until 2 o’clock. 

The first witness this afternoon will be Mr. Gregory 8S. Prince. 

(Whereupon, the committee recessed at 12:30 p. m., to reconvene 
at 2 p. m., the same day.) 


AFTERNOON SESSION 


(The Ways and Means Committee of the House of Representatives 
reconvened at 2 p. m., Chairman Mills presiding.) 

The Cuarrman. The committee will please come to order. 

Our next witness is Gregory S. Prince. 

Mr. Prince, will you give your name, your address, and the ca- 
pacity in which you appear for the benefit of this record, please, sir. 


STATEMENT OF GREGORY S. PRINCE, VICE PRESIDENT, ASSOCIA- 
TION OF AMERICAN RAILROADS, WASHINGTON, D. C. 


Mr. Prince. Mr. Chairman and members of the committee, my 
name is Gregory S. Prince. I am vice president and general counsel 
of the Association of American Railroads, with headquarters in 
Washington, D.C. 

I would appreciate it if I might have my statement incorporated 
in the record, Mr. Chairman. I intend just to summarize in the 
interest of trying to save the time of the committee. I will hit on the 
highlights. The prepared statement will include reference to 2 mat- 
ters that I would say fall in the realm of tax policy proposals and 3 
deal with technical amendments to the 1954 code. And I will only 
allude in my oral statement to the two matters that fall in the classifi- 
cation of policy proposals. 

The Cuamman. Without objection that may be done, Mr. Prince. 

(The prepared statement of Mr. Prince follows :) 


STATEMENT OF GREGORY S. PRINCE, VICE PRESIDENT AND GENERAL COUNSEL OF 
THE ASSOCIATION OF AMERICAN RAILROADS 


Mr. Chairman and gentlemen, my name is Gregory S. Prince. I am vice 
president and general counsel of the Association of American Railroads, having 





GENERAL REVENUE REVISION 3499 


its headquarters in Washington, D. C. The Association of American Railroads 
is a voluntary, nonprofit organization of railroads. Its members operate more 
than 95 percent of the road mileage in the United States and realize in excess of 
95 percent of the total gross revenues of the railroads in this country. 

In conformity with your desire, my oral presentation is limited to policy mat- 
ters relating to the income tax. In addition, we have certain technical amend- 
ments to the 1954 code to present for your consideration. These technical items 
are attached in written form. Seventy-five copies of this statement and its 
attachments have been filed with the clerk of this committee. 

In addressing the Ohio Valley Transportation Advisory Board in Cincinnati, 
Ohio, on December 4, 1957, Commissioner Robert W. Minor of the Interstate 
Commerce Commission made the following comment in regard to the railroads: 

“* * * Despite a period of unprecedented prosperity, the rails have failed 
to prosper. Their portion of the total traffic—percentagewise—has steadily 
declined. Carloadings for class I railroads for the week ended November 9 de- 
creased 12.6 percent when compared with the same period in 1955. Net income 
for September 1957 decreased more than 18 percent from that of September 
1955—$65 million as compared to nearly $80 million. Railroad net working 
capital stands at about five and a quarter million dollars... The money market 
for the railroads is steadily shrinking. Railroad stocks have steadily declined. 
Dividends have been pared. To add to this, costs have steadily risen. One rail- 
road president described the situation as ‘the most pessimistic period for rail- 
roads since the depression.’ The symptoms are plentiful and alarming.” 

I ndeed these symptoms are alarming and the plight of the railroads is most 
serious. 

For the period between the erid of World War II and the close of 1957, the rail- 
roads expended nearly $131 billion for improvements to their property. Despite 
this vast sum, expenditures needed for the future substantially exceed those of 
the past. For example, it is estimated conservatively that about $1 billion is 
needed annually to supply existing car shortages and motive power alone. This 
needed replacement cost for cars and locomotives alone compares with $1.1 bil- 
lion expended on the average for all capital expenditures during this 1l-year 
period. 

It should also be noted that during this period, the railroads realized a rate 
of return of about 3.75 percent on their property investment. This low return 
precluded any equity financing of capital improvements. Consequently, to aug- 
ment funds derived from the meager earnings remaining after taxes, resort had 
to be made to the sale of equipment trust obligations. In 1945, total outstanding 
equipment trust obligations amounted to $773 million; by 1956 this bad increased 
to $2.6 billion. It is unfortunate to note that even this source of outside funds is 
becoming increasingly expensive. Not long ago, funds could be procured from 
this source at a cost of from 2 to 3 percent. Today, however, even the most 
prosperous roads are required to pay as much as 4 percent, while those less for- 
tunate pay between 5 and 6 percent. To an industry earning less than 4 percent 
on its net property investment, these rates are almost prohibitive, and investment 
in new equipment in the quantity needed cannot be made. 

It is obvious that with continued diminishing operating earnings in sight, in- 
ability to resort to equity financing for capital funds, tax amortization a thing of 
the past, equipment trust financing becoming increasingly costly, and relatively 
little free cash available from depreciation rates due to the unusually long lives 
of railroad depreciable property, relief in some form must be provided if the 
railroads are only to continue in the future as in the past. 

With this in mind, I have two proposals to submit for your consideration. 
They may be described as the “reinvestment depreciation deduction” and a de- 
duction for depreciation based on a maximum 20-year life for railroad depreci- 
able property. The former proposal is, I understand, also being advanced by 
other industries. 

The reinvestment depreciation deduction recognizes the fact that dollars recov- 
ered today by way of depreciation go less than one-third of the way toward the 
procurement of new capital facilities. In this connection, it is of interest to note 
that a freight car which 20 years ago could have been bought for $2,500 costs 
today about $8,500. By this proposal, recognition is given in the computation of 
the deduction to our inflated price structure. For example, it is proposed that 
the Secretary of the Treasury prescribe a price index that taxpayers apply to 
the original cost of a depreciable asset that is being retired. To the extent that 


1 Actually $576 million—an inadvertency in the original. 
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funds are expended in any given year for the procurement of capital facilities 
(not necessarily in kind), a deduction in the computation of Federal income 
taxes would be allowed up to the difference between the original cost of the 
items retired and their adjusted cost as marked up by the index. If the amount 
actually spent is less than the marked-up price but more than original cost, a 
deduction is proposed equal to the difference between the expenditure and the 
original cost. In the latter situation, a carryover deduction is provided of the 
unused deduction, being the difference between the amount spent and the marked- 
up cost of the assets being retired. The depreciation base for these new acquisi- 
tions would be reduced by the amount of the new deduction. 

To illustrate this proposal, let us assume that the original historical cost of 
assets being retired amounted to $1 million. Suppose further that the applica- 
tion to this figure of the price-index results in an adjusted historical cost of $3 
million. Suppose further that $3 million or more were actually spent for depre- 
ciable capital assets. In these circumstances, the reinvestment depreciation de- 
duction would be $2 million; the excess of the expenditures over original cost 
within the limit of the adjustment for inflation. If more than $3 million were 
actually spent, the deduction would be no greater than $2 million. However, if 
less than $3 million were spent, assume $2 million, then the deduction would be 
$1 million, with a carryover to the next year of $1 million reinvestment depreci- 
ation deduction. 

By means of this proposal, the taxpayer gets back no more than he spends to 
keep his plant at par. That part of his expenditure representing inflated costs 
is immediately recovered by way of a deduction; the balance is recoverable in 
the future by way of depreciation—the normal procedure. Because the de- 
preciable base of the new items would be less by reason of the proposed deduction, 
the deduction for normal depreciation would be smaller over the life of the 
asset. This simply means that the taxpayer would pay more taxes in the future 
over the life of the new assets as a quid pro quo for the proposed deduction. It 
is clear, therefore, that since the taxpayer only recovers his cost under this 
proposal there is no tax forgiveness involved, but rather a tax deferral. It 
should be noted that this proposal would not be mandatory, but at the tax- 
payer’s election and, when made, would be binding as to future years. 

We aiso propose, as a measure of relief restricted to railroads, that depreciable 
property be deemed to have a useful life not in excess of 20 years. It is a matter 
of common knowledge that railroad depreciable property is assigned extraor- 
dinarily long and unrealistic lives for tax depreciation—lives of 50 to 100 
years have been used generally in respect of roadway structures and lives 
up to 35 years on equipment. The average overall rate of the industry approxi- 
mates 214 percent. It is clear that this slow rate of recovery of cost before taxes 
is unrealistic. In the light of present technological advancement and rising costs, 
no taxpayer should be required to wait such inordinate lengths of time to re- 
cover his capital investment in depreciable property. 

The position of the railroad industry with its small depreciation deduction 
based on its long-lived assets compares most unfavorably with that of its prin- 
cipal competitors with respect to whose depreciable assets relatively short lives 
have been accorded; aircraft, for example, 5 years: heavy trucks and buses for 
long-distance use, 8 and 7 years, respectively. The mere statement of these 
figures is sufficient to indicate the handicap under which the railroads labor 
as compared with their competitors. In such an era of change, both in the way 
of doing things and in the diminishing value of the dollar, it is clear that recovery 
of capital costs in a much shorter period of time enables the railroads’ competi- 
tors more readily to keep abreast of technological developments and to modernize 
their equipment. The railroads realize the need for such activity in order to 
exist. However, they are hampered in large measure by so little annual cash 
recovery due to their inability to use more realistic lives with respect to their 
depreciable property. 

In this connection, it was apparent at the time of the enactment of the 1954 
code that the liberalized methods of computing depreciation as therein provided 
would afford relatively little relief to the railroads. Experience has substan- 
tiated this conclusion. Using the average rate of depreciation on railroad 
property of 214 percent, the first deduction under the declining balance method of 
computing depreciation would be 5 percent. It is true that this initial deduction 
is twice that which would obtain otherwise but it is equally clear that, by reason 
of the extremely long-lived nature of railroad depreciable property, it compares 
unfavorably with an initial deduction of 24 percent for heavy trucks and 40 per- 
cent for aircraft. Were 20 years presumed by statute to be the life of railroad 
depreciable property, then the initial deduction would be only 10 percent. 
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In order to alleviate the situation and to reduce the present disparity in 
depreciation rates between the railroads and their competitors, it is proposed 
that railroad depreciable property will, for tax purposes, be presumed to have 
a life no longer than 20 years. This proposal contemplates that railroad de- 
preciable property, such as freight cars, acquired by the railroads after a specified 
date, Junuary 1, 1958, for exaupie, will, if the taxpayer so elects, be written 
off in 20 years. As to depreciable property on hand on such a date that has 
a remaining useful life at that time longer than 20 years, it is proposed that, 


at the taxpayer's election, such useful life will be shortened for depreciation 
purposes to 20 years. 

This proposal simply permits the recovery of cost in a more reasonable 
time. It is tax deferral; not tax forgiveness. The taxpayer recovers no more 
than he would otherwise; he just gets it back quicker, which is highly desir- 
able and most vitally important to the railroads in their present critical 
circumstances. 

In conclusion let me repeat that the railroad industry supports the so-called 
reinvestment depreciation proposal as an equitable means of dealing with the 
problems created for heavy industry brought about by prolonged inflation. It 
would be of great benefit to the railroad industry and we urge its adoption by 
way of amendment of the 1954 Internal Revenue Code. We also urge adop- 
tion of the proposal for a 20-year maximum life on railroad depreciable prop- 
erty as a realistic recognition of the limitations upon the useful life of rail- 


road property imposed by technological developments and the need for constant 
modernization. 


A somewhat fuller statement advocating the 20-year maximum life for rail- 
road depreciable property is attached. Also, as indicated above, detailed state- 
ments are attached in regard to certain suggested technical amendments to the 


1954 code. 

Mr. Prince. I think I would like to discuss this matter, if I may, 
in the frame of reference of the railroad industry, its present rather 
critical situation. 

As you probably know, just recently the president of the Association 
of American Railroads and 22 railroad presidents have made an ap- 
pearance before a subcommittee of the Senate Interstate and Foreign 
Commerce Committee under the chairmanship of Senator Smathers, 
at which hearing they discussed at considerable length this critical 
situation. Senator Smathers described it as the deteriorating railroad 
situation. 

I would like to point out one or two of the particular aspects of 
our current financial condition that led him to describe it as the de- 
teriorating railroad situation. Take, for instance, the item of car 
loadings. In the year 1957 they were a little over 6 percent below 
1956. For the last 4 weeks in December they had dropped to 15.9 
percent below the corresponding period in 1956. 

And for 4 weeks in January, that downward trend is continuing, 
and car loadings are 15.6 percent below the 4 weeks in January of 
1957. 

Take the matter of rate of return. In this period of unprecedented 
prosperity for most industries in the postwar period, our average rate 
of return for the class I railroads is about 3.75 percent on net 
investment. 

For the year 1957 it is estimated—the final figures are not quite 
in—that that will be about 314 percent. Our estimates for 1958 based 
on outline is that our rate of return will be under 3 percent. 

Another item that makes our situation properly described as a 
deteriorating one is the item of working capital. In 1954 at the close 
of the war we had working capital of $1,643 million. In 1955 that 


had dropped to $938 million. In September of 1957, the figure was 
$537 million. 
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To indicate how low that working capital is, well below the danger 
point, it constitutes only about two-thirds of 1 month’s cash expense 
requirements. We are in the position where we can attract no equity 
capital. Our credit is such that we cannot finance our improvements 
through raising capital, equity capital. 

Our equipment must be purchased through equipment trusts. And 
let’s look at the picture with respect to equipment trust. In 1945 we 
had outstanding obligations of only $773 million. At the end of 
1956 the figures for our outstanding equipment trust obligations were 
$2.6 billion. 

The interest rates on those equipment trusts formerly ranging be- 
tween 2 and 3 percent has now reached the point where the prosperous 
roads pay about 4 percent, and the less fortunate ones are paying in 
the neighborhood of 5 to 6 percent on equipment trusts. 

That should indicate to you, as it does to us, that there is a limit 
to the financing we can do for the replacement of our equipment 
through the means of equipment trusts. And yet the need for this 
credit in expenditures for capital items still exists. 

We expended in 1957 about $1.4 billion for capital improvements. 
It is estimated that for 1958 that amount will have to be less than $1 
billion, not because we do not need to expend more, but because we 
simply do not have the wherewithal to expend. 

The CuHatrman. What types of improvements would those be? 
Principally rolling stock ? 

Mr. Prince. Two-thirds to three-quarters of that would be rolling 
stock and the rest would be in such items as pushbutton yards and new 
classification yards, CTC, all the many capital improvements that 
would enable the railroads to doa more efficient job. 

Now, at these hearings before the Smathers committee, after explain- 
ing the seriousness of the situation and pointing out, as I think need 
not be gone into here, the essentiality of the railroads to our economy, 
both to our peacetime economy and to the defense of the Nation, the 
railroads cannot be dispensed with. We must continue to have the rail- 
roads to do the major mass hauling job. The presidents in their testi- 
mony went into the basic causes of this deteriorating situation, 

I shall not take the time here to go into that. 

But, finally, they came to the remedies that they thought should be 
enacted by Congress, the help that we could get from Congress to try 
to put a stop to this deteriorating railroad situation. And they lie 
in three major areas. I think I could describe them without going into 
it in any detail. 

One area was for the removal of the certain restrictive regulations. 
We had three specific proposals that would fall in that classification. 
Then a second area of proposals had to do with the closing of loopholes 
that have permitted a great deal of truck service to be engaged in 
without the necessity of obtaining any certificates from any authority 
for entry into the business, and, also, to permit a great deal of truck 
service without any economic regulation, no regulation of rates. 

That has created a serious problem for us, and we presented some 
remedies in that area. The third major area in which we made some 
proposals had to do with tax matters. There I come to the matters 
which are of primary interest to this committee. The tax proposals 
included as one of the principal ones, of course, the repeal of the trans- 
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portation excise taxes, And you have had testimony before this com- 
mittee—or perhaps it was before the Forand subcommittee—in the 
fall of 1956 from four railroad presidents who dealt with that. 

But the committee was tremendously interested in this subject. And 
I think it was demonstrated that the transportation excise taxes were 
creating a serious problem for the railroads—in discriminations, the 
encouragement it gives to private carriage, and things of that kind. I 
will not take time to repeat the testimony on that subject here. 

The other proposals in the tax field, you might say, fall in the gen- 
eral category of a more realistic treatment of the problem of deprecia- 
tion. 

When you think that the freight cars of 20 years ago cost $2,500 
apiece and the freight cars of today on the average cost $8,500, you 
can see the seriousness of the problem the railroad industry is accorded 
lives on its property—on roadway property—varying from 50 to 100 
years, and on rolling stock—cars and locomotives—up to 35 years. 

And our average rate of depreciation for the industry as a whole 
on our depreciable property is a mere 24% percent. When you think 
of the technological advancement and the development in the art of 
railroading and the necessity for us to keep pace with those develop- 
ments, and with the inflation that we are faced with, you can see that 
the 214-percent depreciation leaves us with a wholly inadequate source 
from depreciation reserves to replace our equipment. 

And then, having in mind the low cash reserves we have, the low 
rate of return that we have, we are faced with a very serious problem if 
we are simply going to hold our own in the race to handle the business 
of this country. 

We are in an unfavorable condition, too, as compared with our com- 
petitors in that respect. It may be that that is one of the facts of life 
we have to face, but look at the aircraft industry; their rate of depre- 
ciation on their equipment, which is the principal part of their in- 
vestment, is about 5 years. Heavy trucks and buses, the life on their 
equipment is about 8 and 7 years, respectively. So that we are at a 
competitive disadvantage in respect of this matter of depreciation. 

Accordingly, we advanced before that committee—and we advance 
here, because we think it is a matter that it should deal with, and the 
remedy should come from this committee—a proposal to consider the 
maximum life on railroad property as 20 years. 

It would be presumed to have a life no longer than that so far as 
any property hereafter acquired is concerned, and, as to the property 
already on the books, if it at this time should have a life longer than 
20 years remaining under the present system, that would be presumed, 
again, to have a remaining life no longer than 20 years. This merelv 
permits the recovery of cost in a more reasonable time. 

It could be spoken of as tax deferral, not tax forgiveness. We think 
it is a very realistic proposal and one that, in the light of our present 
situation, should receive serious consideration at your hands. We 
have prepared, Mr. Chairman, a draft of a proposal that is attached 
to the statement that I have filed with you. It deals with this matter 
of the 20-year-life proposal, as we call it. 

The Cramman. Without objection, that will be included in the 
record at this point. 
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20-YEAR Lire FOR RAILROAD DEPRECIABLE PROPERTY 


Association of American Railroads 





From the end of World War II through the year 1957, the railroads of this 
country spent nearly $13% billion for improvements to their property. This is 
a remarkable achievement when it is considered that throughout that period 
that railroads realized on the average a return of only 3.75 percent on their 
net property investment. The average net income of the railroads during this 
12-year period was about $690 million. Accordingly, the capital expenditures 
of the railroads during this period averaged $435 million per year more than 
their net income. 

This showing is the more remarkable when it is considered that throughout 
this period railroad credit was so thin as to preclude any resort to equity finane- 
ing and, indeed, even to new bond issues, although apparently amply secured on 
the basis of property additions. The money required for this huge capital ex- 
penditure program came chiefly from the meager earnings of the properties 
and from the free cash resulting from depreciation and amortization accruals. 
The only outside source of funds available to the railroads was the sale of 
equipment obligations. In 1945, the total equipment obligations outstanding 
aggregated $773 million. By 1956, this total had increased to $2.6 billion. 

Even with the huge amount of money that has been poured into railroad 
property since World War II, the needs for further expenditures substantially 
exceed those of the past. It is conservatively estimated that the railroads need 
about $1 billion annually merely to supply existing car shortages and provide 
suitable motive power. In addition, the railroads need to spend at least $500 
million a year for improvements in their roadway property in order to effect 
economies and expedite and improve their operations. These demands come at 
a time when the one source of outside funds, proceeds from equipment obliga- 
tions, is becoming increasingly costly. Only a few years back, railroads were 
able to borrow money through equipment trust and conditional sales financing 
at a cost in the neighborhood of 2 to 3 percent. Today, even the most prosperous 
railroads must pay about 4 percent and the financially weaker railroads from 
5 to 6 percent. These interest costs are almost prohibitive for an industry that 
cannot make as much as 4 percent on its net property investment. 

Under the present inflationary economy, the railroads would be hard pressed 
to find sufficient capital funds even if there were no further requirement for 
expanding their properties. The freight car which 20 years ago could be 
purchased for $2,500 costs about $8,500 today, and all other things are in pro- 
portion. Depreciation accruals, under the present statute, must be taken on the 
basis of cost, and these accruals are wholly insufficient to keep the property 
intact, much less to permit any improvement or expansion. The situation would 
have approached a chrisis some 5 years ago had it not been for the availability 
of deductions resulting from amortization of emergency facilities. Those de- 
ductions are now running out, and a real crisis is presented. It is impossible 
to overemphasize the need for relief, at least so far as the railroads are 
concerned. 

Of course, the first remedy that suggests itself is a revision of the depreciation 
concept so as to relate deductions to the cost of replacement rather than to original 
cost. Every taxpayer should be permitted to retain enough income free from tax 
to permit it to make the necessary replacements to keep its property intact. 
There can be no correct computation of income under the 16th amendment until 
the integrity of the property has been maintained. But if it be deemed that so 
fundamental a change would create too great an impact on Treasury revenues, it 
is still certain that the railroads should be accorded more reasonable and realistic 
treatment in writing off the cost of their properties. This partial relief is essen- 
tie] to insure that the railroad industry will continue under private ownership in 
this country. 

Inflation bears heaviest on those industries that have a large property invest- 
ment in relation to their earning power, and the burden is accentuated when 
a large portion of the property of such an industry consists of fixed plant. Of 
all the industries in this country, the railroads are the No. 1 victim of this situa- 
tion. As of December 31, 1956, the net property investment of the railroads totaled 
$27.2 billion, of which a very substantial part consisted of roadway property. 
We have previously recited the meager earnings realized from this huge property 
investment. The closest approach to the railroad industry is the public utility 
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industry. But even there, the ordinary experience is a return of from 6 to 8 per- 
cent, as contrasted with the average rate of return of less than 4 percent earned 
by the railroad industry. 

Extremely long service lives are assigned to depreciable roadway property of 
the railroads, lives ranging from 50 to 100 years. Internal Revenue Service 
assigns these lives on the basis of past experience. The resulting rates were set 
during the earliest years of income-tax administration, at a time when it was 
probably believed that fixed railroad property would last indefinitely. At that 
time, the railroads had what amounted to a virtual monopoly in the field of trans- 
portation, and neither Internal Revenue Service nor anyone else could foresee the 
shape of things to come. Even the railroads were lulled into a sense of false 
security by their apparent firmly entrenched position. 

Today, all of this is changed, and the railroads are fighting for their very 
existence. As recently as 1947 the railroads hauled 65.3 percent of all the inter- 
city ton mileage in this country. Last year, this percentage was reduced to 48.2 
percent. During the same period of time, motortrucks have increased their per- 
centage of intercity tonnage from 10 to 18.7 percent, and the waterway proportion 
has more than doubled. The private automobile and the airplane have taken 
away railroad passenger business to such a degree that the railroads annually 
incur a deficit from passenger operations of about $700 million, according to com- 
putations of the Interstate Commerce Commission. An alarming amount of the 
traffic diverted has been to private carriage, the most difficult competion of all 
to meet. With each attempt to meet increased costs through increases in rates, 
more and more industries are providing their own freight transportation. 

In this atmosphere, the extremely long lives attributed to railroad property are 
wholly unrealistic and a severe handicap. There is at least room for doubt 
whether the railroad industry will continue for any such period of time as is 
attributed to their property ; and, if they do, it seems certain that the forms and 
methods of railroad transportation will be substantially changed. There have 
been more innovations and technological advances in the railroad industry within 
the past 10 years than in all of the preceding century, and these improvements and 
advances must continue at an accelerated pace if the railroads are to retain a 
place in the competitive transportation picture. 

In this situation, service lives and depreciation rates cannot properly be judged 
solely in terms of physical exhaustion of assets. Prime consideration must be 
given to the factors of obsolescence and economic useful life. In brief, deprecia- 
tion rates must be based on present experience and expectations rather than on 
past history. Private enterprise cannot be expected to make the large investments 
required in the railroad plant if depreciation deductions are to be geared to 
imputed lives double or treble those justified by their economic efficiency. 

We know from experience that the relief sought may not be obtained from 
Internal Revenue Service. It is doubtless the view of the Service that legisla- 
tion is needed. We think the choice of the Congress is between granting this 
minimum relief to the railroads or running the risk that they will be wholly 
unable to play their needed role in our peacetime economy and their essential 
role in case of a national emergency. 

The industry urges that the Congress provide by legislation that, at the elec- 
tion of the taxpayer, the maximum useful life of depreciable railroad property 
may be deemed to be 20 years. This would bring about a reasonable increase 
in depreciation charges and would help railroad management to undertake 
changes in existing property and make additions and betterments that are nec- 
essary to meet the transportation challenge now faced by the railroads. 

No more than the cost of the property, less salvage, is to be recovered through 
depreciation charges. The cost simply is to be recovered in a more reason- 
able period of time. Legislation is necessary becauses of the untenable posi- 
tion in which the industry finds itself as the owner of historically long-lived 
property which does not, in this modern day and age, actually have a long 
economie, useful life. 

We submit that the Congress should grant the railroads the small measure 
of relief herein requested. It is, therefore, urged that section 167 of the code 
be amended by adding thereto the following subsection : 


“A MAXIMUM LIFE FOR DEPRECIABLE RAILROAD PROPERTY OF TWENTY YEARS 


“Src. 167. DEPRECIATION. 


“(i) Special Rule for Railroad Corporations.—For the purpose of computing 
the ‘reasonable allowance’ for depreciation provided under subsections (a) 
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and (b), any railroad subject to Part I of the Interstate Commerce Act, may, 
under regulations prescribed by the Secretary or his delegate— 
“(1) Elect to treat any property acquired on or after January 1, 1958, 
as having a maximum useful life of 20 years. 
“(2) Elect to treat any property acquired before January 1, 1958, as 
having a remaining maximum useful life of 20 years.” 


TECHNICAL AMENDMENTS TO THE 1954 INTERNAL REVENUE CODE 
Association of American Railroads 
SCOPE OF SECTION 248 SHOULD BE ENLARGED 


Section 248 of the 1954 code for the first time made provision under our 
revenue laws for the treatment of certain costs of organizing a corporation as 
amortizable deferred expenses. Upon proper election by the taxpayer, certain, 
but only certain, costs of initially organizing a corporate enterprise may be 
written off ratably over any term of not less than 60 months which the corporate 
taxpayer may select. For the purpose of this deduction, organization expendi- 
tures are limited to those incident to effecting the corporation’s creation which 
are properly chargeable to capital account and which would by their nature be 
amortizable if expended in connection with the creation of a corporation having 
a life of limited duration. 

Section 248 has in operation proved to be too narrow in scope. Amortizable are 
the costs of legal services incident to a corporation’s organization incurred for 
the drafting of the corporate charter, bylaws, organizational minutes, and the 
terms of the stock certificates as well as the costs of any necessary accounting 
services, fees paid to the State of incorporation, and the costs of holding organ- 
izational meetings of stockholders and directors. These costs are generally 
insignificant in comparison with the equally necessary nonamortizable costs 
incurred upon the creation of a corporate enterprise. Among the more important 
nonamortizable organizational expenses are those incurred upon the issuance of 
stock, such as underwriters’ fees, printing costs, professional fees, and initial 
stock exchange listing fees; and expenditures made in connection with the 
transfer of assets to a corporation. Also nondeductible are the costs of effecting 
corporation reorganizations and recapitalizations, except to the degree directly 
attributable to the initial creation of a new corporate entity. 

The theory upon which section 248 rests and upon which any allowance for tax 
purposes can be justified for the costs of effecting a corporate organization 
must be based upon the fact that all such costs are necessarily incurred in order 
to do business in the corporate form. That is, such expenditures, in addition to 
being both “ordinary” and “necessary,” are incurred in the carrying on of trade 
or business. The costs of reorganizing or recapitalizing a going corporate busi- 
ness, are, of course, equally “ordinary” and “necessary” as are those incurred with 
respect to the initiation of business in the corporate form. Both types of expend- 
itures are necessarily equally attributable to the carrying on of trade or business. 
Thus, there can be no logical or theoretical reason to allow the deduction of 
organizational expenditures while ignoring those incident to the reorganization 
of a going corporate enterprise. 

Indeed, since reorganization expenditures are in large measure deductible in 
the year the taxable entity which incurred them ceases to do business, rather than 
over the useful life of such expenditures, taxable income of the corporate enter- 
prise is obviously not accurately reflected under the current tax rules. The costs 
of doing business in the corporate form should be deductible over the term that 
corporate form is used and not bunched in the final year when that enterprise 
completely ceases to be employed for purposes of trade or business. The Congress 
in section 248 has determined that a term of not less than 60 consecutive calendar 
months is a reasonable term to employ in lieu of the indeterminate period which 
any particular corporate form may be employed. It therefore appears only rea- 
sonable that similar provisions should be made for the amortization of the costs 
of reorganizing or recapitalizing a going corporate business. 

In addition to enlarging the scope of section 248 to embrace reorganization and 
recapitalization expenditures, it is equally important to expand the range of 
expenditures which may be amortized. Under current law, the costs of issuing 
debt, including fees paid underwriters, printing costs, and stock exchange listing 
fees, are all recoverable through tax deductions not later than the date upon 
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which such debt is ultimately retired. To disallow similar deductions for the 
costs of issuing stock discriminates grossly against the employment of equity 
capital as a mode of initially raising and subsequently employing needful cor- 
porate funds. The term of not less than 60 months, already adopted in section 
248, would provide an appropriate period over which to write off all the ordinary 
and necessary costs of effecting the issuance of corporate stock. 

To implement the foregoing two proposals that section 248 be enlarged in scope 
to render amortizable over a term of not less than 60 months the full costs of 
organizing, reorganizing, and recapitalizing corporate enterprises, that section of 
the 1954 code should be amended by adding at the end thereof the following new 
subsection : 

“(d) Organizational expenditures defined for tarable years commencing after 
December 31, 1953.—For any taxable year beginning after December 31, 1953, the 
term “organizational expenditures” shall mean any expenditure which— 

“(1) is directly incident either to the initial creation, or to the subsequent 
reorganization of the corporation ; and 

“(2) which is ordinarily and necessarily incurred specifically to effectuate 
any such creation or reorganization ; but 

“(3) such expenditures for the purposes of this section shall in no event 
extend to any costs incident to the acquisition of depreciable, depletable, or 
otherwise amortizable assets, to real property, to stock or securities in other 
corporations, or to good will.” 


TWO-YEAR LOSS CARRYBACK (SEC. 172 (B)) 


The 1939 code provided that net operating losses were to be carried back to the 
first taxable year preceding the loss year and then carried forward to the 5 
taxable years succeeding the loss year, thereby permitting business losses to be 
used as offsets against the income of a 7-year period. The 1954 code, while 
retaining the 5-year carry-forward period, extended the carryback period to each 
of the 2 years preceding the loss year. 

Unfortunately, however, because of the economic loss adjustments required to 
be made to a loss carried to any year prior to 1954, the extension of the carryback 
provision to 2 years creates an unintended hardship for taxpayers suffering 
losses in 1954 and 1955. But for the 2-year carryback period provided in the 
1954 code, a net operating loss for 1954 would have been a carryback only to 1953 
before becoming a carryover to 1955. Thus, absent the carryback changes of 
the 1954 code, the amount of the 1954 loss carried forward to 1955 would have 
been diminished by the economic loss adjustments for 1953 only. However, the 
unintended result of the 1954 code in this regard is to penalize the amount of 
the 1954 loss carried to 1955 by the economic loss adjustments not only for 1953 
but for 1952 as well. 

Similarly, a taxpayer suffering a net operating loss in 1955 is compelled under 
the 1954 code to carry such loss to 1953 as well as to 1954 thereby diminishing the 
carryover to 1956 by the economic loss adjustments required for 1953. Thus, the 
relief sought to be provided by the 1954 code in this area can and does produce 
the unintended result of discriminating against a taxpayer suffering losses in 
1954 and 1955. Moreover, it does not appear at all to have been the deliberate 
design of Congress to penalize the loss taxpayer in the situation involved here. 

It is therefore proposed that section 172 (b) be amended to provide that net 
operating losses for 1954 and 1955 shall be carried back to the second preceding 
taxable year only at the option of the taxpayer. Such a proposal will not com- 
pletely remedy the situation, since a loss in 1954 will still be carried back to 
1953 and will be subject to the adjustments required by the 1939 code. However, 
since a carryback for 1 year was required under prior law taxpayers may be 
presumed to have expected the continuation of such a provision. Nevertheless, 
the addition of a second year of carryback, although itself intended to give 
relief, constitutes in some cases an unintended hardship, and in such instances 
it should not be applied to the detriment of the taxpayers. 

In view of the foregoing, it is urged that section 172 (b) be amended by adding 
thereto the following new paragrapb: 

“(3) Notwithstanding the provisions of paragraphs (1) and (2) of this sub- 
section, a net operating loss for a taxable year ending after December 31, 1953, 
and on or before December 31, 1955, shall, at the option of the taxpayer, be a net 
operating loss carryback to the preceding taxable year and a net operating loss 
carryover to each of the 5 succeeding taxable years. Except as provided in 
subsection (f), the entire amount of the net operating loss for any taxable year 
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shall be carried to the earliest of the taxable years to which, under the provisions 
of this paragraph, such loss may be carried. The portion of such loss which shall 
be carried to each of the other taxable years shall be the excess, if any, of the 
amount of such loss over the sum of the taxable income for each of the prior 
taxable years to which such loss may be carried. For purposes of the preced- 
ing sentence, the taxable income for any such prior taxable year shall be 
computed— 
“(A) with the modifications specified in subsection (d) other than para- 
graphs (1), (4), and (6) thereof; and 
“(B) by determining the amount of the net operating loss deduction with- 
out regard to the net operating loss for the loss year or for any taxable 
year thereafter, 
and the taxable income so computed shall not be considered to be less than zero.” 


FOREIGN TAX DEDUCTION 


The Internal Revenue Code allows a domestic corporate taxpayer either a 
deduction for the amount of any income tax paid to foreign countries or, at 
the election of the taxpayer and in lieu of the deduction, a credit against its 
United States income tax for (1) the amount of any income tax paid to foreign 
countries and (2) the amount of any income tax deemed to have been paid to 
foreign countries with respect to dividends received from its foreign corporate 
subsidiaries. 

A domestic corporation incurring a United States income tax on its foreign and 
domestic profits is thus entitled to elect a credit against its United States income 
tax for the foreign income tax paid on the foreign profits. This credit is allow- 
able to the domestic corporation incurring a United States income tax regard- 
less of whether the foreign profits are derived from a foreign branch of its 
corporate self or as dividends from a foreign corporate subsidiary. 

In a taxable year where the domestic corporation’s foreign profits, on which 
foreign income taxes are paid, = offset by domestic losses, no foreign tax credit 
is allowable since no United States income tax is incurred; however, under 
present law the domestic corporation in this situation may take a deduction 
for the foreign income tax if its foreign profits are derived through branch opera- 
tions, but is not entitled to any deduction if its foreign profits are received as 
dividends from a foreign corporate subsidiary. 

Thus, a domestic corporation whose overall operations—hoth foreign and 
domestic—result in a loss, but whose foreign profits are derived through branch 
operations, is allowed a deduction for its foreign income-tax payment, thereby 
and to that extent increasing its net operating loss carryover to a prior or 
subsequent taxable year. However, another domestic corporation whose foreign 
and domestic operations also result in an overall loss, but whose foreign profits 
are received as dividends from a foreign corporate subsidiary rather than 
through a branch of its corporate self, is deprived of an increased net operating 
loss carryover since it is not allowed a deduction for the foreign-tax payment 
made by its foreign subsidiary with respect to the profits received as dividends. 

There is no logical or equitable reason for not allowing a part of the foreign 
tax credit to be used as a deduction when the other part is allowed, and for 
discriminating in this situation against a domestic corporation conducting its 
foreign business through a foreign subsidiary rather than through its own 
branch operations. This discrimination may and should be corrected by amend- 
ing the Internal Revenue Code so as to allow a domestic corporate taxpayer 
a deduction for foreign taxes deemed to have been paid with respect to dividends 
received from foreign corporate subsidiaries. It is, therefore, the opinion of 
the Association of American Railroads that section 164 of the 1954 code be 
amended by adding thereto the following new subsection : 

“(¢) For purposes of subsection (a), the term ‘taxes paid or accrued within 
the taxable year’ includes any income, war profits, or excess-profits taxes 
deemed to have been paid by a domestic corporation within the meaning of 
section 902.” 


Mr. Prince. Before the Smathers subcommittee we advanced 
another proposal in this field of depreciation. And that we have 
designated as the construction reserve. It amounts to the establish- 
ment of a fund in accordance with the rules and regulations pre- 
scribed by the Interstate Commerce Commission and the Treasury 
jointly. 
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Amounts deposited in that fund would be deductible from income 
for Federal income-tax purposes, with the requirement that they must 
be used within a period of 5 years for the purchase of transportation 
property that goes in the capital accounts of the roads. If not used 
within 5 years for that purpose, or if withdrawn from the fund for 
any other purpose, it would become taxable at the rate in effect in 
the year in which the deduction was made. 

Also, of course, the basis of the property would be reduced by the 
amount expended on such property from this construction reserve. 

Now, that matter we have not presented here to you in detail, and 
the proposal is not included in my prepared statement. We had the 
feeling that that was a special remedy that was prepared to meet a 
critical problem in the railroad industry. It might be part of a 
package you might say of the other remedies that we proposed, and 
would quite properly fall and come within the jurielictian of the 
Interstate and Foreign Commerce Committee; similar to the pro- 
posals of that nature that dealt with the merchant marine which has 
gone through the Merchant Marine and Fisheries Committee, for 
instance, in the House. 

But what we have come to present before you in the same area is 
support for the proposal that has been designated as reinvestment 
depreciation. That has been presented to you, as I understand it, by 
several witnesses who have already appeared, who have presented the 
plan in detail. And I would like to support and endorse the state- 
ments of Mr. Fred W. Peale, for instance, and Mr. Maurice Palaby, 
who talked about that proposal. 

In general the proposal basically contemplates that when a facility 
is retired and replaced, the facility acquired would be placed on the 
books at the original cost of the retired property and the additional 
cost due to the decrease in the value of the dollar would be charged 
off immediately. ; 

That, in essence, as I understand it, is his proposal. As a simple 
example, take the case of a single freight car, the one that I referred 
to that cost $2,500 when it was purchased and would cost $8,500 to re- 
place. In arriving at the replacement cost of items retired, you apply 
to the original cost an index factor that has been constructed or chosen 
by the Government to represent the increase in the cost of goods from 
the date when the original item that is being retired was purchased 
and the current date when it is being replaced. 

If you did that, if you applied that index factor—assuming that 
the index was created with reference to this particular example I 
have chosen—the increase in cost is 240 percent. Apply that factor 
to the original cost of the freight car of $2,500. You come out with 
a figure of $8,500, representing the cost of replacement. Now, if the 
railroad should expend or reinvest as much as $8,500 in such a facility, 
it would receive the difference between $2,500 and $8,500, or $6,000, 
as reinvestment depreciation, and the new facility would go on the 
books at the original cost of $2,500. 

If you should expend more than the $8,500, you would still have 
the maximum of the $6,000 as your reinvestment depreciation. 

If you should expend less than the $8,500, say, for example, $7,500, 
then your reinvestment depreciation would be the difference between 
$9.500 and $7,500—or $5,000—but you would have a carryover of 
$1,000 to the next year. 
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Now, that, in brief, is the way in which this reinvestment deprecia- 
tion proposal works. We think that that would meet our problem 
just as would the construction reserve proposal that we presented be- 
fore the Smathers subcommittee. We would not anticipate that both 
of those would be made applicable to the railroad industry, but we 
certainly hope that one of them will be made available to us to help 
us meet this very critical situation. If we are to keep pace, we have 
simply got to find ways and means of replenishing our capital facilities 
and going ahead and keeping up with technological advancements. 

Mr. Chairman, I commend to the committee the serious considera- 
tion of these proposals. And I appreciate the opportunity of present- 
ing them to you today. 

The Cuarrman. Are there any questions of Mr. Prince? 

Mr. Eberharter. 

Mr. Esernarter. One question occurred to me while you were speak- 
ing, Mr. Prince. 

How do you take into account the improvements in the quality of 
the products that are made? For instance, would there be considera- 
tion given for that? 

A freight car is certainly worth a lot more than it was maybe 20 
or 25 years ago. We have better freight cars now. Would that not 
be taken into account ? 

Mr. Prince. As I understand it, it would not specifically be taken 
into account. This reinvestment depreciation does not require re- 
placement in kind. It is to encourage and enable industries that are 
facing this problem to make capital improvements. 

We recognize that actually you might want to come up with a 
wholly different facility now to do the job that was formerly done 
by something else. and it would be very difficult, I should say, to try 
to measure whether the new facility was precisely the same as the 
older facility. And I do not think that that is taken into account. 

Mr. Eseruarter. Then you have to replace all the old equipment 
with entirely new equipment of a different type and kind? 

Mr. Prince. Yes. 

Mr. Esernarter. You could make all the rolling stock of the mod- 
ern type—that is embraced in your proposal ? 

Mr. Prince. That is correct. 

From the standpoint of management, it would not make sense for 
us to replace it ‘with a car on the style of the older car. However, 
the index factor, I would think, would take into account some of 
these differences, the improvements that you speak of. I must con- 
fess I meant to do it before I started, but I am not a tax expert, and I 
come before you humbly because you said that these hearings would 
be broad and general hearings dealing with the tax policy. And 
some of the details of it, I am afraid, would probably have to be re- 
ferred to the tax experts. 

Mr. Exsernarter. Thank you. 

The CHarrman. Mr. Prince, I have said to other witnesses who 
have appeared on depreciation that I recognize that there are prob- 
lems in the area affecting not only the railroad industry but other 
segments that our overall economy faces as well, in view of the factors 
including inflation that have gone into the creation of a higher price 
for the replacement. 
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However, it occurs to me that this suggestion—it is not only your 
suggestion, but the suggestion of others made earlier in the hearing—is 
really an oversolution of the problem that exists in that it seems to 
.ccord you treatment beyond your needs. What I am getting at is 
this. ‘This suggestion is even far more liberal, as I view it, than 5- 
year rapid amortization. I have a little difficulty also—I am just be- 
ing frank with you—in using the Internal Revenue Code for pur- 
poses of trying to overcome the effects of inflation with respect to de- 
preciation; because, if we once siart doing that in the code, there is 
no limit to the instances that can be justified for similar treatment. I 
do hope that it may be possible for us within a limited time to find 
some solution that all of us will deem to be satisfactory to this very 
complex problem that all our businesses face. 

For example, the spokesman of one industry told me that one of 
their primary difficulties is that they cannot accumulate the money 
that is needed to modernize their equipment in order to maintain 
competition with a similar product coming from other parts of the 
world where through foreign-aid programs we have given to those 
foreign manufacturers the most modern equipment. Certainly when 
our own Government has created the situation, if it has, we should 
consider some correction. 

Recognizing the problem I am not certain that we have had sug- 
gested to us a satisfactory solution as yet. 

I hope we can, however, develop a solution. 

Mr. Prince. I appreciate the frankness of the chairman’s remarks. 
And as I say, we did present to the Smathers subcommittee the pro- 
posal that we thought was tailored more particularly to our needs. 
But this proposal being before you, it would treat the same prob- 
lem and would provide a remedy that would be quite adequate for 
us in this field. We think that the proposal we presented to the 
Smathers subcommittee is probably one that is better adapted to 
meet our particular situation, which is a critical one, gentlemen, 
at the present time. 

The Cuatrman. I know it must be considered a critical problem 
for some railroad presidents to suggest to us that the Federal Gov- 
ernment buy this equipment and lease it to the railroads for use. 

Mr. Prince. I think that is just an indication of how serious they 
think it is, as you say. 

The CHarrman. You may be tending toward Government owner- 
ship of railroads if you take that initial step. 

I hope some alternative can be found. 

Mr. Prince. That was not an industry proposal, Mr. Chairman, 
you understand. 

The Cuatman. I know. I understand that. I said some rail- 
road presidents made that suggestion. 

Are there any further questions or comments of Mr. Prince? 

If not, sir, we thank you for bringing to us your suggestions and 
those of your industry. 

Our next witness is Mr. Clarence D. Laylin. 

We are glad to see you back before the committee. We recall your 
previous contributions to our hearings in the past. For the purpose 
of this record, will you give your name, address, and the capacity 
in which you appear. 

20675—58—pt. 3—69 
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STATEMENT OF CLARENCE D. LAYLIN, COUNSEL FOR THE OHIO 
CHAMBER OF COMMERCE AND MEMBER OF THE FEDERAL 
FINANCE COMMITTEE OF THE COUNCIL OF STATE CHAMBERS OF 


COMMERCE 
Mr. Layurn. Thank you, Mr. Chairman. 


My name is Clarence D. Laylin. I live in Columbus, Ohio. I am 
counsel for the Ohio Chamber of Commerce and a member of the 
Federal finance committee of the Council of State Chambers of Com- 
merce. I appear in behalf of the council and also for the Ohio 
Chamber of Commerce. 

The Carman. Mr. Jenkins would like recognition, Mr. Laylin. 

Mr. Jenxrns. I want to say, Mr. Chairman, for the benefit of the 
members who may not know Mr. Laylin as well as I do, that Mr. Laylin 
is beyond question one of the most prominent and widely known law- 
yers in the State of Ohio. I know his testimony will be straight and 
truthful. 

Mr. Layurn. Thank you, Mr. Jenkins. 

I appear in behalf of the Federal finance committee of the Council 
of State Chambers of Commerce and for the Ohio Chamber. As you 
know, the council is a federation of autonomous State and regional 
business organizations. As matters stood when these hearings were 
set, all but 1 of the 29 member organizations had subscribed to a state- 
ment of principles in the field of Federal finance, prominent among 
which was insistence upon the necessity and practicability of lowering 
the rates of the individual and corporate income taxes. 

In the meantime, events have occurred which seemed to the council’s 
committee to make it imperative that the constituent organizations be 
given an opportunity to review their respective conclusions. This has 
been done, and I am thus enabled to present to you a consensus of the 

resent thinking of at least 23 organizations from which replies have 

een received. “A list of these is furnished for the record; reserving, 
if I may, the privilege of adding others whose responses may be re- 
ceived before the record is closed. 

(The above-mentioned list follows:) 


Alabama State Chamber of Commerce 
Arkansas State Chamber of Commerce 
Connecticut Chamber of Commerce 
Delaware State Chamber of Commerce 
Florida State Chamber of Commerce 
Georgia State Chamber of Commerce 
Idaho State Chamber of Commerce 
Indiana State Chamber of Commerce 
Kansas State Chamber of Commerce 
Maine State Chamber of Commerce 
Missouri State Chamber of Commerce 
Montana Chamber of Commerce 

New Jersey State Chamber of Commerce 
Empire State Chamber of Commerce (New York) 
Ohio Chamber of Commerce 

State of Oklahoma Chamber of Commerce 
Pennsylvania State Chamber of Commerce 
South Carolina State Chamber of Commerce 
Greater South Dakota Association 

East Texas Chamber of Commerce 

West Texas Chamber of Commerce 
Virginia State Chamber of Commerce 
Wisconsin State Chamber of Commerce 
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Of course, the two principal circumstances which have induced this 
reexamination are, first, certain developments in the field of national 
defense, which seems to call for increased expenditures on ballistic 
missiles and the like, and superficially point in one direction; and, 
second, a perceptible shrinkage of the economy, which seems to us to 
accentuate the reasons for tax reduction which we believe have existed 
for some time, and which point in the other direction. 

We believe that the task of your committee involves an appraisal 
of each of these, and a balancing of one against the other. This is 
what we have tried to do. And we have concluded that serious con- 
sideration should be given now to make at least a start toward signifi- 
cant Federal tax revisions. 

While what we recommend will cause some temporary loss of rev- 
enue, we believe it is imperative for the long-term good of our eco- 
nomic system, and budgetwise can be justified on two premises—one 
relative to expenditures and the other to revenues. 

The need to improve this Nation’s defense posture does not neces- 
sarily imply a larger Federal budget; nor even a greatly enlarged 
defense buc 
rank in a descending scale of priority in relation to defense. Some 
are desirable and essential; others are merely desirable; and some are 
of highly questionable desirability or need. The question of priority 
also applies within the defense budget which provides for equipment 
and activities ranging in priority from critical need to the obsolescent 
and wasteful. 

Through examination of priorty values, our organizations have 
often pointed out areas of potential savings aggregating billions of 
dollars in past budgets. We believe that there is much in the 1959 
budget that is less essential at this time than an equivalent dollar 
value of wise tax revision. We hope that the Congress will agree with 
us again as it did in large measure last year when it reduced materially 
appropriations requested for 1958. 

A proposal to reduce income taxes in a specific manner is usually 
accompanied by an estimate of the revenue loss that would be incurred 
if the proposal were adopted. The estimate, however, is often based 
on the assumption of a continuance of the present income base against 
which the tax rates are charged. Such estimates do not, or at least 
should not, imply that revenues in the succeeding fiscal period will 
actually be reduced by the stated amount. 

There is substantial evidence from the history of past income tax 
rate reductions that revenues in the first year after the reductions are 
affected some, although less than the indicated tax cut, but that the 
loss is soon made up by an increase in total income. This is borne 
out by the revenues from the individual income tax following the rate 
reductions in 1924, 1925, 1929, 1946, and 1954. The one instance dur- 
ing this period when the estimated revenue loss from a tax cut was 
not quickly regained was the reduction of 1948. 

Substantial percentage cuts in the normal tax rates on individuals 
were made in 1924, 1925, and 1929, and the surtax rates were reduced 
in 1924 and 1925. There was no significant change in corporate tax 
rates during this period. 

On January 1, 1954 individual income-tax rates were reduced with 
a savings to taxpayers in the amount of $3 billion. This cut affected 
6 months of the fiscal year 1954 but receipts from the individual 


get. There are numerous programs in the budget which. 
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income tax in fiscal 1954 dropped only $600 million. There was 
further relief to individuals at the beginning of fiscal 1955 through 
provisions in the Internal Revenue C ode of 1954. 

The amount of relief was estimated at about $700 million for the 
1955 fiscal year and revenues fell off just about that amount to $28.7 
billion. Thereafter, however, revenues from the individual income 
tax rose rapidly to $32.2 billion i in 1956 and $35.6 billion in 1957. A 
further rise is expected in the present fiscal year. 

After the expiration of the excess profits tax and the adjustments 
in the corporate-tax structure provided in the 1954 tax revisions, re- 
ceipts from corporate taxes fell off over $3 billion to $18.3 billion in 
fiscal 1955. But in fiscal 1956 corporate income-tax receipts rose 
by $3 billion and there was a further increase of over $200 million in 
fiscal 1957. 

The record of tax reductions and subsequent revenue growth in 
Canada is similar to that in the United States, except that it is more 
striking because of the frequency of the tax cuts made since the end 
of World War II. In each of the 5 fiscal years 1945-46 through 
1949-50 taxes were reduced with 4 of the reductions being over ‘10 
percent. Nevertheless, revenues remained at a remarkably stable level 
with only modest variations from year to year. 

Two Korean war tax increases raised Canada’s revenues to a $4 
billion level in the 1952-53 fiscal year. Since that year there have 
been 2 tax cuts of 5 percent or more and some lesser cuts. The aggre- 
gate reductions total $894 million during the 5 years since 1952— 53 } but 
revenues have risen from $4 billion to an estimated $4.8 biliion in 
the current year. 

The point we wish to make here is not that reducing tax rates auto- 
matically assures an increase in revenue. We fully recognize that 
revenue increases at fixed tax rates are dependent on economic growth 
and/or inflation. But we are firmly convinced that tax reductions of 
the right kind do have a profound effect on sustaining economic 
growth. Moreover, they are particularly helpful in stimulating the 
economy during a period such as the present when business activity is 
slowing down. 

We believe strongly that the tax reductions of January 1, 1954, 
and the tax revision : of 1954 helped materially in turning around the 
recession which started in the fall of 1953 and ended in the summer 
of 1954. We are equally convinced that tax rate reductions at this 
time would havea similar effect on the current recession. 

With this background I now offer for your consideration our specific 
proposals on income-tax ‘ate adjustments for 1958. 

The sharp progression in present tax rates on individual incomes 
is costly to the economy through its adverse effects on incentives and 
on capital formation. Yet the progressive element in the rates is a 
poor source of revenue. The 20-percent base rate on all taxable in- 
come produces well over 80 percent of the revenue from the individual 
income tax. Only the remaining 16-18 percent is obtained from the 
progressive portion of the total rate which now ranges up to 91 
percent. The present progression so rapidly approaches complete 
confiscation that if the Federal Government took all of every in- 
dividual taxable income above $26,000 a year, it would add only about 
114 percent to its present total tax revenues. 
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In order to secure the greatest possible popular participation in 
the cost of Government, consistent with equity, a policy of low exemp- 
tions should be continued. Accordingly, we recommend against any 
change in present exemptions. 

The progressive rates should be lowered with the objective a few 
years hence being a maximum tax rate of 50 percent or less. We 
recommend that a start toward this objective be made in the current 
year by a revision in the present rates, setting the maximum rate at 
82 percent and the minimum at 19 percent with appropriate adjust- 
ments in the intervening surtax bracket rates. We further recommend 
that similar rate reductions be effected annually until the top rate has 
been reduced to 50 percent or less. 

This reform, in our view, would help to recreate individual incen- 
tives which are being discouraged by continued excessive surtax rates. 
Also, the cumulative effect of the long continued high progressive 
Federal tax rates on individuals has contributed to the difficulties 
encountered by many concerns in obtaining equity capital. Shortages 
of equity capital can be alleviated by reduction of these high pro- 
gressive rates. This would be of particular benefit to small and 
newly starting businesses, for it would minimize the necessity of bor- 
rowing funds for capital purposes. In fact, we know of no better 
way to relieve the tax problems of small businesses, nor to stimulate 
what appears to be a lagging economy. 

We believe that the present tax rates on incomes of corporations are 
conducive to inefliciency and are detrimental to the achievement of 
maximum production and employment. They restrict the ability of 
many corporations to pay the current dividends demanded to attract 
investments by shareholders, to reserve the funds needed for paying 
dividends in years of low income or losses, and to finance greater 
production and employment. They also place a heavy burden on 
equity capital and invite borrowing, with its attendant strains on the 
financial structure. 

The tax rate on corporate income should be reduced to the pre- 
Korean level at the earliest possible date. Asa start toward that end, 
we recommend that the combined normal and surtax rate be reduced 
at least to 50 percent on July 1, 1958, the date on which the combined 
rate is theteled to go down to 47 percent under present law. 

I have called these abctueeemnitane a consensus of the organiza- 
tions for which I speak. Some of them have particular views which 
differ slightly but not materially. Arkansas, Maine, Indiana, Florida, 
Connecticut, and Virginia endorse specifically the Sadlak-Herlong 
bills, and four of these have, I believe, given testimony or filed state- 
ment to that effect. Pennsylvania has testified and Iansas has filed 
a statement. All of these, however, have joined in approval of the 
testimony which I have given. Ohio, for which I am also commis- 
sioned to speak, has adopted a resolution substantially as follows: 

That such reduction be affected by reducing the rate of income tax presently 
levied against the lowest bracket of the income-tax schedule rather than any 
increase in personal exemptions or credits. 

That similar consideration should be given to the reduction of the rates above 
the first bracket, including a reduction of the maximum rate. 

That there should be no amendment of the existing Federal law relative to 
the rates of corporate income taxation. 

In addition to this oral presentation on income-tax rates, I would 
like to submit for the record our views on some other matters which 
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come within the scope of these hearings. These views have been in- 
corporated in a policy statement entitled “A Program on Federal 
Spending and Taxation” which has been endorsed in whole or in 
major part by all but 1 (Mississippi) of the 29 member State and 
regional chambers of commerce in the council. We submit them at 
this time with the thought that present provisions on some of the mat- 
ters we cover may be considered by your committee with a view to 
revision this year. 

Excerpts from this policy statement follow: 

The administration and Congress are to be commended for alleviat- 
ing somewhat the double taxation of dividends by the 1954 legisla- 
tion. But the small relief granted still leaves an onerous amount of 
double taxation. 

The inequalities arising in the double taxation of dividends, first 
as corporate and later as individual income, should be alleviated to 
lessen the present discrimination against the income from equity capi- 
tal and to encourage the assumption of business risks by those with 
available funds. Latest Treasury statistics show that almost half of 
the recipients of dividends have incomes under $6,000. No other type 
of income is exposed to double taxation, and there is no sound eco- 
nomic reason for penalizing dividend income, in comparison with 
interest on loans, wages, salaries, and other income, in this manner. 

After computing the taxes on their incomes, including taxable div- 
idends received from domestic corporations subject to the income 
tax, shareholders should be allowed to deduct from their taxes a credit 
for the payment of corporate taxes on the income paid out in divi- 
dends. The percentage allowed as a credit presumably would be at 
least the initial rate for individual incomes. The complications of 
refunds could be avoided by providing that the credit allowed should 
not in any case exceed the total tax liability. 

The proposed method of alleviating double taxation applies the 
principle recognized in Federal income taxation before 1936, when 
the undistributed-profits tax was adopted. Up to that time, divi- 
dends were partially exempt from the individual income tax. The 
remedy for double taxation suggested here is supported widely by 
businessmen and tax authorities. 

The attainment of an expanding economy requires an ever-increas- 
ing flow of venture capital into jobmaking enterprises. Individuals 
should be encouraged to invest their savings in productive private 
enterprises by lowering the taxes on their incomes, alleviating the dou- 
ble taxation of dividends, and treating capital gains more favorably. 

The tax rates on long-term capital gains should be reduced, and, 
eventually this tax should be eliminated. 

Capital gains and losses, whether short or long term, should be offset 
against each other. 

The deduction of capital losses, in the interests of equity, should be 
allowed on the same basis that capital gains are taxed. 

The Kansas State chamber would substitute the following for the 
last paragraph: 

The deduction of capital losses, in the interests of equity and to encourage 
venture capital, should be allowed in full against ordinary income as well as 
capital gains. 

Business management can best determine the propriety of a partic- 
ular method of depreciation and obsolescence in any given case. With- 
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in the limits of sound and consistent accounting, business management 
should be allowed to exercise its discretion in the choice of the method 
and the rates of depreciation and obsolescence. This privilege should 
be granted by a legislative clarification and liberalization of the de- 

reciation policy, over and beyond the commendable improvements 
introduced in 1954, for the guidance of the Bureau of Internal Reve- 
nue and the taxpayers. 

A wider latitude in the allowance of depreciation and obsolescence 
would encourage the developoment of new enterprises, the promotion 
of new products, and the expansion of production and employment. 
It also would eliminate much needless and costly bickering over tax 
liabilities and many inequalities arising from administrative practices. 

Little revenue results from including 15 percent of intercorporate 
dividends in taxable corporate income and imposing a penalty tax of 
2 percent on consolidated returns. These discriminatory devices 
should be abandoned. Corporations should have the option of filing 
consolidated returns without paying a tax penalty. Such returns 
usually present the most accurate statement of the income of a cor- 
porate group. 

Most small enterprises are unincorporated, and both the individual 
and the corporate income-tax rates must be lowered if small enter- 
prises are to be organized and prosper. No feature of this tax pro- 
gram has been more intensively studied. In fact, our whole program 
has been formulated with the needs of small, as well as medium and 
large, business in mind. 

The principle of lower tax rates for small-income corporations is 
recognized in the law. It would be preferable, instead of imposing 
graduated rates on corporate income, to tax all corporations in a non- 
discriminatory manner at a flat, moderate rate. This desirable reform 
may be accomplished by substantial and continuing reductions of cor- 
poration taxes as fast as revenue requirements will permit. 

Other features of the tax program recommended here will benefit 
small business. Unincorporated enterprises, as well as corporations, 
will benefit from more reasonable allowances for depreciation, and 
the reforms advocated in taxing capital gains, estates, and gifts. 

The reductions proposed in the rates of the individual income tax 
also will encourage the growth of small proprietorships and partner- 
ships, which are now highly important elements in the competitive 
economy. 

The problems of small business have received so much attention 
because it is desired to encourage the creation and expansion of small 
concerns as a means of preserving a competitive system of free enter- 
prise. The greatest possible contribution of small enterprises to pro- 
duction and employment is required if the Nation’s economic goals are 
to be realized. 

The Kansas State chamber does not agree with the second para- 
graph under this topic, which calls for the taxing of all corporate 
income at a flat, moderate rate eventually. 

In recent years the rate of the Federal estate and gift taxes have 
been carried to excessive heights with relatively little revenue ob- 
tained. The purpose of these taxes is largely regulatory rather than 
revenue-producing, and they should be abandoned. Asa start toward 
getting the Federal Government out of the estate-tax field, the maxi- 
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mum rate should be reduced to not more than 50 percent with corre- 
sponding reductions in all other rates. The gift-tax rates should not 
exceed three-fourths of the estate-tax rates. By appropriate technical 
amendments, the estate and gift taxes should be made consistent with 
the Federal income tax to the end that the duplicate taxation which 
now exists may be eliminated. Proposals for the integration of the 
estate and gift taxes should be rejected. 

The Georgia State chamber feels that complete Federal withdrawal 
from this source of revenue would create inequities and competition 
among the States. It does approve allocating a greater share of the 
overall estate and gift taxes to the States. 

All org ganizations engaging in business in competition with private 
enterprises should be taxed similarly with such enterprises. The ex- 
emption from Federal taxation of Government-financed enterprises, 
cooperatives, and other so-called non-profit organizations that engage 
in various production, commercial, financial, and other business activi- 
ties in competition with private concerns is not only unfair but, also, 
in this era of high Federal taxation, places heavy handicaps on the 
private-enterprise system. Moreover, it denies to the Government 
additional sources of revenue. 

We believe that consumers are entitled to purchase from the sources 
that most efficiently fill their needs at the lowest prices. But con- 
sumers cannot obtain the benefits of free and fair competition among 
the different types of business if the Government, instead of acting as 
a referee to make sure that the rules of fair competition are observed, 
exempts some of the competitors from taxation or extends special 
favors to them and compels other competitors to operate at a heavy tax 
disadvantage. 

We are not opposed to true cooperation by farmers, consumers, or 
other groups but we do oppose the resort to tax-exempt forms of 
business organization and the enjoyment by such groups of special tax 
advantages : for the purpose of avoiding the taxes that must be paid by 
competing private enterprises. The tax preferentials given to certain 
types of business must be recognized as a subsidy to the undert: ikings 
benefiting from them. If it is our purpose to drive private enterprises 
out of existence, no surer way can be found than by taxing them 
heavily while relieving their competitors from similar responsibilities. 

Thank you, Mr. Chairman. 

The Cuarrman. Thank you for coming to the committee and giving 
us your Views. 

Are there any questions of Mr. Laylin ? 

If there are no questions, we thank you very much, Mr. Laylin. 

(The following letter was received by the committee :) 

CoLorapdo STATE CHAMBER OF COMMERCE, 
Denver, Colo., February 14, 1958. 
Mr. WILBUR D. MILLs, 


House Ways and Means Committee, 
New House Office Building, Washington, D.C. 

DEAR Mr. Mitis: We should like to have placed on the record of the hearings 
of the House Ways and Means Committee, the name of the Colorado State Cham- 
ber of Commerce in support of the testimony presented by Mr. Clarence D. Laylin, 
of Columbus, Ohio, on behalf of the Council of State Chambers, as of February 7. 

Respectfully yours, 
Howarp N. YATES, 
Executive Vice President. 
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The Cuatrman. The next witness is Mr. Walter Maynard. 
Please ey yourself sir, by giving your name, address, and the 
capacity in which you appear. 


STATEMENT OF WALTER MAYNARD, CHAIRMAN, FEDERAL TAX- 
ATION COMMITTEE, INVESTMENT BANKERS ASSOCIATION OF 
AMERICA 


Mr. Maynarp. Mr. Chairman and members of the committee, my 
name is Walter Maynard. I am chairman of the Federal taxation 
committee of the Investment Bankers Association of America. I am 
also a governor of the New York Stock Exchange and a partner 
in Shearson, Hammill & Co., a medium-sized securities firm with head- 
quarters in New York and branches in many parts of the country. 

The members of the Investment Bankers Association operate in 
areas of the economy which are extremely sensitive to changes in 
economic conditions. The businesses of the association’s members 
come under the general heading of small business, in that the median 
capital of our members is about $225,000, and the median number of 
employees is about 22. Partnerships comprise a high proportion of 
our membership. Of the corporations, only an extremely small 
minority is publicly owned. Our business is to a great extent affected 
by changes in demand for capital goods, and by changes in interest 
rates—areas in which swings of great amplitude occur. Our views ex- 
pressed here reflect the experiences gained from these circumstances. 

We consider that the most serious single problem affecting all sectors 
of small business, and the general economic health of the United States, 
is that of the punitive rate and steep progression in the personal income 
tax. In addition to proposals for reform in the personal income tax, 
I will also discuss reform which our association would like to see in 
the capital-gains tax, dividend credit and pension plans for self- 
employed individuals. 

It is our belief that personal income tax rates which exceed 50 per- 
cent are in essence punitive rather than economic, and that rates ex- 
ceeding 50 percent produce harmful economic effects which in the long 
run subtract more from the tax-producing capability of the economy 
than they directly add in revenue. 

The harmful effects of tax rates exceeding 50 percent include the 
fact that such rates subsidize extravagance, penalize creative effort, 
and cause a tremendous shift in incentives—away from constructive 
effort and toward tax avoidance. 

In the matter of extravagance, rates in excess of 50 percent in effect 
cause the Treasury to bear the major part of the cost of every business 
luxury in which a taxpayer is willing to indulge, ranging from antique 
Chippendale desks in executive offices, through directors meetings in 
exotic climates, to reckless advertising expenditures. 

Human nature being what it is, it is easy to see that when at any time 
a taxpayer finds himself in a situation in which he can keep less than 
_ half of each additional dollar that he creates, he will be tempted to 
work less hard. While possibly not unpleasant for the individual, this 
situation is harmful in an economy which must grow in order to bear 
the burdens of rising population, iebentatioted? leadership, and the 
added defense responsibilities which are now being thrust upon us. 
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The premium on a strong shift in human endeavor away from crea- 
tive effort and toward tax avoidance which comes about when an indi- 
vidual’s tax rate exceeds 50 percent, must be obvious. In fact, the 
forces making for tax avoidance and evasion, and the tendencies to- 
ward increasing exceptions and complexities in our tax laws made 
necessary by our slavish adherence to rates which are both arith- 
metically and humanly unsound, are so strong that it seems not fanciful 
to predict that unless fairly soon we accept the simplest of tax reforms 
and abandon purely punitive rates which run up to 91 percent, our 
whole tax-collection system, which in large measure depends upon 
voluntary cooperation by the taxpayers, will in time gradually falter 
and perhaps ultimately fail. 

so, although our steeply progressive tax structure is based on a 
“soak the rich” concept, actually the rich can easily avoid much of its 
impact by simply buying tax-free securities or seeking tax shelter in 
other ways. Venturesome small-business men in industries which 
fluctuate widely are really hurt by our tax structure. 

Department from these general considerations to specific recom- 
mendations, our association believes that a start should now be made 
on tax reform through firm forward scheduling of tax reductions in 
all brackets, from the highest to the lowest, so that within a reason- 
able period of time the top tax rate is brought to a level below 50 
percent. 

The members of this association are especially interested in tax 
reform of this nature because incomes from their businesses tend to 
fluctuate extremely widely, and these fluctuations generally arise from 
forces entirely beyond their control. In the business history of men 
in our business it frequently happens that in only 1 or 2 years of a 
lifetime they enjoy really large incomes, which, under a more reason- 
able tax structure, would enable them to save some provision for 
retirement. 

For this reason also, our association urges that there be included in 
the tax laws a provision for averaging of incomes over a reasonable 
period, say 5 years. An added reason for this recommendation is one 
of equity. The arithmetic of a steeply progressive tax structure is 
that a man receiving income in equal annual installments will pay 
less in tax than a man receiving the same amount of income in irregu- 
lar amounts. 

With respect to the foregoing proposals, it is the considered view 
of this association, the members of which after all, must make it their 
business to study economic trends with the closest attention, that tax 
reform along the lines suggested will not, in even a fairly short 
period of time such as two years, cause any significant reduction in 
tax revenues to the Treasury. 

On the contrary, the added incentives to creative work, the dimin- 
ished incentives to tax avoidance and extravagance, and increased 
formation of venturesome capital which it would bring about, would, 
we are convinced, bring to the Treasury far higher sums than would 
be produced if the reforms were not enacted. The stimulating effect 
of tax reform would be especially desirable at this juncture when 
business is sagging and our national burdens are increasing. 

In another area of taxation the Investment Bankers Association, 
in common with other organizations in the financial industry, has 
a special interest, that is the area of capital gains taxation. 
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Any analysis of the fundamentals of capital gains taxation would 
reveal that the capital gains tax, as it stands, is not a tax on capital 
gains at all. A true capital gains tax would require a periodic ap- 
praisal of all property, and the payment of a tax on increases in value 
regardless of whether or not the property had been sold. Because we 
only levy a tax on capital gains at a time when property is sold at 
a profit, our capital gains tax is in reality a variable rate transfer 
tax. If it were proposed to your committee that a transfer tax on 
sales of property were to be imposed at a rate of 20 percent, you 
would undoubtedly—and quite properly—reject the idea on the 
ground that it would bring transactions in property to a halt, and 
for this reason would not only be destructive of economic activity, 
but also would not bring in any substantial amount of revenue. 

Yet, this is exactly the situation which exists in a great deal of 

roperty in the United States today. As a realistic example, in 1946 

tandard Oil of New Jersey stock sold at 10; it is now selling at 
50. A buyer of Standard Oil of New Jersey in 1946 at 10, who now 
wished to make a more venturesome investment, would be required 
to pay a tax of 25 percent of his capital gain of 40 points. e 10 
points of tax represents 20 percent of the present value of his 
investment. 

The same situation in varying degrees exists throughout our econ- 
omy, not only in securities but in farms, forests, commercial prop- 
erties, and small businesses. 

Congress has granted some relief in this respect to owners of 
dwellings, who are now permitted to sell their homes free of tax if 
they but a new one within a year. One of the considerations leading 
to this provision was that the rise in the price of homes which pro- 
duced the gains subject to tax was in large measure due to inflation, 
and therefore illusory—and illusory gains should not be taxed. A 
large pe of the gains now existing in other forms of property is 
also illusory. For these reasons we believe that the treatment accorded 
to owners of homes should be extended to owners of all forms of 
property. 

We also urge that the present maximum rate of the capital gains 
tax be cut in half, It is our belief that at this rate, returns from 
the tax would be greatly increased. We also would like to see the 
present 6 months holding period shortened to 3 months, and the 
amount of loss which may be deducted from ordinary income increased 
to $5,000. 

We also suggest that the law be amended to provide that in no 
event shall the amount of capital gains tax collected on a transaction 
exceed 4 percent of the value of the pores sold. Such a provision 
would limit the capital levy effect of the tax and release for venture- 
some use a tremendous amount of property now effectively and perma- 
nently locked up by potential capital gains tax liabilities. _ 

A further matter in which our association has an interest is a 
further reduction in the discrimination which now exists against 
holders of corporate stock, in that income in the hands of corpora- 
tions is taxed once when received by the corporation itself and again 
when received in the form of dividends by the stockholder. The 
present 4 percent dividend credit is a token recognition of this unfair- 
ness. It is our belief that the dividend credit should be increased 
to 20 percent, as it has been in Canada, as soon as possible. 
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Finally, I mentioned earlier that a very substantial proportion of 
our industry was organized in the form of partnerships. This means 
that the partners in firms so organized cannot accumulate provision 
for retirement on a tax-deferred basis, as can employees of cor- 
porations. ; 

Your committee has before it the Jenkins-Keogh bills, which pro- 
vide a measure of relief from this situation, and they are fully 
endorsed by our association. | 

We appreciate the opportunity the committee has afforded us to 
submit our recommendations. 

The Cuamman. Mr. Maynard, we thank you for coming to the com- 
mittee and giving us the benefit of your views. 

Are there any questions of Mr. Maynard? 

If not, we thank you, sir. 

Our next witness is Mr. John H. Else. a 

Will you please identify yourself for the record by giving your 
name, address, and the capacity in which you appear. 


STATEMENT OF JOHN H. ELSE, NATIONAL RETAIL LUMBER 
DEALERS ASSOCIATION, WASHINGTON, D. C. 


Mr. Exse. Mr. Chairman and members of the committee, my name is 
John H. Else, and I appear before this committee on behalf of the 
National Retail Lumber Dealers Association and its 33 State and 
regional associations. The brief recommendations which follow will 
not, in our opinion, result in any loss of revenue. In fact, they should 
bring about an increase in revenue if enacted into law. 

One of the purposes of my appearance today is to urge action on 
legislation pending in your committee which would correct an in- 
equity existing in the present law relating to Federal tax liens as they 
affect mechanic’s liens perfected under State law. 

For a number of years lumber dealers, mechanics, and others who 
furnish materials or labor to improve real property have been con- 
fronted with the fact that notice of a lien for Federal taxes does not 
have to be filed to be valid as against mechanics’ or materialmen’s 
liens. 

As a result, there is no way for a firm or person furnishing material 
or labor to improve a property to determine, from public records, 
the existence of a Federal tax lien against said property. 

You can readily see that this situation can and does cause many 
hardships and inequities, and places a supplier of materials or labor 
in the position of materially enhancing the value of a piece of property 
and, even after due diligence in checking public records, to find that 
the Federal Government has a lien for taxes on the same property. 

In such instance, the supplier of materials or labor is placed in the 
position of being unable to receive payment for such improvement. 

The tax lien becomes effective from the time the assessment is re- 
ceived in the director’s office. 

This places the Government in the position of becoming unjustly 
enriched at the expense of those who furnish materials and labor to 
improve the property sold to satisfy the tax lien. 

At present, the law requires the Government to give notice of a tax 
lien before such lien becomes valid as against mortgagees, pledgees, 
purchasers, and judgment creditors—section 6323, Internal Revenue 
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Code, 1954. Unfortunately, the same requirement does not exist in 
the law to require notice of the tax lien as against the holder of a 
mechanic’s or materialman’s lien, although such lienor has, by improv- 
ing the property, enhanced its value. 

It is as reasonable to require the same action by the Federal Govern- 
ment to make the tax lien effective and valid against a mechanic’s or 
materialman’s lien as is required for mortgagees, pledgees, purchasers, 
and judgment creditors. 

We do not believe that the Congress ever intended that the Federal 
Government should become enriched at the expense of innocent per- 
sons who, relying upon public records, and after using diligence to 
determine the existence of liens, furnish materials to improve the 
property of another. 

We do not believe that our recommendation would, if enacted into 
law, place an undue burden upon the Internal Revenue Service, and 
it would still permit the Government to enforce its lien after a routine 
notice of such lien is filed, as is presently required in other instances 
mentioned. 

The committee now has before it H. R. 451 and H. R. 5281, which 
would accomplish the action requested. 

I am informed that the American Bar Association last summer took 
official action endorsing the principle similar to that contained in our 
recommendation. I am also informed that a representative of the bar 
association tax section has appeared before your committee at these 
hearings and presented the bar’s recommendation to correct this in- 
equity. 

I respectfully urge this committee to carefully study this proposal 
and to take favorable action thereon. I am confident that upon exam- 
ination of the inequities in the present law, you will conclude that 
action is necessary to make the laws relating to Federal tax liens 
equitable and fair to everyone, including the Federal Government. 

For a number of years taxpaying businesses, including retail lumber 
and building-material dealers, have had to compete with cooperatives 
who have had the advantage of a favorable tax treatment. 

The favored position of cooperatives in the present tax law creates 
a competitive advantage that is destructive to fully taxed companies. 

Businessmen have a right to expect fair treatment at the hands of 
the Congress. 

Earnings of all competing business corporations should be taxed 
under the same tax rules. 

Cooperatives should be taxed at regular corporate rates at the cor- 
porate level. 

Equality of opportunity among business firms is dependent upon 
equality of taxation. Under the present laws this does not exist. 

Our Nation is now faced with increased expenditures for national 
defense. 

It is time that we reexamine our tax laws to determine whether 
everyone is carrying his fair share of these increased expenditures 
and the cost of government. 

An objective appraisal can lead to only one conclusion: That we 
should all carry our fair share of this tax burden. At present this is 
not the case. 

By taxing cooperatives on the same basis as other business corpo- 
rations, the Congress will assure all business firms that they can 
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compete on a fair and equal basis under our tax laws, and that each 
is bearing his share of the cost of government. 

We respectfully urge this committee to approve legislation to elimi- 
nate the tax favoritism which now exists in our present tax laws 
affecting cooperatives. 

There are several bills—H. R. 968, 235, 236, 5899—before this com- 
mittee which would, if enacted into law, permit homeowners to deduct 
the cost of home improvements, up to a specified maximum, for 
income-tax purposes, offered as an incentive to the homeowner to 
keep his home in good repair. 

uring and following World War II and the Korean war, many 
families purchased homes which today are inadequate and many of 
which are badly in need of major repairs. 

Over one-half of the families in the United States own their own 
homes. 

To prevent deterioration of these homes and to enable the home- 
owners to expand and upgrade their homes, thereby preventing future 
slums, we should, to the extent possible, encourage home improve- 
ments. 

There are several proposals before this committee which would 
offer the average homeowner some inducement to keep his home in 
good repair, by permitting him to deduct from his income tax a por- 
tion of the cost of such repair. We believe these bills merit careful 
consideration. 

We do not believe that this legislation would result in a revenue 
loss. It is our considered opinion that the stimulus which this legis- 
lation would provide in the home-improvement business, including 
the increase in the use of materials and labor, would more than offset 
any loss of revenue from the homeowners making the improvement. 

Construction represents a very important segment of the Nation’s 
economy. An important part of the construction picture is to be 
found in the home-improvement field. 

When we may be faced with a sagging economy or the possibility 
of a recession, any stimulus given to the home-improvement business 
would play an important role in bolstering the general economy. 

We urge your careful consideration of this proposed legislation. 

The thousands of retail lumber and building material dealers of 
the Nation join other business firms and individuals in their belief 
that income-tax rates are excessive and should be reduced at the 
earliest possible time consistent with our Government’s demands for 
revenue to provide an adequate national defense and to continue the 
necessary functions of government. Present high income-tax rates 
stifle initiative and discourage the expansion of business. 

We are hopeful that any additional expenditures found to be nec- 
essary for defense can be provided within the framework of a bal- 
anced budget. 

To accomplish this, a reappraisal of many of the nondefense items 
in the budget will undoubtedly have to be made to eliminate or post- 
pone those programs which, although they may be desirable, are not 
as urgent and as important at this time as an adequate defense. 

If the Congress, in its wisdom later in the session, determines that 
some general tax relief, or tax-rate reform, is possible, then we are 
hopeful that the Congress will approach this issue in a bipartisan 
manner which will have the most beneficial effect upon the entire 
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economy of the Nation, taking into consideration the circumstances 
which exist at that time. 

In considering tax relief or adjustment, we believe that it would be 
ill advised to consider piecemeal tax reduction by granting discrimina- 
tory relief to particular groups of taxpayers. 

Whatever tax relief the committee may see fit to provide should be 
equitably spread across the board, both as to individuals and corpora- 
tions. 

On behalf of the 27,000 retail lumber and building material dealers 
of the Nation, I respectfully urge this committee to carefully consider 
these recommendations. 

We are confiident that a careful study will show them to be 
meritorious. 

In conclusion, I want to thank the chairman and the members of the 
committee for this opportunity to appear before you and to present 
these recommendations which are extremely important to our industry. 

The Cratrman. Mr. Else, we appreciate your appearance and the 
information you have given us in behalf of your organization. 

Are there any questions of Mr. Else ? 

Thank you, sir. 

Mr. Exse. Thank you, Mr. Chairman. 

The Cuarreman. Our next witness is Mr. Russell R. Kramer. Is 
Mr. Kramer present ? 

(No response. ) 

The CuarrmMan. Our next witness is Mr. Granville S. Borden. 

Give your name, your address, and the capacity in which you appear 
for the record, please. 


STATEMENT OF GRANVILLE S. BORDEN, PIEDMONT, CALIF. 


Mr. Borpven. My name is Granville S. Borden. I live in Piedmont, 
Calif. My office is at 225 Bush Street, San Francisco. I do not 
represent anyone, any organization, or any association. I like to be- 
lieve that I am a tacit, unofficial, unauthorized representative of 173 
million patriotic American citizens. I am not here to sponsor any 
selfish interest or any interest. 

In World War I, I volunteered to go to France to help kill a few 
Germans and Austrians to preserve our country for democracy. 
have volunteered here to make a small contribution for this same 


urpose. 

r My statement is entitled “A Plea for a Joint Resolution To Compel 
Some Drastic Reforms in the Administration of Our Income Tax 
Laws.” 

One of the main keystones in the foundation of our Government is 
the Federal income tax. If this main support crumbles, the super- 
structure will fall. Economic chaos and possibly civil strife will ensue 
from the inevitable consequences of depression, inflation, and monetary 
confusion. 

The preservation of this income-tax structure is one of the vital 
duties and obligations of our lawmakers and governmental executives. 
In a sense, it is as important as the preservation of a strong military. 
machine. 

If the income-tax structure is to-be preserved it must be subjected 
to incessant inspections to detect defects so that repairs can be made 
before it deteriorates. 
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Your Subcommittee on Internal Revenue Taxation has been in- 
specting thoroughly this structure for many months and so has your 
full committee during these recent hearings. You deserve the com- 
mendable applause of the American people. As a consequence our 

citizens hope and believe that you will make some essential patch- 
work. They must rely upon you to remove all decay, make replace- 
ments, and provide strong factors of safety against the impact of the 
powerful strains and stresses which tend to crush this vital keystone 
supporting our Government. 

For more than 36 years I have been intimately connected with this 
income-tax structure—as an engineer and lawyer in the Internal 
Revenue Service, and as a private tax consultant. 

I believe in the time allotted to me I can disclose an awful defect 
and suggest an operation which will provide a partial cure. 

The matrix of our income-tax structure is the voluntary assessment 
system—the whole structure coheres because our citizens (including 
corporate entities), from a patriotic sense of observing the law, make 
honest, timely returns which form the basis of the original assessments. 

On information and belief approximately 97 percent of the total 
income-tax collections flow into our Treasury from voluntary assess- 
ments and 3 percent flow from deficiency assessments. Obviously our 
income-tax structure would crumble and decay if any substantial seg- 
ment of our citizens should say “We shall pay our income taxes only 
under compulsion.” 

The conclusion should be clear that the power of our country to 
balance the budget, appropriate, and spend (for military, foreign aid, 
veterans, public debt, Government operations, et cetera) varies directly 
with the amount of revenue which can be collected through volun- 
tary compliance. There are not enough revenue agents, judges, or jails 
to compel a settlement of a sitdown strike against voluntary assess- 
ments. 

Many of us remember how enforcement of the 18th amendment and 
the Volstead law fell by tacit revolt of our people because prohibition 
was irksome and the law could not be administered fairly and indis- 
eriminately. Our income-tax structure can fall, too, if a substantial 
segment of our citizens lose their respect for it. 

What are the factors which are provoking our people to impede 
the operation of this voluntary assessment machinery ? 

First, there are the high rates which are almost confiscatory. 

Second, there is a complicated income-tax law which few people of 
normal intelligence can understand. 

Third.there is and has been ever since the birth of the income-tax 
law in 1913, an awfully bad policy applied in the administration of 
our income-tax law which contributes in no small measure to this 
degeneration. 

We are told that the rates cannot be lowered, and we are told that 
the law cannot be simplified so our citizens cannot hope for any cure 
or even partial relief from these two forces of destruction. 

In view of this situation, let us inquire whether there is any way to 
abate fully or in part the third factor which in my opinion imposes 
powerful stresses and strains on this vital volunt: ary system. 

I claim there is a means available to the Congress, and in the time 
remaining I shall expound on this matter and urge you to act. 
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Every Commissioner of Internal Revenue in exercising his rulemak- 
ing powers and in determining final tax liability has, as a general rule, 
construed doubtful points of fact and law rigidly against the taxpayer. 
Generally, the policy has been to raise the maximum amount of rey- 
enue—by rigorous regulations and rulings—by construing the law 
against taxpayers and in favor of the revenue. From the start of 
almost all reviews the taxpayer is treated as an adversary—germs of 
contentiousness and controversy invade many conference rooms. 

On information and belief the efliciency of examining agents is 
measured in part on the amount of deficiencies that he has determined. 
Through this irksome practice and harassment many good patriots 
are converted into sharp practitioners, avoiders, chiselers, and evaders. 
This practice is harassing especially when applied to a person who 
has conscientiously and consistently construed the law fairly, and paid 
in all of his taxes under this kind of construction. 

Today all directors and all field agents are under policy instructions 
that no case can be settled at directors’ level by weighing the results 
of litigation. I was told by an assistant director in charge of audit 
that this meant “In case of doubt upon any issue under review, the 
director or his agents cannot concede the point in favor of the taxpayer 
if there is the slightest chance of the Government prevailing in court” 
and this view has been confirmed by a director and a regiona] com- 
missioner (audit), and on other information and belief this is pre- 
scribed in an outstanding official general order to all directors. 

What a paradox. On ‘the one hand our Government expects tax- 
payers to assess themselves on the basis of fair interpretations of facts 
and law under the voluntary assessment system, while proclaiming that 
no issue will be settled by any director if there is the slightest doubt 
that the taxpayer would lose in the Tax Court or Federal court. 

What is fair for the goose is fair for the gander. The Government 
cannot have its cake and eat it too. Obviously, the taxpayer who 
knows of this rule under which our directors operate will tend to adopt 
the other extreme when they individually start their voluntary assess- 
ment machinery operating—by just staying within the bounds of the 
fraud penalties. 

Of course there is the appellate division where a taxpayer is sup- 
posed to have remedies from arbitrary and unjust treatment under 
the directors’ rule, but how many small taxpayers can afford expert 
counsel? How many taxpayers, in their desire for expeditious closing 
of their cases, will consent to the unjust deficiency? How many tax- 
payers have suspicions that the appellate division operates under the 

same rule of “treat them rough” in construction of fact and law? 
Manifestly, it is unfair to ask a taxpayer to make a fair determina- 
tion by voluntary compliance and simultaneously order directors to 
make unfair determinations of his liability. 

Your Subcommittee on Internal Revenue Taxation in its “progress 
report” to the full committee, dated April 22, said: 

It is essential that the Service be impressed with the advisability of settling 
cases with a minimum of litigation. As we stated in the advisory committee 
report issued in 1927: 

“The collection of revenue is primarily an administrative and not a judicial 


problem. As far as the Federal income tax is concerned, a field of administra- 
tion has been turned into a legal battlefield.” 


20675—58—pt. 3——_70 
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Our esteemed Commissioner of Internal Revenue, Russell C. Har- 
rington, has spoken publicly that it is his hope that more cases will be 
settled at the director’s level, but there has been no real effort by the 
Service to achieve this desirable objective. Obviously it would be a 
simple procedure to order the reviewers and group chiefs to construe 
the facts and the law fairly, and effect settlements at their level by 
give-and-take rules and thus relieve them from restraints imposed 
upon them by the rule that the directors or their agents cannot “weigh 
the outcome of litigation” in resolving doubtful points. 

Is it surprising that appellate division, the United States Tax 
Court, and the Federal courts (tax issues) are congested ? 

The conclusion is axiomatic that the administration of any tax law 
which promotes discrimination among our citizens impairs the effi- 
cacy of the tax structure and eventually leads to revolt against volun- 
tary compliance. It has happened in France, Italy, Mexico, and in 
many other countries. It can happen here. 

As members of this committee, you have been involved, especially 
during the past month, in the intricate complex provisions of the in- 
come tax laws (subtitle A, Internal Revenue Code of 1954). I am 
sure you will agree with me that there are innumerable provisions of 
the law and regulations which groups of people of normal intelligence 
will construe differently. This is the basic cause of controversies and 
litigation; that is, this complexity and confusion embedded in our 
statutes and the regulations. 

Now, this is the kind of law which our Congress passes to the Com- 
missioner of Internal Revenue with the mandate that he and his 
thousands of agents shall administer fairly and uniformly without 
discrimination among our citizens. 

If experts, such as you are, have different opinions as to statutory 
construction, how can we expect our Commissioner and the thousands 
of his reviewing agents to have uniform opinions on all these con- 
fusing, complex provisions? This lack of uniform administration 
will exist even with the highest degree of morale, intelligence, effi- 
ciency, integrity in the minds and hearts of the fine American citizens 
who serve in the Internal Revenue Service. 

To the extent that there is a lack of uniformity in the determination 
of the income tax liability of our citizens, there is discrimination. 

To the extent that there is discrimination, there is lack of “due 
process of law” and “equal protection of the law.” 

To the extent that there is discrimination, there is harassment, 
contention, controversy, and litigation, and impairment of our free- 
doms. 

To the extent that there is discrimination, there is impairment in 
voluntary assessment compliance. 

To the extent that this voluntary assessment machinery is damaged, 
there is a loss of revenue and increases in the hazards of decay of 
our entire income tax structure, our democratic form of government, 
private enterprise system, our institutions, our freedoms, our security 
from foreign aggression. 

Maybe that is just exactly what our foreign saboteuring enemies are 
striving to achieve but I am certain your committee will do every- 
thing possible within reason to abate this hazard. 

How can it be abated wholly or in part? 
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My proposal is a joint resolution as follows: 


AN ACT To abate in part the current deterioration of the voluntary system of assessment 
and collection of income taxes; to minimize discrimination in the determination of the 
income tax liability among our citizens, to prevent in part harassments, controversies, 
litigation in the final determination of income-tax liabilities, to reduce pending dockets 
involving income-tax liabilities in the appellate division of the Internal Revenue Service, 
the United States Tax Courts, and the Federal courts 


Be it enacted by the Senate and House Of Representatives of the United States 
of America in Congress assembled, That this Act may be cited as the “Adminis- 
trative Tax Reform Act of 1958.” 


DECLARATION OF POLICY 


SecTIon 1. It is hereby recognized that the continued policies and practices of 
the Internal Revenue Service, in the exercise of its rulemaking powers and in 
the exercise of the powers delegated to this Service by Congress to make deter- 
minations of Federal income tax liabilities under subtitle A of the Internal 
Revenue Code have caused severe harassment to our citizens, have caused 
excessive controversies and litigation, have resulted in discriminatory deter- 
mination, and have caused deterioration of the voluntary system of assessment 
and collection of Federal income taxes—a system which is vital to the survival 
of our country as a free nation. 

It is therefore declared to be the policy of the Congress that the Internal 
Revenue Service be authorized and charged to determine the income tax liability 
of all taxpayers (1) as expeditiously as possible, (2) by construing doubtful 
matters of facts and law in favor of the taxpayers, (3) to consult the Joint 
Committee on Internal Revenue Taxation through its staff for clarification 
in cases where any construction under any broad principle pursuant to this 
policy might be construed to be beyond congressional intent. 

You may say such a policy would result in tremendous loss of rev- 
enue. If so—and I doubt it—I claim that it is better to patch this 
defect in our income tax structure at a substantial cost than permit 
it to fall. In my opinion, such a policy would produce more revenue 
than the loss, through higher voluntary assessments which would 
ensue, 

Please understand that I am not advocating any relaxation in the 
review of cases as to points of facts or of law which are free from 
doubt. My proposal goes to a basic reform. 

First, in the exercise of the rulemaking powers of the Secretary, 
the Commissioner or their delegates. They should not promulgate 
rules and regulations having the force and effect of law which lean 
far to the Government’s side. Secondly, a conversion of the basic 
philosophy from the view that it is any agent’s duty and responsibility 
to squeeze out the maximum amount of revenue to the view that de- 
cisions on doubtful confusing points will favor the taxpayer until 
the Joint Committee on Internal Revenue or its staff inform the 
Commissioner that such action does not conform with congressional 
intent, 

Finally, if there should be a substantial loss of revenue resulting 
from such a joint resolution, it is more harmonious in a free democracy 
to have this deficit recaptioned by impositions spread over all of the 
income taxpayers than promulgate discrimination, harassment, liti- 
gation, discord, bitterness, and in some cases open revolt against our 
income tax. 

Thank you, Mr. Chairman. 

The CuarrMan. We appreciate your coming to the committee and 
giving us the benefit of your views. 

Mr. Boaas. Mr. Chairman, I would like to make the observation 
that Mr. Borden has studied these problems for many, many years. 
He has been very successful in many endeavors. I think he has made 
a valuable contribution. 
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The Cuarrman. Mr. Borden has put his finger on some points that 
the Subcommittee on Internal Revenue Taxation did recommend in 
its report to the full committee. Many of these points that you dis- 
cussed were of concern to the committee and the subcommittee at the 
time it was working on that report and conducting its study. 

We thank you, sir, for coming to us and giving us these suggestions, 

Mr. Borpen. Thank you. 

The Crarrman. Our next witness is Prof. Robert G. Wertheimer. 

Will you identify yourself by giving your name, address, and the 

capacity in which you appear for ‘the benefit of the record ? 


STATEMENT OF PROF. ROBERT G. WERTHEIMER, BABSON INSTI- 
TUTE OF BUSINESS ADMINISTRATION, BABSON PARK, MASS. 


Mr. Werruermer. My name is Robert G. Wertheimer, professor of 
economics, Babson Institute. 

I appear as an interested citizen concerned with the welfare of this 
country. My statement is based on a study of tax incentives for in- 
vestment in Germany in recent years. 

The spectacular recovery of the West German economy, sometimes 

called the German mir acle, was brought about to a large degree by 
incentive income taxation. 

In the few years from 1950 to 1956, industrial output increased at 
a cumulative, annual rate of 12 percent. Furthermore, the gross na- 
tional product doubled and the per capita real income increased by 
70 percent although the population rose by a quarter adding 10 million 
destitute refugees. 

From 1950 to 1956, personal income-tax rates were cut in half. Top 
marginal rates running at 95 perenet in 1950 were reduced to 63.5 
percent and the maximum income-tax burden was limited by a ceiling 
of 55 percent. The tax rates for incomes of the typical middle classes 
corresponding to our income group between $5,000 and $12,000 an- 
nually also were cut in half. "The drastic relief given to every tax- 
payer in 1950 and afterwards is shown in Table L. 

(The table is as follows:) 


Taste I.—German Federal Republic average personal income tax rates for 
married man with one child 








[Percent] 
Annual income in deutche marks ! | 1948 2 | 1950 3 1953 4 1956 5 
tad ide Leseteiees ys cieasl Leaded 7.5 4.5 3.0 1.3 
a oat i boone ahaswie 15.0 10.3 8.5 6.6 
SE Bd bch buhdes th dich edecebly enaridaachsehhdteabodmiue 30.7 25. 6 21.4 15.8 
PACES oot cning id ahe kedeedun pachsseededucwe=5 46.1 36. 5 31.5 24.2 
CR RE Ed ahh dehia MA be nnd dabinwk deceeedecwmnmn 63.3 45.9 38.8 32.4 
NE ee cok ee NE og cadet het heats in kid 75.7 57.8 47.8 38.8 
i ctheneredtivedbebattdmttivenkectsinweceie euink 90. 2 79.8 69.8 53.1 
Sh Gidding boned é42 teguirn jactan roche numboamisddnns 91.0 79.9 69.9 54.9 
| 


1 After allowance for personal exemptions and standard deductions. The average annual gross income of 
an industrial worker (man) amounts to DM5,000 presently: lower ‘‘middle class’”’ incomes run between 
DM5,000 to DM25,000. ‘Higher incomes” are those of DM100,000 and over. 1 Deutschemark equals 
23.81 United States cents. 

2 The 1948 reform already reduced average rates except in the highest brackets, by 4% below 1946 rates. 
The top marginal rate remained at $5 percent. 

3? While the top rate remained in force, a ceiling of 80 percent was set applicable to incomes of DM400,000 
annually and over. 

4 This important so-called little tax reform reduced the top rate to £0 percent for incomes in excess of 
DM600,000. The ceiling was reduced to 70 percent reached at an income of DM350,000. 

5 According to the tax reforms of 1955, the new ceiling of 55 percent is reached at an income of DM615,000, 








GENERAL REVENUE REVISION 3531 


Mr. Werruermer. The spectacular reduction in income-tax rates 
did not lead to a decline in tax revenues nor did it interfere with 
the principle of the balanced budget. 

The steeply graduated tax rates prevailing from 1948 to 1953, ac- 
tually were never effective because of the introduction of incentive 
measures for saving and investment. Every taxpayer, but in partic- 
ular the owner of an unincorporated business, could then sharply re- 
duce his income-tax burden by the use of various tax-saving viens 

The stimulation of saving by incentives was effected by allowing 
large deductions from taxable income. These amounts had to be 
turned over to financial institutions or be used for the purchase of 
bonds serving in either case in the long-term financing of housing. 

Because oF nis opportunity, the German citizen again was living 
in a free economy that permitted him to put aside saving for various 

urposes instead of seeing the major part of his earnings s taxed away. 
Ravin incentives added DM24 billion to the personal § saving stream 
from 1950 to 1955 and were responsible for the raising of over one- 
half of such savings amounting to a total of DM45 billion during 
this period. The encouragement given to saving assisted significantly 
in checking inflation and in making the internal purchasing power 
of the mark one of the most stable in the world. 

Investment incentives permitted businessmen to keep most of their 
gross profits for use in expansion and added DM95 billion of in- 
ternally generated funds for investment spending from 1950 to 1955. 
These various measures, consisting of initial allowances and fast write- 
off, the permission to reduce taxable income by granting interest-free 
loans for housing, and the tax-free retention of a part of profits, also 
were anti-inflationary. In several cases, namely, the use of the in- 
centive privilege required a restriction of withdrawals for personal- 
consumption expenditures. 

Saving and investment incentives permitted the setting aside and 
use of investable funds on an unheard-of scale. Incentives furnished 
DM119 billion, or almost two-thirds of total private gross investment 
expenditures amounting to DM185 billion, from 1950 to 1955 (ex- 
ceeding 10 times the amounts of United States aid then given). 
With the assistance of incenitves, total annual gross investment spend- 
ing rose from 20 percent of the gross national product in 1948 to 30 
percent in recent years. 

The steeply graduated income-tax rates of 1948 were kept ineffectual 
for the users of incentives. By 1955, income-tax rates across the 
board had been sufficiently reduced to make unnecessary any further 
relief through incentives, and the latter were abolished. The rate of 
investment spending since then, however, continued on a high level, 
partly as a result of the cumulative effect on economic growth of 
rising depreciation allowances, housing needs, and expanding exports. 

The German authorities in 1948 were convinced that the enforce- 
ment of steeply graduated income-tax rates would be highly detri- 
mental to incentives to save, work, and invest. The reduction of the 
income burden, first indirectly by saving and investment incentives 
and later by the outright lowering of the rates, was accompanied by 
® burst of economic growth, proving the soundness of German tax 
policies. 
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Without a lowering of the income-tax burden, no contented middle 
class could participate in the rising standard of living as it does, nor 
would the creative business community have succeded in establishing 
itself. In either case, a progressive, democratic, and free Germany 
would have lost its most loyal supports. Without a less burdensome 
income taxation, the free economy would have failed and public au- 
thorities would have been forced into investment and general economic 
planning and a duplication of the Hitler climate of government super- 
vision and controls. 

In spite of the lowering of the tax rates, personal income-tax collec- 
tion in Germany rose from DM3.8 billion in 1950 to DM10 billion in 
1957. Even under the present ceiling of 55 percent maximum income- 
tax burden, enough progressivity is left in the tax structure to make 
tax revenues grow at a faster rate than the gross national product. 
While personal income-tax collection, for example, increased by 163 
percent in the last 7 years, the gross national product only doubled. 

It should be emphasized that the economic stimulation as a result 
of tax incentives—which sharply reduced the income-tax burden long 
before the nominal rates were reduced—became primarily responsible 
for the rapid growth of the German economy since 1948. The 
doubling of the gross national product in real terms in the last 9 years 
was accompanied by a corresponding rise in tax collection and spend- 
ing. Total public tax revenues (without social-security contribu- 
tions) rose from DM21 billion in 1950 to DM46 billion in 1956 against 
a growth of the gross national product from DM90 billion to DM180 
billion during the same period. 

Concerning the German tax structure, personal income-tax rev- 
enues held their own and provided one-fifth of total public revenues 
in 1950 and 1956. This proportion was so stable because the combi- 
nation between steeply graduated rates and tax relief by incentives 
reduced the effectiveness of the high nominal rates to the level of the 
far lower but fully applicable rates of 1956. 

Other direct taxes, including the corporation tax, furnish 30 per- 
cent of the total. About one-half of all tax revenues in Germany and 
most of the tax income of the Federal Government which spends more 
than two-thirds of the total income from indirect taxes. 

Among them, the Federal, multiple-turnover tax at 4 percent, ex- 
empting farmers and giving relief in many other categories, operated 
as the most important single revenue raiser and has been contributing 
one-quarter of total public revenues in recent years. 

In spite of theoretical claims that such a tax would raise prices and 
is regressive by putting a relatively larger tax burden on the lower 
income groups, these assumptions are not borne out by the German 
experience. The price level in Germany has remained lower than in 
most other industrialized countries and also withstood, far better, in- 
flationary pressures. This tax has not led to an unusual concentration 
in business, either. Incorporated business continued to produce more 
than two-thirds of the industrial output in Germany. To a large ex- 
tent, this tax is being absorbed by producers and the distribution 
system and has reduced economic waste and stimulated productivity. 

The German Government has been convinced for many years of the 
insidious danger of steeply graduated income-tax rates to incentives 
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to work, save, invest, and general growth in a free-market economy. 
It also realized at an early stage the sociological implications of con- 
fiscatory tax rates insofar as the economic and personal freedom of the 
individual is concerned. 

In 1948, the return to a democratic spirit in Germany was dependent 
to no small degree on the economic rights given to all the people to 
keep most of their hard-earned money for themselves. Considerations 
of ny in taxation and ability to pay remained tempered by the 
equally important principles necessary to survive in this world; 
namely, to stimulate individual saving and investment and to provide 
for the maximum of opportunities for individual enterprise and the 
development of a personal financial stake by the masses. 

The steps that were taken to reduce the income-tax rates were most 
successful; not only did the economy grow more rapidly than ever in 
a climate of stable prices, but total public revenues also expanded and 
secured a ila budget. Income-tax reductions set free entre- 
preneurial initiative, which created a flexible economy, providing full 
employment, in spite of the influx of 10 million destitute persons, 
steadily rising standards of living, and a rapidly growing domestic 
and foreign investment. 

Taxpayers again could show their incomes and profits without the 
fear of seeing most of them taxed away. The lowering of the tax rates 
rapidly increased the ability of all classes to save. Institutionalized 
saving, for example, increased from 4 percent of the disposable income 
in 1950 to 8 percent in 1955. 

Business saving in the form of retained profits and depreciation 
allowances rose even more rapidly. These savings made possible the 
financing of the German reconstruction without inflation. They made 
possible, above all, the erection of over 500,000 dwelling units annually 
since 1950. The lesser dependence of the Federal Government on per- 
sonal-income taxation as a source of tax revenues also solved the plight 
of the small-business man by permitting him to keep most of his gross 
profits as seed capital for expansion. The lower income-tax burden 
stimulated the general wilingnes and ability of people to take risks 
and to establish new business or to expand existing ones. Wage earners 
and the professions also became more productive and were eager to 
work longer hours, overtime, and on outside projects to expand incomes 
that would accrue to themselves. 

The German experience in the last decade furnishes outright proof 
that a lowering of income-tax rates is beneficial. The measures taken 
served every objective of a free democratic society in providing incen- 
tives to work, save, invest, and expand and to participate in owner- 
ship in one form or another. The maintenance of stiff income-tax 
rates after 1948 would have had a devastating effect, economically 
and sociologically, upon all major forces of freedom in Germany. 

On the basis of my investigation of the German tax problem, I be- 
lieve that no country can escape the consequences of a heavy income- 
tax burden—at least in the long run—leading to permanent damage 
of a free, flexible economy and of the creative forces inherent in a 
democratic society. 

Thank you, Mr. Chairman. 

The Cuarrman. Thank you, Mr. Wertheimer. 
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We appreciate your appearance and giving us the benefit of your 
thinking. 

Are there any questions? 

If not, we thank you very much. 

Our next witness is Mr. Willis E. Stone. 

Will you give your name, address, and the capacity in which you 
appear for the benefit of the record ? 


STATEMENT OF WILLIS E. STONE, LOS ANGELES, CALIF. 


Mr. Stoner. Thank you, Mr. Chairman and members of the House 
Ways and Means Committee, for the opportunity to appear before 
you and register some well documented views on the troublesome sub- 
ject of taxes. 

My name is Willis E. Stone. My address is 725 Northwestern Ave- 
nue, Los Angeles, Calif. 

To establish my identity, I am president of the American Progress 
Foundation and a director of the Organization To Repeal Federal 
Income Taxes. I am also national secretary of We, the People, and 
a director of the Congress of Freedom. 

My background is that of an industrial engineer. I have long been 
concerned, as every good citizen should be, with the apparent fact 
that taxes have been too low. This is evident because taxes have the 
valid function of paying the costs of government, but taxes have 
failed to achieve this purpose by an average $12 billion per year dur- 
ing these past 20 years, thus putting $240 billion on our national debt 
during these past 2 decades. 

You gentlemen are caught in a most difficult dilemma. Demands 
for tax cuts are the most insistent in many years, and at the same time 
you are confronted with the most dramatic demand in history for 
more tax revenue. ‘This accentuates the fact that spenders can spend 
more and faster than Congress can ever provide, in taxes. 

While it is apparent that taxes are too low, there is an alternate 
equation—that possibly the cost of Government is too high. Many 
years ago I began to investigate this latter possibility—that costs are 
too high—with some rather startling results. 

In seeking the most vulnerable area for cost reduction I was amazed 
at the quantity of Federal corporate activities which exist without 
any pretense of constitutional authority, and the enormous volume 
of tax dollars they absorb each year. 

I wish to submit these findings to you as they offer broad poten- 
tials for enormous reductions in both cost and taxes. 

That the members of this committee may appreciate the quantity 
of Federal agencies involved in some corporate activities directly 
competitive with the private enterprises of our taxpayers, you have 
been handed a copy of Fact Sheet No. 1, which lists more than 700 
Federal agencies so involved. 

There have been 13 issues of Fact Sheet since the first issue which 
contains the list. Each of these issues have dealt with the activities 
of one particular Federal corporate activity. The direct losses 
identified in these reports thus far released are as follows: 
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Vo. 1, No. 2: Abaca production and sales_...__...__._-___-__ $28, 865, 086 
Vol. 1, No. 8: Guba Nickel Oe cscsuaieced vse liatkas pier 90, 249, 000 
VOL. 2, No. dk: Making Gypet iin ies en ekies nicki weeen phe <vmsenbaiea tis, a En a 
Vol. 1, No. 5: Passamaquoddy, since 1956 only_______- eee neers 2, 184, 000 
Vot. I, No. 6: Rania Rae oe ee ee a Bo 12, 000, 000 
Voi, 1, No; Ts Dexes City Tin Smelter... iu aks wo eindt oy 38, 700, 000 
Vol. 1, No. 8: Sugar Act program: 
oS a ae ay eae. ent, ieee Sees 383, 643, 77 
RII UE RN coe te serch sed rere Win eeeerae eee eed ee 
Vol. 1, No. 9: Virgin Islands Corporation, 6 years only_____--—- 138, 236, 457 
Vol. 1, No. 10: Alaska Railroad to June 80, 1954__________--.-_--_ 59, 786, 081 
Vohk ‘41, No; 41:3 ‘DV A fertilines : nrOit a Misisciiss pu ence ccacsmd~ 125, 433, 493 
Vol. 1, No. 12: Federal Crop Insurance Corporation__...___-_--- 208, 324, 731 
Vol. 1, No. 18: Island Trading Company of Micronesia and the 
Trust Territory’ (10 years) . 2b Bee ee ee ee 50, 000, 000 
Vol. 1, No. 14: Reconstruction Finance Corporation (1948 
Onty) eco se be iici es exh isis lLove ball. colt 35 eaede se eee 
TS ge en ee eee 14, 180, 753, 923 


Many studies have been made of the methods through which the 
various Federal agencies have been projected into activities in compe- 
tition with the taxpaying citizens, but this is not germane to this 
hearing. 

Here we are involved with the existence of these activities and the 
potential savings in governmental costs which might be achieved by 
applying curbs to these new and alien practices. 

A view of the manner and extent in which tax funds have been spent 
in recent years can provide an idea of the potential benefits available 
to all of us as such expenditures are abated. 

Under the label of “foreign aid,” the American taxpayers, who have 
never known military defeat, have been compelled, to pay more treas- 
ure into the coffers of foreign powers than all the vanquished people 
in history have been required to pay to their conquerors. 

On the domestic scene, more than 700 Federal corporate activities 
have been established. They absorb about half of our tax dollars and 
have already taken over 40 percent of the land area and 20 percent of 
the industrial capacity of the Nation, riding the backs of the American 
people as interest-free, rent-free, cost-free, and tax-free princes of 
privilege, competing with every American, be he producer or con- 
sumer. 

To get some idea of the gigantic scale of the conquest of State and 
private lands already achieved by the empire builders, we can turn to 
the United States Government Organization Manual and find out 
what the agencies say for themselves. 

One page 238 of the manual for 1955-56, the Forest Service—which 
is in the Agricultural Department—declares that it “administers about 
188 million acres.” This is an area equal to 8.1 percent of all the land 
and water area of the United States and all its Territories and pos- 
sessions, 

On page 203 of the manual for 1955-56, the Interior Department 
asserts : 


The jurisdiction of the Department extends over the continental United States, 
to the islands of the Caribbean and South Pacific, and to lands in the Arctic 
Circle. It includes the custody of 750 million acres of land. 
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This is an area equal to 32.3 percent of the total land and water area 
of the United States and all its Territories and possessions. 

Thus the land taken over by these two Federal agencies alone equals 
the combined area of England, Ireland, Scotland, Wales, Portugal, 
Spain, France, Belgium, “Holland, Luxembourg, ‘Switzerland, Ger- 

many, Iceland, Denmark, Poland, Austria, Czechoslovakia, Hungary, 
Italy, Monaco, Albania, Greece, Yugoslavia, Rumania, and Bulgaria. 

These facts begin to give some pretty good ideas as to why our 
tax bills hurt so much. There is no other place where our efforts 
can yield such tremendous rewards. We must reduce these bureau- 
cratic empires to a dollars-and-cents evaluation to learn the exact 
extent to which abolition of such practices can remove the burden of 
our tax load. 

To rid ourselves of the Federal corporate activities, an amendment 
to the Constitution has been designed to repair the damage done. It 
is a proposal which has been int roduced into C ongress by Representa- 
tive Ralph W. Gwinn, Republican, of New York. It has been ap- 
proved by the State of Illinois. More than 6 ,000 organizations have 
adopted resolutions of support for it. It is known as the “Proposed 

23d amendment.” It is pending in Congress as House Joint Reso- 
lution 123 and, with added provisions, is ¢ also pending as House Joint 
Resolution 355. Section 1 of both these resolutions provide: 

The Government of the United States shall not engage in any business, pro- 
fessional, commercial, financial or industrial enterprise except as specified in 
the Constitution. 

This amendment would stop the political gift of our tax dollars to 
foreign socialistic and communistic governments, leaving individuals 
to do this on a voluntary basis if they wish. By stopping this foreign 
aid, a tremendous saving to taxpayers would be Ssaaibia, In 1954 
alone the foreign grants “and credits amounted to $4,669 million. 

This amendment would cause the Federal corporate activities to be 
sold back to the American people. It is estimated the land, buildings 
and facilities, even under forced sale, would bring better than $50 
billion, all of which should be applied to the national debt, particu- 
larly as series E and F bonds would probably be employed to buy 
those properties. By retiring $50 billion of the national debt in this 
way, we would reduce the taxes required to pay interest on it by $1,250 
million per year. 

Also, the cost of amortizing that volume of the national debt would 
no longer exist and this amortization cost, on a 40-year amortizing 
basis would save the taxpayers $1,250 million per year. 

The average annual losses of the Federal corporate activities dur- 
ing recent years has exceeded $10 billion per year. The sale of the 
Federal corporations would eliminate these losses by eliminating their 
source, thus saving the taxpayers this amount of taxes every year. 

Another important item is the fact that an estimated 1 million Fed- 
eral employees apparently do nothing in their official life except pro- 
vide services without cost to the Federal corporations. They are paid 
by the general fund, therefore their pay comes directly from taxes. 
With the Federal corporate activities sold back to the American peo- 
ple, these employees will be more gainfully employed in private enter- 
prise and 1 million pay envelopes will not have to be filled with our 
tax dollars. These 1 million pay envelopes, containing an average 
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$4,000 per year, will mean a saving to the taxpayers of $4 billion 
er year. 

: There is one more item. It is estimated, and conservatively so, that 

at least $3 worth of goods, services, and facilities are required to main- 

tain every dollar of payroll. On this basis, the saving of $4 billion 

in payroll will mean a related saving of $12 billion in goods, services 

and facilities. 

Now let’s add up these savings possible by enacting the “proposed 
23d amendment.” 

The goods, services and facilities that can be saved amount to $12 
billion. The payroll that can be saved each year is $4 billion. The 
losses that will no longer require tax support, $10 billion. The interest 
saved would be $1,250 million. The amortization charge saved, $1,250 
million. 

The total—annual—would be $28,500 million, plus the savings re- 
sulting from stopping foreign aid, $4,669 million, means a total an- 
nual saving to taxpayers of $33,169 million. Compared with the 
total of individual income taxes collected in the amount of $32,495 
million, indicates the Federal Government would have a surplus of 
$674 million by repealing the individual income taxes—1954 level— 
at the same time the Federal corporate activities are sold back to 
the American people from whom they were taken. 

This gives a startling view of the enormous potential involved in 
this basic American approach. It offers the most dramatic solution to 
the tax problem ever contemplated. It not only would solve the prob- 
lems of this committee, it would solve a great many of the problems 
of labor and capital, consumers and producers and certainly the 
problem of the taxpayers. 

There is nothing extraordinary about any of this, for it contem- 
plates only a return to the basic concept which we all regard as truly 
American. These rewards can be achieved on the very day we focus 
our concern about taxes on the task of restoring the private enterprise 
concept. On that very day we will also find that a veritable flood 
of new tax revenues will begin to flow into the Federal Treasury which 
will enable the Government to steadily retire the national debt and 
cut taxes in other areas. 

This is the way it works. The very day we restore private enter- 
prise by removing political competition, every person in the Nation 
will have more money to spend. Withholding taxes will stop, and each 
one of us knows exactly what that will mean to each of us personally. 
This will not depend on any change in the rate of pay. It only de- 
pends on getting thhe Government back within constitutional limita- 
tions, getting bureaucrats out of competition with our businesses. 

This means that every one of us will have an average of 15 to 20 
percent more money to spend simply because we will have this amount 
of our earnings restored to us. This will be spendable money—in 
exactly the amount we reported on our tax form 1040. Every one 
of us has some mighty good ideas of what we would do with this 
new income. To some of us it means new drapes or new furniture. To 
others it means a new automobile, or even an airplane. Others will 
be able to go into business for themselves, or buy new equipment. 
Even if we save this money, putting it into the bank, it will be avail- 
able for loans so others may expand their business or satisfy some 
important need. 
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However it is used, this better than 15 percent new take-home pay 
will be spent for things, or services, or savings. Under any circum- 
stance, there will be better than a 15 percent increase in business 
volume in our present business community, and this added _ business 
will bear the same tax burden as present business volume. ‘Thus, the 
Federal Government will receive 15 percent more from this source than 
it has in recent years. At the 1954 level, this would mean an in- 
crease of $3,231,900,000 each year from this source. 

Similarly, the sale of the Federal corporate activities would put 
about 20 percent more industrial and business capacity back on the 
tax rolls to share the burden, and this, at 1954 levels, would mean that 
this new source of revenue would yield to the Federal Treasury 
$4,309,200,000 per year. 

The foregoing surplus we cited amounted to $674 million. The 15 
percent increase in business volume will yield $3,231,900,000, and the 
20 percent increase, because of the new taxpayers, $4,309,200,000. 
This means the surplus and new tax sources can yield a total of 
$8,215,100,000 based on the 1954 experience. 

In 1954 the Federal Government operated at a deficit of $3,116 
million. We can take care of that deficit and still leave the Govern- 
ment $5,098,487,000. This is enough to permit the abolition of gift 
and estate taxes of $935 million, and still leave the Government, 
based on 1954 experience, $4,163,487,000 that can be used every year 
to apply on the national debt, retiring it completely on this scale in 
much less than 50 years at the maximum. 

This is a wonderful outlook, and it is all possible by getting Govern- 
ment out of direct competition with its own citizens. 

If this were the end of the equation there would be ample reason 
for us to take vigorous and immediate action on this question, but 
there is still more. 

There is the item of collecting the individual income taxes. This 
amounts to about $200 million every year, and that amount we would 
no longer be required to spend, so that could be applied to the national 
debt. 

Then there is the item of postage, which amounts to an estimated 
$40 million per year just to handle the flood of parcels, booklets, and 
letters relating to collecting the individual income taxes. This ap- 
pears as a deficit in the Post Office Department and would no longer 
require deficiency appropriations of tax dollars, permitting that 
amount of money in our treasury to be used to apply on the national 
debt. 

Then there is the item of printing the tax forms and all the aux- 
iliary items that relate to collecting individual income taxes. This 
amounts to about $100 million every year and appears as a deficit in 
the Government Printing Office which would no longer be requiring 
appropriations, and so could be applied to the national debt. 

There is, in those three items, another $340 million to help pay 
off the debt, stepping up the rate by which we can get back to solvency 
as a nation. All of this sounds mighty good, and every statistical 
fact proves that it is a valid claim. 

It can be done by the enactment of House Joint Resolution 123 or 
House Resolution 355, now pending in Congress. 

Instead of groaning under an inhuman load of individual income 
taxes, we could abolish and repeal the individual income tax laws. 
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Instead of operating the Federal Government at an anual average 
deficit of $12 billion a year, as we have been during the last 20 years, we 
can pay off the national debt at the rate of nearly $5 billion a year 
while operating on a balanced budget. 

Instead of the violent conflict between Government and people 
regarding which shall own and operate the enterprises created by 
the people, we will have a Government devoted to protecting our lives 
and properties. 

Instead of Government being the greatest pauper in history, it will 
be returned to a solvent position and will have the affection of the 
American people returned to it; and the affection of the citizens is the 
greatest asset any government can possibly possess. 

But there is even more. Think of the time, the worry and the 
money each one of us has been spending to conform to the tax require- 
ments. All this would be saved. So would the time, money and 
energy we spend in protective lobbying, special bookkeeping, report- 
ing, accountants’ fees, and any number of other costly impositions 
which now involve us. 

Then there is the saving that will result because it will no longer 
be necessary to ferrent out, prosecute, and incarcerate those who fail, 
for any reason, to conform to the more than 400,000 words now in the 
individual income-tax laws. 

Every person in the land can think of an infinite variety of other 
benefits that will come to every one of us on the ony we take the 
Federal agencies out of competition with our individual business enter- 
prise, thus stopping the waste of our tax dollars, letting us use our own 
earnings in our own way and at our own pleasure by applying the 
savings in governmental cost to the individual income-tax problems. 

The analysis presented here deals only with the dollars-and-cents 
elements of the Federal competition with private enterprise and the 
individual income-tax laws. It does not take into consideration the 
advantages to every business when the threat of cost-free, rent-free 
tax-free, cutthroat competition is removed. 

Neither does it take into consideration the wide variety of benefits 
to come from a people whose genius is not restrained by political 
straitjackets of competition or the blight of impossible tax burdens, 

This seems to add up to a wonderful vision of fabulous benefactions 
that stun the imagination, yet there is still one more highly important 
factor to be considered. When the Federal corporate activities are 
sold back to the American people, tremendous amounts of property 
will go back on the local, county, and State tax rolls. In some areas 
this will be an item of enormous importance. 

In California, for example, the Federal bureaucracy owns 48 percent 
of the land area of the State. Selling back the property held without 
constitutional authority would put about 40 percent more property on 
the tax rolls to share the burden with the present taxpayers. This will 
reduce the amount of taxes to be paid by each taxpayer tremendously. 

In Nevada, the difference will be even greater as the Federal cor- 

orations now own and operate 85 percent of that State. By return- 
ing these vast areas to the jurisdiction of the States in which they are 
naturally contained, means that the principle of States rights will be 
reestablished and the governor of such a State as Nevada, where he is 
currently governor of only 15 percent of a State, will be governor of 
all the State, as was originally intended by the Constitution. 
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And the people of such a State as Nevada, will find that the burden 
of supporting an entire State, and the absentee landlords in Wash- 
ington will be a much simpler and a much less costly experience. 

In each State, and in each city, and to each person, the situation 
differs. But in every instance, without exception, the transfer of 
these vast empires back to the American people, to be restored to the 
constitutional protection which the Founding Fathers originally in- 
tended for our individual enterprise system, means an infinite variety 
of benefactions beyond the power of human imagination—just as the 
Constitution itself held advantages for us far beyond the dream of 
even those who gave it life. 

Well, there it is—a program of dollars and cents reality, built upon 
the hard facts of truth, supported with all the evidence required to 
prove its soundness, sustaining the tremendous financial advantage 
of restoring our private enterprise system, giving the business of 
producing, distributing and consuming the same constitutional pro- 
tection we have always enjoyed in the fields which were more care- 
fully stipulated. It all adds up to the simple equation that when we 
stop political competition with private enterprise, the tax problem 
will very largely be solved. 

We will at the same time restore the sovereignty of the States, just 
as the Constitution intended. 

It will restore international justice, confidence, honor and integrity. 
It will reestablish the American theme of “equal justice under law,” 
with government back at its right job of governing and regulating, 

protecting our lives and pr operty. 

It will constitute a great rebirth of liberty, making us free in fact 
when we are brave enough to face the issue and do the job, giving 
substance to the phrase, the land of the free and the home of the brave. 

It will solve the most difficult of all our internal problems—the 
strife between management and labor—by restoring to labor the fruit 
of its toil, putting a greater net increase in the pay envelope of 
Americans than any politician or any labor leader ever dared to think 
about. 

It staggers the imagination that so many great benefactions, to 
government and people, can arise out of the simple element of restored 
economic justice and balance. 

Gentlemen, I recommend your careful consideration and searching 
investigation into these possibilities. 

Thank you. 

The Cuarrman. Thank you, Mr. Stone, for coming to the committee 
and giving us the benefit of your views. 

Are there any questions ? 

If not, we thank you very much. 

Our next witness is Mr. Sidney Kass. 

Will you identify yourself for the record by giving your name, 
address, and the capacity in which you appear. 


STATEMENT OF SIDNEY KASS, NEW YORK, N. Y. 


Mr. Kass. Mr. Chairman, and gentlemen of the committee, my name 
is Sidney Kass. I live in New York City. 

The testimony that I am about to give expresses my own thoughts 
and convictions. 
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The natural resources (land) of the country belong to all the people, and are 
a part of an estate belonging to generations yet unborn. The Government policy 
should be to safeguard, develop and utilize these possessions. 

The purpose of this presentation is to recommend a tax that will 
yield adequate revenue without discouraging private enterprise, or 
unduly burdening the taxpayer. Land value taxation best fulfills 
these requirements. Its application and effect will be considered in 
two parts, first as it relates to forest and mineral lands, and then sec- 
ondly to agricultural lands. 

Our natural resources have not been used properly so as to assure 
benefits to the general public. ‘Timber and mineral resources are 
exploited differently than are arable lands, and this affects owner- 
ship. Small operations are limited and economically impractical. In 
most cases, large-scale operations require ownership of large areas 
and this intensifies the trend toward monopoly. 

Virgin forest, oil and mineral lands are largely in the hands of 
huge monopolies, who can always control the price of their com- 
modities by holding the major portion of their lands out of use. 
Therefore, our Government should employ a system of land value 
taxation that will make controlled production by single interests im- 
possible. The value of such lands arises from the demands made on 
them by the American people, and the accrued benefits should go to 
the people, and not be in the hands of those combines who reap where 
they never sowed. 

Moreover, despite public and private attempts at conservation forest 
destruction continues. Hence, with the increase in our population, 
the demand for more timber has compelled consumers to purchase 
lumber at inflationary prices. 

Ownership of natural resources is steadily concentrating toward 
large corporations. In 1910 one-half of the privately owned timber 
resources in this country were owned only by 250 individuals, with 
only a few owning the bulk of it. 

It should be borne in mind that there has never been a successful 
program to make private interests mindful of conservation. The 
object of private ownership is pecuniary gain. This induces owners 
of forest lands to denude and market their timber resources as 
rapidly as possible. In this way they escape taxes, interest, and 
guardianship charges that they would bear if their operations were 
extended over a long period of time. Thus, the Nation is deprived 
of a necessary natural resource essential for its future welfare. 

In 1933, Mr. Show, who was then the Federal forester of the Cali- 
fornia region, recommended to Congress increased public ownership 
as a means of enforcing conservation. However, it is important to 
realize that any program that will foster public ownership of forest 
lands will also create an additional tax a for the American 
people. What is really needed is a program that encourages more 
private competitive use of our natural resources. 

Mining of minerals during the last two centuries, like lumbering, 
has also become a large-scale industry, requiring large land tracts. 
This has led to the relatively rapid acquisition of minera] lands by 
single interests. Notwithstanding congressional efforts to guard 
against this monopoly of mineral deposits on the public domain, the 
concentration by private owners has gone on unabated, and ownership 
of the most valuable deposits is now concentrated in the hands of 
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gigantic corporations. Another point that should be emphasized is 
that the speculative price of oil land in the United States has made 
petroleum deposits inaccessible for competitive use. 

Monopoly of ownership and the wasteful exploitation of forest and 
mineral lands are a direct result of land speculation. Rising land 
prices are making more lands less accessible to production. Conse- 
quently, single interests are encouraged to speculate in land and hold 
it out of use for future higher prices. Wasteful exploitation runs 
free, for not only do large areas remain a for long periods of 
time, but it becomes more profitable to market whatever resources 
there might be as rapidly as possible with no regard for conservation. 

The speculative value of land would be abrogated, and equitable 
landholding would come about through land value taxation. It should 
be made clear, however, that there is a difference between land and 
“real estate.” Land is the bare earth in its natural state, while “real 
estate” includes the bare land and improvements made by man. 

The land obtains its value because of its location or fertility, which 
is a combination of natural advantages or the result of human progress. 
Its value, therefore, can be attributed to no single individual or group, 
but to peculiar circumstancess in which all the populace plays a part. 

However, if capital and labor are applied to the land, such as erect- 
ing buildings and adding other improvements thereto, those who fur- 
nish the capital and labor create additional wealth. If such additions 
to wealth are taxed—and they are the sources of employment and sus- 
tenance to the community—thence those who create wealth and give 
emloyment are penalized while those who hold land which is the 
bounty of nature, intended for common use, suffer no panalties as 
long as the rise in value of such land more than compensates for the 
taxes now levied thereon. Thus, it is manifest and the theory is 
becoming widespread, both in this country and abroad, that in taxa- 
tion the value of the land as distinguished from the value of the 
improvements thereon should be taxed exclusively or at a much higher 
rate. 

Not infrequently farm leasing problems are examined largely in 
the setting of tenancy, but this approach leaves some of the basic 
economic issues unsolved. An appraisal of the factors affecting pro- 
duction indicates that many of the problems confronting tenants are 
also faced by other farm-tenure groups. 

Attaining maximum net returns from the working of the land has 
been difficult for tenants and others because of small farm units, too 
much reliance on hand labor, inadequate capital and inefficient farm 
management practices. Farm tenancy has intermittently increased 
and has reached such proportions that the number of tenant farmers 
far exceeds the number of owners and managers. 

The spread of farm tenancy in the United States is no doubt due 
in large part to land engrossment arising from financial speculation 
and the consequent rising of rental income from land. It is indeed 
a sordid fact that over a period of a century and a half a nation with 
a seemingly boundless area, largely arable, and with a relatively 
sparse population compared with Europe and Asia and with land until 
recently distributed freely to settlers, should develop a landless class. 

Taking the Nation as a whole, approximately one-half of its farm- 
ers are tenants in one way or another. Tenant farming prevails in 
every section of the country, and there is no evidence that the per- 
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centage will decline. In fact, with the cyclical tendency for land 
values to increase the proportion of tenant farmers is likely to rise 
and agrarian problems, which have wrecked older nations in Europe 
and Asia, promise to become just as serious here in our own blessed 
land. 

It has been truthfully stated that— 
there has never been an attempt in this country to make a comprehensive 
analysis of all our land-tenure problems or to evaluate the institution of rural 
tenancy as an integral part of our national agricultural economy. Most stu- 
dents of rural tenancy are, however, agreed that it is associated with and per- 
haps the cause of certain socially undesirable phenomena. 

One of the outstanding evils of rural tenancy is its discouragement 
of stable farm occupancy. The habit of migrating has a bad effect 
socially and economically on both the farmer and the farm. It dis- 
courages farm improvement and leads to careless agriculture. 

Another factor is that tenant farmers are not likely to employ an 
adequate number of laborers on the farms they occupy. Nor are they 
likely to pay a fair rate of wages, since the employment of laborers 
is regarded by them as an expense that may not be recovered from 
the returns on their crops. 

According to a statement prepared under the auspices of the land 
planning committee of the National Resources Board, published in 
1935, our policy should be to achieve the following five objectives: 
(1) To insure reasonable stability of occupancy among farm tenants; 
(2) To eliminate excessive land speculation and irresponsible absentee 
ownership; (3) To promote progress to ownership by farm operators 
who are competent to assume the responsibilities of owner-operator ; 
(4) To create conditions of occupany and land use favorable to soil 
maintenance and improvement; and (5) to stimulate a fuller identifi- 
cation of farm laborers and tenants with community life by reducing 
the number of migratory farm tenants and laborers, and by encourag- 
ing group activity among this class of our population. 

Henry George, in his book Progress and Poverty, advocates the use 
of a land value tax to absorb the economic rent of land, as a means of 
improving the living conditions of all farm-tenure groups. 

The fact is that taxation as now levied, falls on the farmer with 
peculiar severity. They are taxed on all their improvements—houses, 
barns, fences, crops, and stock. The personal property which they 
have cannot be as readily concealed or undervalued as can the more 
valuable kinds which are concentrated in the cities. They are not only 
taxed on personal property and improvements, which the owners of 
unused land escape, but their land is generally taxed at a higher rate 
than land held on speculation, simply because it is improved. 

The farmer would be a great gainer and the need to subsidize him 
would be abolished if the taxes now imposed on improvements were 
shifted to the value of the land, for the taxation of land values would 
fall with greatest weight, not upon the agricultural districts, where 
land values are comparatively low, but upon the towns and cities 
where land values are high; whereas taxes upon personal property 
and improvements fall as heavily in the country as in the city. And 
in sparsely settled districts there would be hardly any taxes at all for 
the farmer to pay. For taxes, being levied upon the value of the bare 
land, would fall as heavily upon unimproved as upon improved land. 
Acre for acre, the improved and cultivated farm, with its buildings, 
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fences, orchards, crops and stock, could be taxed no more than unused 

land of equal quality. The result would be that speculative values 

would be kept down, and cultivated and improved farms would have 

no taxes to pay until the country around them had been well settled. 

In fact, paradoxical as it may at first seem to them, the effect of 
utting all taxation upon the value of land would be to relieve the 
arder working farmers of all taxation. 

Once the speculative value of land is diminished, it will become 
much easier for farm tenants to acquire ownership of the land they 
work on. Thus, farm tenancy will be sharply reduced, and the prob 
lem of migratory farmers will be alleviated. As more owner-operators 
come into being, more farm laborers will be employed at higher wages, 
Farms will be managed efficiently through the increased use of modern 
farm machinery. Community life will become stable and group ac- 
tivity among this class of our population will be encouraged leading 
to a happier and more prosperous America. 

Thomas Jefferson warned us about the need for eternal vigilance to 
protect the people from the ambitions to privilege and power that 
the monopolization of land—natural resources—always made possible. 
The following is an excerpt taken from his writings: 

Whenever there are * * * uncultivated lands and unemployed poor, it is clear 
that the laws of property have been so far extended as to violate natural right. 
The earth is given as common stock for man to labor and live on. If for the 
encouragement of industry we allow it to be appropriated, we must take care 
that other employment be provide to those excluded from the appropriation. 
If we do not, the fundamental right to labor the earth returns to the unemployed. 
It is too soon yet in our country to say, that every man who can not find em- 
ployment, but who can find uncultivated (idle) land, shall be at liberty to 
cultivate (use) it, paying a moderate rent. But, it is not too soon to provide 
by every possible means that as few as possible shall be without a little portion 
of land. The small homes are the most precious part of the state. 

A tax that will appropriate the annual rental value of sites and 
natural resources cannot be passed on to others, whether tenants or 
consumers. Land value is not an industry-produced value. Its crea- 
tion, an automatic and gratuitous social act, and its disposition in 
terms of taxation, can have no negative effect on the processes that 
produce wealth. In fact, a tax on land values acts as a definite 
stimulant to production. Therefore, inflationary prices of commo- 
dities can be held in check and eventually permanently reduced. 

Our greatest threat is the rising cost of production, distribution, and 
of living, and we cannot hope to win the economic competitive race 
ahead, unless we see to it that the tax laws allow producers of wealth 
every incentive to produce, by exempting the fruit of labor and capital 
from taxation. There’s no other way. 

By the application of this land value tax a surplus in our national 
revenue will be realized. Hence, it will become possible to reduce 
or eliminate all taxes now imposed on other sources of income. 

Attention should be brought to the fact that Congress often taxed 
the value of land by the use of a direct, annual ad valorem land tax. 
This type of taxation was employed in 1798, 18138, 1815, and 1861, by 
calling upon each State to raise a specific amount, and telling States 
how to lay and collect such a tax. 

In his first budget message, President Eisenhower said, 


We must develop a system of taxation which will * * * not discourage work, 
savings, or investment * * * 








GENERAL REVENUE REVISION 3545 


Land-value taxation will accomplish this, and preserve the fiscal 
integrity of the Government as well. 

The HAIRMAN. Thank you for coming to the committee and giving 
us the benefit of your thinking on this matter. 

Are there any questions? 

If not, we thank you very much, sir. 

Mr. Hertone. Mr. Chairman, I would like to insert a statement on 
behalf of my colleague, Mr. Sadlak, and myself in the record at this 

int. 

The Cuarrman. Without objection, it is so ordered. 

(The statement follows :) 


STATEMENT BY REPRESENTATIVE ANTONI N. SADLAK (REPUBLICAN, CONNETICUT) 
AND REPRESENTATIVE A. S. HERLONG, JR. (DEMOCRAT, FLORIDA) 


We should like to take this opportunity to express our appreciation to the 
many witnesses who testified, in the 24 days of hearings just concluded, in 
favor of our tax reform bills, H. R. 6452 and H. R. 9119. These witnesses obvi- 
ously gave considerable time and thought to their testimony and made, in our 
judgment, a convincing case which proves the pressing need for tax reform 
legislation at this time. While a detailed analysis of the hearings is not avail- 
able, we know it is a fair statement to say that more than two-thirds of those 
witnesses who testified in favor of tax reduction of some sort supported our bills. 
These witnesses cited chapter and verse of the oppressive results of present 
tax rates on enterprise of all sorts, particularly small business. They presented 
conclusive evidence that the need for tax reform is the Nation’s No. 1 domestic 
problem. 

In recent days, there has been a growing belief in Washington that tax action 
is necessary to stem the recession and turn our economy back toward full oper- 
ation. The question is rapidly becoming one of: What kind of legislation would 
best fit the current situation? This question is of crucial importance because 
tax reduction dollars are and will remain scarce in relation to the needs for 
economic reinvigoration, and then sustained economic growth without continu- 
ous inflation. With tax reduction dollars devoted to rate reform, there cer- 
tainly would be greater economic growth with the most rapid increase in living 
standards and new and better job opportunities. 

We are convinced the Nation cannot afford to dissipate its human and eco- 
nomic resources by continuation of unsound tax rates. In other words, we be- 
lieve the criteria for tax action should not be one of division of tax reduction 
dollars between multiple purposes, but should be one of how much rate reform 
can we afford and how fast? 

We, therefore, wish to restate at this time the basic premises of the measure 
which we have sponsored, especially in regard to its practicality under current 
conditions. 

This measure forward schedules annual rate reductions over a 5-year period, 
beginning January 1, 1958. With reform of the structure to unleash dormant 
economic capacity as its principal purpose, the top rates of both individual and 
corporate tax would be brought down to 42 percent. There would be correspond- 
ing compression of the middle bracket rates, with the first rate going down from 
20 to 15 percent. Thus, over 5 years, in addition to reforming the rate structure, 
this measure would provide a minimum of a 25 percent reduction for all income 
taxpayers. Forward scheduling over a period of years is made feasible by the 
inclusion in the legislation of postponement provisions. 

We should like further to call attention to the fact that since economic growth 
and hence Federal revenues are now lagging behind normal expectations, it may 
be most opportune to seek quick benefit from early enactment. 

We, therefore, would like to suggest that one way of achieving quick recovery 
for the economy is to enact this legislation, effective January 1, 1958, with the 
January 1, 1959, as well as the January 1, 1958, cuts going into effect without 
recourse to the postponement procedures. We suggest this course of action be- 
cause economic growth is lagging and it is becoming increasingly obvious that 
tax action is necessary to cure the recession. The three remaining annual 
cuts, the first scheduled for January 1, 1960, would be covered by the postpone- 
ment procedures originally devised to protect budget balance, 
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The revenue effect in fiscal year 1958 of retroactive enactment as of January 
1, 1958, would be negligible, whereas the total effect of the combined reductions 
as of January 1, 1958, and January 1, 1959, in fiscal year 1959 would be in the 
order of $5 billion. That this revenue should be quickly recouped as the economy 
picks up is indicated by the fact that, if there had been no interruption by the 
recession of the historical growth pattern, actual revenues in fiscal year 1959 
would be about $4.5 billion greater than was estimated in the 1959 budget. 

This $4.5 billion estimate is based on the same growth factors used, when 
we introduced the legislation, in estimating that under normal conditions annual 
revenue growth should run up to $4 billion a year. On an annual basis, the 
program of rate reductions contained in our bills would have an average revenue 
effect of only about $3 billion. 

The Cuatrman. The completion of today’s witness list concludes 
our hearings on general revenue revision. This is our 24th consecutive 
day of hearings. 

During the course of the past 5 weeks the committee has had the 
benefit of receiving the views and recommendations of some 550 to 
600 individuals representing all segments of our economy and practi- 
cally all facets of our business community. Two hundred and eighty- 
seven witnesses presented oral testimony to the committee. 

The committee has received the views of these persons and organi- 
zations on major policy questions relating to income, estate and gift 
taxes, which were indicated as appropriate areas for testimony in the 
second detailed announcement of September 11, 1957. Through the 
vehicle of these hearings, therefore, American taxpayers have been 
afforded the opportunity of advising this committee of the Congress, 
which has original jurisdiction over all revenue measures, as to their 
recommendations relating to action which should be taken to achieve 
a more equitable, responsive, and balanced tax system. 

I would like to here emphasize that this committee, being well 
aware of the vital relationship between our tax policy and our economic 
well-being, first announced these hearings last August. The course 
of events since that date has amply proved the wisdom of the earlier 
decision by our former chairman. 

The record of these hearings will remain open for a period of 2 
weeks for the purpose of receiving additional information which has 
been requested from time to time of witnesses by members of the com- 
mittee, additional statements for the record in the case of individuals 
and/or organizations who were unable to appear in person, and other 
pertinent material appropriate for inclusion in the record which is in 
accord with the August 9 and September 11, 1957, announcements rela- 
tive to these matters. 

In this connection, I invite the attention of interested persons to 
the general rules which were laid down in the detailed announcement 
of September 11, 1957, concerning the type of statements which are 
to be considered appropriate for inclusion in the printed record. As 
was stated in that release, information presented to the Subcommittee 
on Excise Taxes during the general hearings conducted by that sub- 
committee in the fall of 1956 will be incorporated by reference in these 
hearings and there will be included in the printed record of these 
hearings only statements relating to proposals which were not covered 
in the subcommittee hearings and proposals relating to new develop- 
ments in the excise tax field since those hearings. 

The staffs of the Committee on Ways and Means and the Joint 
Committee on Internal Revenue Taxation, in conjunction with the 
staff of the Treasury Department, have been instructed to immediately 
begin analysis and thorough study of the proposals which have been 
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made to the committee during the course of the past 5 weeks prepara- 
tory to discussing with the committee during its consideration of 
revenue revision proposals. 

On behalf of the Commitee on Ways and Means I wish to express 
appreciation to the large number of witnesses for their valuable con- 
tributions and for their cooperation with the committee and its staff 
in the scheduling and conduct of these hearings. We all wish that 
more time had been available, but this year the committee is faced 
with an extremely heavy workload in several areas of its jurisdiction 
due to expiring statutes, et cetera, and 5 weeks was the maximum time 
which could be devoted to this subject. 

The general tax revision hearings of 1958 are now closed. 

(Whereupon, at 4 p. m., the committee adjourned.) 


APPENDIX 


(The following communications, all referring to excise taxes, were 


received by the committee :) 
HOUSE OF REPRESENTATIVES, 
Washington, D. C., January 13, 1958. 
Hon. WILBuR D. MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 
DEAR COLLEAGUE: Enclosed please find a letter from one of my constituents 
regarding a special tax problem of the South Bay Yacht Club in my district. 
You will note that this organization strongly recommends an amendment to 
section 4242 (a) of the Internal Revenue Code as per the attached proposed bill. 
In the event that hearings are held on this particular section, it would be ap- 
preciated if my constituent’s views could be incorporated in the hearings and a 
notation that I heartily concur in the point of view he has presented. 
Thanking you for your courtesy, I am 
Yours sincerely, 
CHARLES §. GUBSER. 


San Jose, Carir., January 6, 1958. 
Hon. CHARLES GUBSER, 
House of Representatives, Washington, D. C. 

Dear Mr. Gusser: The South Bay Yacht Club is a boating organization which 
has been in existence over 60 years and which maintains its facilities at the 
extreme southerly end of San Francisco Bay. Its membership has an does in- 
clude many of the leading citizens of this community. The South Bay provides 
some of the roughest expanses of water in the bay area, particularly when 
the prevailing southwesterly afternoon wind meets an ebb tide. It has narrow 
channels and treacherous mud and shell flats. In consequence, only those boats- 
men who are entirely familiar with the area are qualified to take a boat into 
many parts of the South Bay during adverse conditions. 

Through participation in the activities of the South Bay Yacht Club, its mem- 
bers have acquired unusual skill in small-boat operation in the area. These 
abilities have repeatedly proved to be of great value during national and local 
emergencies. A few examples of such serivces rendered by its members were 
the dimming of the aids to navigation at the outbreak of World War II, an im- 
posing list of rescues from death by drowning or exposure, assisting in opera- 
tions involving aircraft which have fallen into the South Bay, furnishing wa- 
ter transportation to legislative groups and other public officials, and a host of 
related public services. 

While the organization bears the misleading title of “Yacht Club,” it actually 
has a membership composed of small-boat owners of whom most have limited 
finances to devote to this worthwhile activity. Section 4242 (a) of the Internal 
Revenue Code of 1954 imposes a severe handicap to the group’s operations. This 
section imposes a 20-percent tax on initiation fees or annual dues in excess of 
$10. This is bad enough, but it also imposes a like tax upon assessments irrespec- 
tive of purpose and upon any charge for the use of facilities which apparently 
covers mooring fees for the members who own boats, and apparently would cover 
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money raised to dredge the basin where the small craft are moored. In conse- 
quence of this tax burden, the membership is fearful that it will be forced to dis- 
band. 

It is our understanding that on January 10, 1958, an amendment to section 
4242 (a) of the Internal Revenue Code will be introduced in the Congress of 
the United States. A copy of the proposed amendment is enclosed. 

The membership of the club has asked that this office write to you on be- 
half of the individual members in the hope that you can consistently see fit 
to urge that careful consideration be given to the enactment of the proposed 
amendment. It would seem to be a short-sighted policy to impose such a tax 


hardship upon individuals who are engaging in a nonprofit and worthwhile club 
activity. 


With every good wish, we remain, 
Very truly yours, 
HueGu S. CENTER 
(For Rankin, Oneal, Luckhardt & Center). 


STATEMENT BY NATIONAL CONFERENCE FOR REPEAL OF TAXES ON TRANSPORTATION 


The National Conference for Repeal of Taxes on Transportation strongly be- 
lieves that when your committee undertakes tax adjustments, repeal of the 
excise taxes on transportation should have priority consideration. 

The national conference is made up of a large number of organizations who 
agree that the transportation taxes should be repealed. These organizations 
represent shippers, travelers, all forms of transportation, along with agricul- 
ture and labor. List of the organizations authorizing the conference to speak 
for them is attached. 

The national conference exists for the sole purpose of seeking repeal of the 
transportation taxes, and serves as the coordinator of the activities of the 
participating organizations. Its office is at room 605, 1000 Connecticut Avenue, 
Washington, D.C. 

Realizing the difficulties confronting this committee and the Congress in the 
critical situation in the world, the national conference is realistic in its ap- 
proach to the question with which it is concerned. But it does maintain that 
these transportation taxes should have early consideration, because they are 
a severe drag on for-hire transportation and on those who must rely on such 
transport; because they are the most discriminatory of excise taxes; because 
they affect the cost of living; and because repeal would be offset in considerable 
measure by more revenue from income taxes. 

While the problems of transportation are not within the purview of this com- 
mittee, we call attention to such facts as these: Disturbed by the problems of 
some segments of the railroad industry, a Senate subcommittee is holding exten- 
sive hearings on that subject ; suffering sharp declines in traffic and earnings, one 
major airline has applied for Federal subsidy and another has announced reduc- 
tions in pilot personnel. Relief from the transportation taxes can be a great 
lift to for-hire carriers. It should be added that the Interstate Commerce Com- 
mission, which regulates surface carriers, supports repeal of these taxes. 

Clearly it was not the intent, when these taxes were imposed, to continue 
them indefinitely, as they were largely wartime measures. Each year seems 
to find new reasons for postponing repeal, and while the fiscal problems of the 
Government cannot and should not be ignored, the transportation taxes seem to 
us to be the most discriminatory as well as most damaging of all excise taxes. 

Industries and persons able to provide their own facilities for freight or pas- 
senger travel can and do avoid the tax; any steps Congress takes toward repeal 
should slow the trend toward private transportation and give for-hire carriers 
a chance to meet such competition. 

Many travelers going abroad can avoid the tax by simple expedients; shippers 
in areas near the Canadian border must compete with shippers across the line 
who pay no such tax; shippers with long hauls pay heavily in transportation 
taxes as against those who happen to be closer to their markets. 

From the standpoint of revenue, it should be borne in mind that a major part 
of these taxes is deductible business expense, so that much of the loss in 
revenue would be offset by increased incomes taxes. 

From the standpoint of the public, it is obviously an important item in the 
cost of living. With 500 million tickets for passenger travel sold in a single 
year all paying the tax, and with every freight shipment by for-hire carriers 











n 
of 


p- 
it 


GENERAL REVENUE REVISION 3549 


subject to the tax (pyramiding with each movement of goods) it clearly affects 
every consumer. As items in the cost-of-living index, they affect escalator clauses 
in labor contracts—in short are serious contributors to inflation. 

Any revision, such as the gradual repeal which has been suggested in some 
quarters, is certainly a desirable step in the right direction. However, the na- 
tional conference suggests that for the reasons stated, as well as for the other 
reasons more extensively presented to your Excise Tax Subcommittee by the 
national conference a year ago, consideration should be given to complete repeal 
of all the excise taxes on transportation. 


SUPPORTING ORGANIZATIONS FOR NATIONAL CONFERENCE FOR REPEAL OF TAXES 
ON TRANSPORTATION 


Air Conditioning & Refrigeration Institute 

Air Transport Association of America 
American Association of Nurserymen, Inc. 
American Farm Bureau Federation 

American Hotel Association 

American Merchant Marine Institute 

American Mining Congress 

American National Cattlemen’s Assn. 

American Retail Federation 

American Retail Coal Association 

American Short Line Railroad Association 
American Society of Travel Agents 

American Transit Association 

American Trucking Associations, Inc. 
American Veneer Package Assn., Inc. 
American Waterways Operators, Inc. 
Associated Cooperage Industries of America, Inc. 
Associated Equipment Distributors 

Associated Traffic Clubs of America 
Association of American Railroads 

Association of American Ship Owners 

Athletic Goods Manufacturers Association 
Atlanta Freight Bureau 

Brotherhood of Locomotive Engineers 
Brotherhood of Locomotive Firemen & Enginemen 
Brotherhood of Maintenance of Way Employes 
Brotherhood of Railroad Signalmen of America 
Brotherhood of Railroad Trainmen 
Brotherhood of Railway Carmen of America 
Brotherhood of Sleeping Car Porters 

California Manufacturers Association 

California State Chamber of Commerce 

Casket Manufacturers Association of America 
Chamber of Commerce of Kankakee, III. 

Chamber of Commerce of Kansas City 

The Cleveland Chamber of Commerce 
Committee of American Steamship Lines 
Committee for Oil Pipe Lines 

Compressed Gas Association, Inc. 

Copper & Brass Research Association 

Corn Industries Research Foundation 

The Dude Rancher’s Association 

Federation for Railway Progress 

Florida Boatsmen Association 

Foundry Equipment Manufacturers Association, Inc. 
Freight Forwarders Institute 

Greater Detroit Board of Commerce 

Institute of Scrap Iron & Steel, Inc. 
International Apple Association, Inc. 

Los Angeles Chamber of Commerce 
Manufacturing Chemists Association 

Millers’ National Federation 

Mississippi Valley Association 

Monument Builders of America, Inc. 

National Agricultural Limestone Association, Inc. 
National American Wholesale Lumber Association, Inc. 
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National Association of Frozen Food Packers 
National Association of Motor Bus Operators 
National Association of Railroads & Utilities Commissions 
National Association of Refrigerated Warehouses 
National Association of Travel Organizations 
National Bus Traffic Association, Inc. 

National Coal Association 

National Concrete Masonry Association 

National Cotton Compress & Cotton Warehouse Association 
National Fisheries Institute, Inc. 

The National Grange 

National Industrial Traffic League 

National Institutional Wholesale Grocers 
National Live Stock Producers’ Association 
National Metal Awning Association 

National Plant Food Institute 

National Retail Furniture Association 

National Sand & Gravel Association, Inc. 
National Stationery & Office Equipment Association 
National Tank Truck Carriers, Inc. 

National Wholesale Druggists’ Association 

New Orleans Traffic & Transportation Bureau 
Ohio State Industrial Traffic League 

Order of Railway Conductors and Brakemen 
Order of Railroad Telegraphers 

Pacific American Steamship Association 

Portland Freight Traffic Association 

Railway Progress Institute 

Savannah Chamber of Commerce 

Seattle Chamber of Commerce 

Sheet Metal Workers International Association 
Society of American Florists 

Steel Kitchen Cabinet Manufacturers’ Association 
Stockton Chamber of Commerce 

Switchmen’s Union of North America 

Traffic Bureau of Sioux Falis 

Transcontinental Passenger Association 
Transportation Association of America 

West Coast Lumbermen’s Association 





STATEMENT OF ALVIN A. Vocres, SECRETARY-MANAGER, AMERICAN VENEER PACKAGE 
ASSOCIATION, INc., ORLANDO, FLa., Re Exctst TAxes ON TRANSPORTATION 


My name is Alvin A. Voges. I am secretary-manager of American Veneer 
Package Association, Inc., with offices at 122514 North Orange Avenue, Orlando, 
Fla., which position I have held for 7 years. 

American Veneer Package Association, Inc., is a non-profit organization repre- 
senting on a national basis the manufacturers of wood veneer fruit and vegetable 
containers. 

As presently composed it has been in operation for 32 years and represents the 
very substantial majority of manufacturers of wood veneer fruit and vegetable 
baskets made in the United States. 

At this time we wish to adopt the statement made to the Ways and Means 
Subcommittee on Excise Taxes by Donald G. Ward in December 1957 for the 
National Conference for Repeal of Taxes on Transportation. 

Further, we wish to adopt as ours the 2-page statement being made to the 
Committee at this time by the National Conference for Repeal of Taxes on 
Transportation. 

Further, we ask the privilege of entering the following supplemental statement: 

As members of the House Ways and Means Committee you are fully conversant 
with the Federal transportation taxes and know the intent of Congress, when 
such taxes were instituted, is not today’s reasons for continuation of those taxes. 

Similar taxes were existent in the time of World War I and were repealed 
shortly thereafter. Canada during World War II had such a tax but repeal 
was effected 10 years ago. 
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The cost to business of handling the accounting of these taxes is staggering, 
particularly this is true for those engaged in the business of transportation. It 
might very well be contemplated that the whole cost of business and government 
in calculating, accounting, and reporting such taxes equals or exceeds the revenue 
derived therefrom. 

We do not believe a single argument, other than revenue, can be advanced to 
support their continuation ; and such net revenue, if any, as they produce beyond 
their cost of handling at al! levels, can and would be better collected in more 
honest fashion from other sources or foregone entirely. 

It is our opinion, a major portion, all, or more than all of the revenue lost 
to the Government by repeal of these taxes would flow back to it in the form of 
profits which would be increased through the retention by business of the tax 
amount itself plus the savings in cost in handling the tax plus the savings to 
Government through reduced collection and accounting costs for such taxes. 

We believe the hearings in connection with these taxes have given overwhelm- 
ing and irrefutable proof of their obnoxious and extravagant nature. 

It is our opinion, since the emergency for which these taxes were instituted is 
‘no longer existent, and since transportation mediums of every kind are search- 
ing for additional traffic, and in fact reducing their operations for lack of traffic, 
continuation of these taxes is dishonest and discriminatory and places a burden 
on the free flow of commerce. 

We therefore ask that each of you members of this committee, individually and 
as a whole, in the interest of the public and in the interest of maintaining a strong 
transportation system for national defense, approve a bill to repeal such taxes. 


NATIONAL ELECTRICAL MANUFACTURERS ASSOCIATION, 
New York, N. Y., January 3, 1958. 
Subject: Manufacturers excise taxes. 


Hon. WiLBuR D. MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


Dear Sirk: On numerous occasions the National Electrical Manufacturers 
Association has filed statements with or made presentations to congressional 
committees, including both the House Ways and Means Committee and the 
Forand subcommittee, urging repeal of the discriminatory manufacturers excise 
taxes imposed on articles covered by sections 4111, 4112, and 4121 of the Internal 
Revenue Code. 

The last presentation was made at the hearings held by the Forand suhcom- 
mittee on November 28, 1956. 


REPEAL OF MANUFACTURERS EXCISE TAXES 


Rather than burden your committee with additional briefs at this time, we 
wish briefly to reaffirm our position, on behalf of those manufacturers which are 
members of this Association and whose products fall within the categories of the 
excise taxed articles mentioned, and strongly recommend the repeal of manufac- 
turers excise taxes imposed thereon. 


REVISION OF ADMINISTRATIVE PROVISIONS 


Apart from the question of excise-tax coverage, we recommend that future 
consideration be given to the revision of the administrative provisions. 

Manufacturers excise taxes are administered and enforced on the basis of 
hundreds of unpublished private rulings given to individual taxpayers. In failing 
to provide adequate information with respect to the questionable issues on which 
the Internal Revenue Service has been obliged to issue these unpublished rulings, 
the existing regulations impose a serious compliance burden upon taxpayers and 
lead to unwarranted discrimination among competitors, 

We recommend, therefore, legislative revision that will require effective steps 
to ensure the promulgation of excise tax regulations and the prompt publication 
of Internal Revenue Service regulations, rulings and interpretations. 

Very truly yours, 
NATIONAL ELECTRICAL MANUFACTURERS ASSOCIATION, 
H. G. BLAKESLEE, 
Chairman, Excise Tax Committee. 
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THE WESTERN UNION TELEGRAPH Co., 
Washington, D. C., February 14, 1958. 
Hon. WILBUR MILLs, 
Chairman, Committee on Ways and Means, 
New House Office Building, Washington, D.C. 


Deak Mr. CHAIRMAN: Recent press reports indicate that your committee, to- 
gether with administration officials, is giving serious consideration to some 
form of remedial reduction in taxes, to halt and reverse the serious decline and 
continuing downward trend in the Nation’s economy. 

May I respectfully invite the committee’s consideration to the immediate 
benefits that would flow from the elimination of the excise tax on telegrams. 

Communication is the nerve system of all commercial activity and as such 
plays an important part in every economic readjustment. Elimination of the ex- 
cise tax on telegrams will contribute directly and effectively to the purposes for 
which tax reduction is now being considered. In this connection it is worth point- 
ing out that telegrams, to a much greater extent than other forms of com- 
munication, are primarily a medium of business communication. Over 80 
percent of telegrams are sent in connection with business operations. 

In addition to the immediate stimulus to general business activity that would 
result from elimination of the telegraph excise tax (through lowering the cost 
to business of an essential means of carrying on its day-to-day operations) 
such action would also have the effect of eliminating an excise tax which 
is arbitrary, discriminatory and inconsistent with the public interest. 

The rationale for Government regulation of telegraph service is based on 
the consideration that these services are essential to the common welfare; the 
rates of the common carriers providing these services are subject to government 
scrutiny and approval, and their earnings are governed in accordance with 
regulatory criteria which impose a maximum limit even in times of greatest 
economic activity, but without regard to the degree with which utilities fail to 
earn a proper return in times of business recession. It is entirely inconsistent 
with that rationale, therefore, to impose a surcharge upon the rates and charges 
required to provide these essential services to the public. Furthermore, and 
to the extent that the excise tax tends to inflate costs to the public resulting in 
contraction of unit volume and, consequently, earnings, it will serve also to 
contract the areas of service, to the detriment of the public interest. 

Apart from these other considerations, the excise tax on telegrams, being 
a selective one, is arbitrary and discriminatory on two counts: 

(1) It is applied to the essential services provided by the telegraph indus- 
try but not to similar public services, such as water, gas, and electricity. 

(2) It is applied to the essential telegraph industry but not to a host of 
industries in other, nonessential, areas. 

In this connection, it is appropriate to point out that in comparable circum- 
stances, the Government has historically undertaken to provide postal services 
at rates below costs, because such service is considered essential to the public 
convenience and necessity. In the face of this view, it is inconsistent in the ex- 
treme to impose an excise tax upon the similarly essential services provided in 
the telegraph field. Indeed, that inconsistency becomes incongruous when it is 
recognized that one of the postal services—airmail—directly competes with the 
taxed telegraph service. 

Additionally, for your convenient reference, I am attaching a copy of a state- 
ment by Mr. G. Stewart Paul, our vice president in charge of operations, formally 
presented in hearings before the Subcommittee on Excise Taxes on November 
30, 1956. Our position, as stated by Mr. Paul, remains unchanged except for the 
statistical information contained on pages 2, 4, and 6. The attached now brings 
this portion of the statement up to date. 

I should like to urge that the attached statement be brought to the attention 
of the members of your committee for consideration and incorporated into the 
record of the proceedings in the general tax revision hearings. 

Very truly yours, 
K. W. HEBERTON. 
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STATEMENT OF G. STEWART PAUL, VICE PRESIDENT OF THE WESTERN UNION TELE- 
GRAPH Co. BEFORE THE SUBCOMMITTEE ON EXCISE TAXES OF THE COMMITTEE ON 
Ways AND MEANS, House OF REPRESENTATIVES, NOVEMBER 30, 1956, REVISED 
To Fesruary 15, 1958 


My name is G. Stewart Paul. I am vice president in charge of operations of 
the Western Union Telegraph Co. I appreciate the oportunity to present for 
the consideration of the subcommittee, on behalf of Western Union, this brief 
statement about a matter which is of vital importance to the Nation’s telegraph 
system—the Federal excise tax on telegrams, 

May I first say that my company has been privileged to participate in some 
small measure in earlier proceedings of this subcommittee, both in formal hear- 
ings and at informal conferences directed to the correction of technical and 
administrative excise tax problems. I should like to take this opportunity, 
publicly, to record our sincere appreciation for the diligent, purposeful, and co- 
operative manner in which the formal hearings and the informal conferences 
have been conducted. 

Now, with respect to the excise tax on telegrams, the facts may be summarized 
as follows: 

1. The tax has been a major factor in bringing about a serious decline in 
telegraph volume. 

2. Because the number of employees required is necessarily governed in 
major degree by the volume of business, the excise tax on telegrams has 
likewise contributed in substantial degree to the heavy decline in telegraph 
employment that has taken place in recent years. 

38. The telegraph excise tax places Western Union at a serious disadvan- 
tage with the competing and tax-free airmail service. 

4, The telegraph tax is discriminatory in that it unfairly imposes on tele- 
graph service a burden from which other regulated public services are 
exempt. 

Let me give you some brief particulars on these points. 


The excise tax has had destructive effects on telegraph volume and employment 

The subcommittee may recall that when Congress set the excise tax rate on 
telegrams at 25 percent in April 1944, its expressed purpose was to discourage 
civilian use of the telegraph and thus to free the wires for essential war traffic. 
The tax had precisely that effect. Unfortunately, it was not removed after the 
war had ended, but continued for years thereafter to destroy the telegraph-using 
habits of much of the general public which had been built up over the years. The 
prohibitively high excise tax rate on telegrams was all the more crushing, as it 
was accompanied by necessary increases in telegraph rates to meet higher wage 
costs in the inflationary postwar period. I might add that the severe decline in 
telegraph volume was arrested by subsequent reduction of the 25 percent tax to 
its present 10 percent level in 1954. 

That the Federal excise tax on telegrams has been a factor contributing im- 
portantly to the decline in telegraph volume by increasing the cost of telegraph 
service to the public has long been recognized by the Federal Communications 
Commission, the Treasury Department, and by various congressional spokesmen. 

There are some aspects of this volume situation which merit the subcom- 
mittee’s earnest consideration : 

1, Progress by the Nation’s telegraph service, which is essential to the civilian 
economy and vital to the national security, has been arrested by attrition of tele- 
graph volume. The gross national product rose from $214 billion in 1945 to $446 
billion in 1957, an increase of 108 percent. But during that same period public 
telegraph message volume fell by more than 70 million messages, from 193 million 
in 1945 to less than 123 million in 1957, a drop of more than one-third. 

2. Corresponding with this decline in volume, employment in the telegraph 
industry has decreased sharply. In 1945 there were 64,570 telegraph people. 


This number dropped to less than 38,00 in 1957. 


The excise tax on telegrams places a grave competitive tax inequity on the 
Nation’s telegraph service 

The Federal excise tax on telegrams is a discriminatory impost that places the 
Nation’s telegraph system at a serious disadvantage with its direct competitor— 
the airmail. Telegrams bear a 10 percent Federal excise tax; the competing 
airmail service is tax-free. It is ironic that Western Union, in addition to mak- 
ing its own Federal income-tax payments, has been compelled to aid in the de- 
struction of its own volume by exacting from telegraph users, through the me- 
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dium of an excise tax on telegrams, an amount equivalent to a substantial part 
of the subsidy that airmail has received over the years. 

Senate Report No. 53, issued on June 22, 1953, by a subcommittee of the United 
States Senate Committee on Interstate’ and Foreign Commerce, reviewed in de- 
tail the situation of the Nation’s telegraph system and declared: 

“The domestic telegraph business must fight 3 powerful competitive services, 
1 of which it has no hope of ever meeting on equal economic terms through no 
fault of its own. That service is the domestic airmail, which is subsidized by the 
taxpayers of which Western Union is one, and which has made heavy inroads 
on long-haul message service * * *.” 

Western Union respectfully submits that this competitive tax inequity between 
the Nation’s telegraph service on the one hand and the airmail service on the 
other is a serious discrimination that should be ended in the public interest. 


Other regulated public utility services bear no excise tax 


The fact that Western Union provides the only service directly competitive 
with the tax-free airmail service, which has been built up by subsidy over the 
years, cannot be overemphasized. Meanwhile, other public services like gas, 
water, and electricity bear no Federal excise tax, unlike the telegraph service. 
To point up the contrast in treatment even more sharply, so vitally necessary a 
service as the telegraph is placed in the same excise tax bracket as (to mention 
only a few examples) pool tables, bowling balls, ski, tennis, and fishing equipment, 
and a long list of other sport and luxury items. 

I am confident this subcommittee will agree that it is inconsistent to place in 
that same luxury category an essential service like the telegraph which carries 
the urgent messages of industry, whose production is vital to the national defense, 
as well as urgent personal messages relating to death, illness, and other emer- 
gencies. It is, I submit, both inequitable and contrary to the public interest that 
such vital communications should have the same tax imposed on them as is ap- 
plied on a polo ball and mallet, or a set of golf clubs. 


Effect of eliminating the excise tax on telegrams 


It is my company’s earnest hope that the subcommittee will recommend the 
complete elimination of the Federal excise tax on telegrams, in the light of the 
situation I have described. 

That such a step could have no substantial bearing on governmental budget 
problems is evidenced by the fact that telegraph excise tax collections in 1957 
represented less than one-fifth of 1 percent of all Federal excise tax receipts. 
But elimination of this volume-destroying tax would be a factor of significance 
to the Nation’s telegraph system, stimulating greater volume which the com- 
pany, by virtue of its extensive mechanization program, is better prepared to 
handle than ever before in its history. 

Elimination of the telegraph tax would by no means represent an equivalent 
loss to the Treasury. Of the total of $20 million paid in domestic telegram taxes 
in 1957, nearly 80 percent represents taxes on business telegrams. Consequently, 
$16 million of these excise taxes would represent deductible costs of doing busi- 
ness reflected in the users’ income-tax returns. Assuming these users had de- 
ductible income, and using the 52 percent tax rate applicable to corporations, 
approximately $8.5 million would be payable by these business users in additional 
income taxes if telegram taxes were not applicable. 

Let me point out, too, that all of the considerations I have cited, in describing 
the competitive inequities under which the telegraph must labor, apply with 
equal force to international telegraph messages. Such messages, like domestic 
telegrams, bear a 10 percent excise tax, in sharp contrast with the treatment 
accorded the tax-free and Government-subsidized overseas airmail service. 

Excise tax collections by the Treasury from international telegraph users are 
smaller even than the amounts collected for domestic telegrams. Western Union 
collected about $1144 million in excise taxes from overseas service users in 1957 
and we estimate that the total excise taxes collected by all international tele- 
graph carriers during the year amounted to some $3 million. It goes without 
saying that as in the case of the domestic telegram tax, elimination of the tox 
on overseas telegraph messages would not represent an equivalent loss to the 
Treasury, because of the large proportion of such messages which are sent by 
business users. 

CONCLUSION 


I should like to say in conclusion that my company is keenly conscious of the 
heavy responsibilities of the subcommittee. We recognize that the subcommit- 
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tee is confronted with appeals for excise tax relief from various quarters and 
that, in weighing these appeals, it must keep in mind the budgetary require- 
ments of the Nation in these critical times. In such circumstances, the reasons 
advanced for relief obviously must be compelling indeed if they are to merit 
favorable consideration. We believe most earnestly that the facts in Western 
Union’s case are compelling and do merit such action. 

Since World Word II, Western Union’s telegraph network has been thorougly 
modernized at great cost to meet the requirements of our expanding civilian 
economy and the needs of national defense. To maintain and expand this sys- 
tem on an efficient basis, in the face of tax-free airmail and other competitive 
services, requires that Western Union be given a fair opportunity to obtain its 
share of the business generated by an expanding econoiny. 

It is therefore our earnest conviction that it would be in the public interest 
to eliminate the volume-destroying excise tax on telegrams, thus equalizing our 
status with that of other regulated public utility services, relieving the telegraph 
service of an unfair and unwarranted competitive handicap, and placing Western 
Union in better position to obtain an increased portion of the country’s new 
business which is so vitally needed to keep the national telegraph system finan- 
cially sound and technically progressive. 

Besides being in the public interest, the complete elimination of the telegraph 
excise tax will also be in the interest of 38,000 telegraph employees, 6,000 tele- 
graph pensioners and the company’s 33,500 owners. 

Thank you. 


AMERICAN TELEPHONE & TELEGRAPH Co., 
New York, N. Y., February 6, 1958. 
Hon. Wrrpur D. MIr1s, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


Dear Mr. Mitts: From time to time since the end of World War II, the views 
of the Bell System telephone companies concerning the Federal excise tax on 
telephone services have been presented to the Ways and Means Committee. 
The latest witness, Mr. Erskine N. White, president of the New England Tele- 
phone & Telegraph Co., testified before the Excise Tax Subcommittee of your 
committee on November 30, 1956. 

We still feel very strongly that this “emergency” tax is discriminatory and 
unfair and should be removed at the earliest opportunity. We are quite anxious 
that the latest available data covering the events of recent months be brought 
to your attention. 

It is our understanding that your committee has announced it will not re- 
ceive oral testimony on excise taxes during the current hearings but that it will 
welcome statements on matters which should be considered in connection with 
the currently proposed revision of the Internal Revenue Code. The attached 
statement of our position concerning the excise taxes on communications services 
is therefore submitted for your consideration. It would be greatly appreciated 
if this statement could be brought to the attention of the members of your com- 
mittee and made a part of the record of its proceedings. 

Respectfully, 
A. L. Storr. 


STATEMENT OF ALEXANDER L. Stort, COMPTROLLER OF AMERICAN TELEPHONE & 
TELEGRAPH Co., ON BEHALF OF THE BELL SYSTEM 


This statement is submitted on behalf of the Bell System companies to bring 
to your attention a matter of growing concern to users of telephone service and 
to the telephone companies. 

More than 35 million Americans in all 48 States and the District of Columbia 
are customers of the Bell System companies. Every day, over our facilities, 
187 million conversations take place through 52 million telephones. 

The millions of people who make these calls, and the telephone companies 
that provide the service, are concerned about Federal excise taxes on telephone 
service. It is believed that the longer these taxes on communications services 
are continued, the greater becomes the danger that such taxes, which were 
originally adopted as a wartime emergency measure, will become a permanent 
part of the tax structure. 
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At the outset, we wish to make it clear that we do not seek special treatment 
and we do not ask for any preference. We are fully aware of the heavy cur- 
rent revenue requirements of the Government. However, continuation of the 
discriminatory Federal excise tax on telephone service is distinctly unfair to the 
millions of telephone users and we feel strongly that this inequity should be 
remedied as soon as possible. 

We particularly appreciate the concern of the Ways and Means Committee 
over the present high tax rates and the existence of inequities in the law. This 
concern is clearly evident in the current program of the committee. We are 
sure, therefore, that the efforts of the committee will result in improvements 
in our tax laws and we hope that the elimination of the telephone excise tax 
will be included among these improvements. 

The telephone excise tax is grossly discriminatory. Of the four essential 
household utilities—electricity, gas, telephone, and water—relied on by most 
people, only the telephone is subjected to excise tax. Nor is there any tax on 
local transportation of persons. Telephone users and share owners are keenly 
aware of this discrimination. 

In general, except in times of emergency, the Federal excise tax policy has 
been to tax luxuries rather than necessities. This concept is borne out by the 
following statement made by the Ways and Means Committee (p. 9, H. Rept. 
179, accompanying H. R. 6715) when the excise tax on telephone service was 
removed in 1924, after the end of World War I: 

“This tax was not only a burden on business, but was a tax upon a public 
utility so widely used as to be a necessity.” 

If telephone service was a necessity in 1924 when the country had only 16 
million telephones in service, surely it is a necessity today when there are 
more than 63 million and a much greater proportion of households and busi- 
nesses with telephone service. 

After its repeal in 1924 the telephone excise tax was reapplied to a limited 
extent in 1932 to meet the depression emergency. No changes were made until 
1941 when world conditions required wartime emergency measures. 

In October 1941 the tax base was broadened and, for the first time, the excise 
tax was placed on local telephone service. In 1942 and 1944 the level of rates 
was increased to produce tax revenue and discourage unnecessary use of an 
essential service during World War II. The 1944 law expressly provided that 
the rates were to revert to the lower prewar rates after hostilities ceased. 
Since the Revenue Act of 1947, however, the law has contained no termination 
date, and the broadened scope brought about by the war still remains in effect. 
There is grave danger that the tax, an emergency measure, will become im- 
bedded in the overall tax structure. 

Further, as revenues from this tax constantly grow in amount and become 
an increasingly large source of revenue, removal of the tax becomes more and 
more difficult. Since the end of World War II the revenues from the excise 
tax on local telephone service have nearly tripled despite a decrease in rates 
in 1954 (see attachment A). 

Even without the excise tax, telephone customers carry a heavy telephone 
taxload. For 1957 the Bell System will pay about $1,300 million in Federal 
income and other operating taxes. All of this, of course, must be borne by 
telephone customers. On top of this amount another $515 million in telephone 
excise tax was paid by these same customers. Of the latter amount, a substan- 
tial part of the excise tax revenues represents a tax on taxes. 

From the standpoint of the individual customer’s telephone bill, the tax 
burden is a growing one. In 1948, the annual amount of taxes for the average 
customer was $31.55. By 1953, this amount had grown to $49.90. In 1954, 
when the excise tax was reduced, this amount dropped to $44.25. But, by 1957, 
it climbed to an estimated $51.37. 

The impact of the telephone-tax burden on those who use the telephone be- 
comes all the more apparent when telephone companies attempt to secure 
increases to meet the higher costs of rendering service. As a result of the 
Federal income tax, regulatory commissions must allow an increase of $2.08 
in gross revenues paid by telephone users to yield an increase of $1 in net 
income to a telephone company. In addition, the customer must pay another 
21 cents of supercharge—10 percent of the $2.08—to cover the excise tax on the 
increased rate. 
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Because of the added cost, regulatory commissions have consistently opposed 
the telephone excise tax. They regard it as unsound, unjust, and inimical to 
the maintenance of a reasonably priced communication service. Only a few 
weeks ago, the president of the National Association of Railroad and Utility 
Commissioners appointed a special committee to work for repeal of communi- 
eations excise taxes. 

While it is true that the telephone excise tax is a direct tax on the user, there 
are reasons why the telephone companies, themselves, are anxious to see the 
tax repealed. Foremost is the belief that we have an obligation to protest 
discriminatory and unfair taxation levied against our customers. Another 
reason is our belief that a repeal of the tax would stimulate telephone usage. 
Still another reason is the added cost and problems associated with administer- 
ing and collecting the tax. Of course, wider telephone usage and any savings 
in administrative costs ultimately accrue to the benefit of the telephone user. 


CONCLUSION 


We recognize that events of recent years have deferred the much-needed 
overhaul of the Federal tax structure. It is our firm conviction, however, that 
repeal of this discriminatory tax on telephone service must be part of any 
program for distribution of the tax burden on a truly equitable basis. Our 
specific suggestions are (a) early removal of the excise tax on local telephone 
service and (b) the adoption of a firm termination date, perhaps on a declin- 
ing-seale basis, for the balance of the excises currently levied on the vital 
communication services of this Nation. 


ATTACHMENT A.—COMMUNICATIONS Excise Taxes, Fiscat Years 1919 THrovucH 
1957 


Federal taw receipts 


{In millions of dollars] 





Toll tele- Leased wires 





Fiscal year ending June 30 phone, tele- | and wireand| Local tele- Total 
graph, cable,| equipment phone 
and radio service 
ID. . Secluglbinomeavheticce Gig aieuin 245 613 
1956 222 557 
212 520 
389 1772 
392 776 
370 706 
334 644 
290 559 
289 536 
256 470 
240 418 
221 380 
196 342 
134 231 
86 159 
45 75 
26 27 
25 26 
23 24 
22 23 
23 24 
20 21 
18 19 
18 19 
15 15 
None None 
33 34 
29 30 
28 29 
7 28 
27 28 
18 18 
6 6 
4, 279 8, 129 





1 Excise-tax rates reduced. 
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STATEMENT oF R. E. Joyce, CHAIRMAN, Tax COUNCIL OF THE ALCOHOLIC 
BEVERAGE INDUSTRIES 


The distilled-spirits industry respectfully requests the opportunity to place 
before the Committee on Ways and Means, at its forthcoming hearings on 
inequities in the tax structure, the case for a reduction in the Federal excise 
rate on distilled spirits. 

The industry is well aware of the significance of the recent dramatic develop- 
ments on the international scene and in outer space. It is not, however, fully 
advised at this writing as to the extent these developments will affect the 
general picture of Federal receipts and expenditures. These new problems 
cannot be met by mere expenditure of money alone, and if, within the planning 
to meet these new problems, tax reduction of any nature is possible, we believe 
its first objective should be to correct the inequities of the present tax system. 
One of these outstanding inequities is the $10.50 tax on distilled spirits. 

During the past several years, which have been marked by peace with our 
neighbors and increasing prosperity at home, the distilled-spirits industry has 
been carrying a disproportionate and inequitable share of Federal taxation. 
Its products have been, and continue to be, the Nation’s most heavily taxed 
commodities. 

Those products are still subject to a temporary tax increase imposed by the 
Revenue Act of 1951 to help meet the emergency occasioned by the Korean 
war, despite the fact that that emergency has long since faded into history. 
The result has been an unduly high and discriminatory excise rate on distilled 
spirits, which has placed heavy burdens not only upon the industry, but upon 
the many millions of Americans who consume its products, and at the same 
time providing motivation for an increase in the production and sale of illicit 
moonshine and a concomitant increase in crime, affecting the entire population. 

An adjustment in the excise rate on distilled spirits to remove the portion of 
it imposed by the Revenue Act of 1951 and thus allow it to revert to its former 
level of $9 per proof gallon would partially remove this inequity and prove an 
economic and social boon. 


MOST HEAVILY TAXED COMMODITY 


The increase in the distilled-spirits excise rate from $9 to $10.50 per gallon 
contained in the Revenue Act of 1951 was the fifth increase in this rate since 
the beginning of World War II. It made distilled spirits the most heavily 
taxed commodity in our economy. The Federal excise tax constitutes more than 
40 percent of the consumer purchase price, as compared to the 3 to 9 percent 
on most other commodities bearing Federal excises, and is 5 times the cost of 
manufacture. 

The framers of the 1951 Revenue Act recognized the inequity of this rate, as 
well as its temporary nature, by providing for its return to the $9 level upon 
the expiration of the Korean war emergency—specifically, on April 1, 1954. 
Nevertheless, the $10.50 rate has been extended 4 times, and is now scheduled to 
expire on June 30, 1958. 

The same Revenue Act of 1951 also provided for temporary increases in the 
excise rates on a number of other commodities. A considerable number of these 
increases were adjusted downward by the tax legislation of 1954, despite the 
fact that in each case the tax burden on the commodity was already proportion- 
ately lower than that on distilled spirits. Excise rates also have been reduced on 
17 items which did not have temporary Korean wartime increases. The reduc- 
tions, therefore, widened an already existing gap. 

Clearly, an inequity that cries for correction. 


ECONOMIC EFFECTS UPON THE TNDUSTRY 


The distilled-spirits industry has suffered economically as a result of the high 
Federal excise rate on its product. 

While all segments of the industry have been affected, this is especially true of 
the hundreds of thousands of small-business men who are engaged in the whole- 
sale and retail distribution of its products. 

A recent study of the economic condition of the tavern industry, whose rates 
of profit are considerably lower than those of other retail operations, shows a 
decline of 44 percent in net profits since 1948.7. Similarly, wholesalers of wines 





1Gelrod & Fox, certified public accountants, in a study for the National Licensed 
Beverage Association, 1956, 
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and liquors, whose profit rates are also relatively low, have suffered a decline 
in net profits on sales (after Federal income taxes) from 1.45 percent in 1950 
to 0.97 percent in 1956.? 

At the manufacturing level, the return on net assets declined 51.2 percent be- 
tween 1951 and 1956—a period during which the return on net assets for all 
manufacturing declined only 3.5 percent.’ 

Thus a large number of businessmen, their employees, and their families have 
been prevented, by an inequity in taxation, from fully sharing with their fellow 
citizens the benefits of an expanding economy. 


ECONOMIC AND SOCIAL EFFECTS UPON THE NATION 


By creating a vast gap between manufacturing and distribution costs and 
retail price, the present excise rate on distilled spirits has provided incentive 
for increased production and sale of illegal, non-tax-paid spirits, or moonshine. 

A careful study of moonshining in the United States, based on still seizures 
by Federal, State, and local law-enforcement agencies, shows an increase of 
almost 117 percent since 1946 in the number of illegal stills seized annually. 
In 1956 alone, more than 25,000 such illegal distilling operations—highest total 
since World War IIl—were seized and destroyed.‘ 

This same study concludes that more than 70 million gallons of moonshine 
may have been produced, sold, and consumed in the Nation in 1956. If correct 
that figure represents 25 percent of all spirits consumption in the United 
States. 

So great a production of illicit spirits represents not only a revenue loss of 
almost $750 million to the Federal Government, but also revenue losses of 
more than $200 million to the States. And it is perhaps ironical that the major 
areas of moonshine production and consumption are in those States whose per 
capita incomes are lowest. Thus the States hardest hit by the tax-dodging 
moonshine racket are the very ones most in need of revenue to finance educa- 
tion, welfare, and other vital State services. 

A reduction in the Federal excise tax on distilled spirits would enable the 
legal, tax-paid product to compete more successfully with moonshine, particu- 
larly among those consumers in lower income brackets who have felt the tax 
burden most severely and have therefore supplied the moonshiner with a ready 
market. The increased legal market flowing from such a reduction would re- 
sult in greated excise tax collections by the States and enable them to increase 
their revenue without increasing their excise taxes. It would likewise result in 
additional State and Federal revenue from income taxes, 

At the same time, such a reduction in the excise rate would, by halting the 
increase in moonshining, halt the spread of the social evils that moonshining 
spawns—ruthless racketeering, the growth of criminal syndicates and disrespect 
for law and order. 


AN INEQUITY THAT CAN BE ADJUSTED 


The distilled spirits industry believes that a serious inequity in taxation has 
been created by the continued extension of the Federal excise rate of $10.50 
per proof gallon on distilled spirits. 

It believes that this inequity can and should be adjusted by allowing the 
rate to revert to its pre-Korean war level of $9, as provided in existing legisla- 
tion, and as has already been done for so many articles which bore a similar 
emergency tax. 

It believes that this adjustment should be made as a first step in any program 
of tax reduction for it would create a more favorable atmosphere for the 
economic development of the distilled spirits industry, with consequent revenue 
benefits accruing from both the industry itself and the individuals who earn 
their livelihood in it, and it would result in a social benefit to the nation as a 
whole by arresting the spread of moonshining and its accompanying crimes. 

Whether the Nation, in view of the condition of world affairs, can afford 
tax reduction of any nature is a matter to be determined by Congress, and the 
distilled spirits industry will, as it has in the past, willingly accept that de- 
cision. But if tax reduction of any nature is possible, we believe relief should 
first be extended to those quarters which experience has demonstrated have 
been adversely affected economically by the present tax rates. 


2Dun & Bradstreet data. 

8 First National City Bank of New York, monthly letter. Data given in April issue of 
each year. 

4 The Moonshine Racket, Licensed Beverage Industries, Inc., 1957. 
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Should the members of the committee so desire, I shall be glad to submit 
full documentation and explanation of the points made above. 


RESOLUTION UNANIMOUSLY ADOPTED OcToBER 2, 1957, By THE NATIONAL 


ALCOHOLIC BEVERAGE CONTROL ASSOCIATION AT It’s 20TH ANNUAL MEETING 
IN PHILADELPHIA, Pa. 


Whereas since 1951 the Federal excise-tax rate on distilled spirits has re- 
mained at $10.50 per proof gallon, as the result of a temporary increase of $1.50 
a gallon enacted on November 1 of that year to meet revenue needs occasioned by 
the Korean war; and 

Whereas the $1.50 emergency portion of that tax, though due to expire on 
April 1, 1954, has been extended four times since that date, despite the cessation 
of the emergency conditions that gave rise to it; and 

Whereas during this same period, taxes have been reduced in many other fields, 
including some which were not of a temporary or emergency nature; and 

Whereas it now seems reasonably certain that the Congress of the United States, 
when next it meets in January 1958, will take further action to reduce taxes; and 

Whereas the expiration of the $1.50 emergency portion of this tax would bring 
great social benefit to the people of the member States of this association, by 
curtailing the spread of moonshining, traffic in the illegal products of the moon- 
shiner, and growing disrespect for law and order nurtured by these evils; and 

Whereas the expiration of that portion of the tax would also bring great eco- 
nomic benefit to the people of the member States of this association, by removing 
a price impediment to the normal sales of distilled spirits which bring profit to 
these States: Now, therefore, be it 

Resolved, That the National Alcoholic Beverage Control Association, at this, 
its 20th annual convention, respectfully urge the Congress of the United States 
that as a first consideration, it allow the Korean war emergency portion of the 
Federal excise tax rate on distilled spirits to expire on the date now provided for 
by law, viz, June 30, 1958. 

CHARLES B. RUSCHER, 
Ezecutive Secretary. 


THE West Env Brewine Company or UTicA, N. Y. 
Utica, N. Y., January 6, 1958. 
Hon. Wiisvur D. MILts, 
Chairman, House Ways and Means Committee, Washington, D. C. 


Dear Sir: I respectfully submit herewith the testimony which I had prepared 
for presentation to your committee during the general tax revision hearings, and 
had hoped to present orally. Inasmuch as I have been informed by Mr. Leo H. 
Irwin that no oral testimony on excise taxes will be received by the committee 
during these hearings, I am submitting my statement for incorporation in the 
record of the hearings. 

My testimony is in opposition to the proposal before your committee which 
would reduce the excise tax on beer by $2 per barrel on the first 100,000 barrels 
of beer sold annually bv each brewing in the United States. 

No one, to my knowledge, has ever voiced any opposition to this proposal be- 
cause it was thought that your committee would not consider it favorably. How- 
ever, based on public statements by proponents of the proposal including at least 
one member of the Ways and Means Committee, it would appear that the proposal 
may very well receive favorable consideration in the near future. Therefore, I 
believe, my statement should be incorporated in the record of the current hearings. 
I base mv helief on the following sentence on page 4 of the committee’s press 
release dated December 11, 1957: 

“In the case of proposals which were not covered in the subcommittee hearings 
last fall, and in the ease of new developments in the excise tax field since those 
hearings. the committee will receive written statements for inclusion in the 
printed record of the hearings and for reference to the staffs.” 

This proposal would be ruinous to our brewery and other medium-sized brew- 
eries such as ours. It would not help small breweries as its proponents contend ; 
and it would be nothing more than a gift to the big breweries. 

After reading my testimony, IT trust you will come to the conclusion that this 
tax proposal has no merit whatsoever. 

Respectfully, 


W. J. Mart, President, 
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TESTIMONY OF WALTER J. MATT, PRESIDENT, THE West END Brewine Co. 


Mr. Chairman and members of the House Ways and Means Committee, my 
name is Walter J. Matt. I am president of the West End Brewing Co., Utica, 
N. Y., a brewery in which my family has been a majority stockholder since its 
founding in 1888. We are members of the Brewers Association of America and 
the New York State Brewers Association, but I speak for neither trade associa- 
tion nor any other brewery. The West End Brewing Co. is a medium-size 
brewery which sells about 450,000 barrels of beer annually. 

My purpose in submitting this statement is to register my opposition to a 
proposal before you which would reduce the Federal excise-tax rate on beer 
to $2 per barrel on the first 100,000 barrels of beer sold each year by every 
brewery in the United States. This proposed tax change was presented to the 
Ways and Means Subcommittee on Excise Taxation on December 7, 1956, by 
Mr. John E. O'Neill, general counsel, Brewers’ Association of America, who 
urged its adoption. 

It is my sincere conviction that this proposed change in the excise-tax rate 
on beer will not help the small brewer as its proponents maintain. It will, 
instead, hurt them and will be disastrous to the medium-size brewery such as 
ours. I have discussed the proposal with any number of brewers who operate 
plants our size and they are in wholehearted agreement with me. I believe I 
can show you why this suggested change in the method of taxing beer should 
be rejected by your committee. 

Because of my concern over this unusual proposal, I have studied the argu- 
ments advanced over the years by its supporters. I have been unable to find 
any explanation as to what would happen to the $2-per-barrel reduction; that 
is whether the $2 would be retained by the brewer, passed on to the consumer, 
or whether a portion of the $2 would be passed on to the wholesaler who, in turn, 
would pass on a portion to the retailer. 

Inasmuch as the proponents have chosen to ignore this basic and vital question 
‘which arises as the result of the proposal, I shall take the liberty of attempting 
to provide the answer. 

At this point, I believe it would be helpful if we translated this proposal into 
terms more familiar to you. The Federal Government imposes a tax of $9 on 
a barrel of beer containing 31 gallons. But beer is not sold only in barrels. About 
20 percent of it is sold on draught in half-barrels, quarter-barrels, and eighth- 
barrels. The other 80 percent is sold in bottles and cans. Because of the pre- 
dominence of packaged beer, we believe it would be more understandable if we 
refer to the $2 per barrel tax cut as a reduction of 14% cents per case of 24, 12- 
ounce bottles or cans. 

A study of the Brewers Almanac published by the United States Brewers 
Foundation, reveals that there has never been a two-step rate imposed on beer 
by either the Federal Government or by any State. Neither to my knowledge, has 
there ever been such a 2-step rate imposed on any product; i. e., part of the sales 
of a product taxed at 1 rate and part taxed at another rate. Even though we have 
no precedent to go by, years of experience in the brewing industry and familiarity 
with the operating methods of breweries, enables me to arrive at answers which, 
I believe, are difficult to disprove. 

Unquestionably, the small brewery and, in fact, all breweries, would like to 
keep the $2 per barrel or 14% cents per case. Frankly, if I thought every brewery 
could and would retain this refund of up to $200,000 annually, I would be urging 
the adoption instead of the defeat of this proposal. There is no question that 
such a windfall would be most welcome and of tremendous help to the many 
small breweries which are struggling to stay in business. In fact, $2 per barrel 
is more profit than most breweries have ever made. 

I am convinced that the proponents favor this proposal only because they be- 
lieve they would be able to retain the entire $2 per barrel. In my opinion, this 
is nothing more than wishful thinking. 

The only way to be sure that every brewery retains the 14% cents per case 
would be for all breweries to agree to hold on to it. This, as everyone knows, 
would be a violation of the antitrust laws. Even if it were lawful for breweries 
to enter into such an agreement, there are economic forces at work which would 
defeat such a plan. The most powerful of these is the desire of the beer whole- 
saler and retailer to be financially successful. Beer wholesalers and retailers, 
generally speaking, are also small-business men who are being squeezed between 
the rising ,rice of beer and the refusal of the consumer to pay more for this 
product. 
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If this tax proposal were adopted, there is no question but that beer whole- 
salers and retailers would demand that the windfall be passed on to them. They 
would play 1 brewery against another until everyone, in order to hold on to his 
business, would pass on the 14% cents per case. The only ones who would not 
pass on the 14% cents are the large brewers. When the maximum any brewery 
could pass on—$200,000 annually—is divided by the sales of the large brewery, 
the amount per case is too small to pass on. For example, a brewery selling a mil- 
lion barrels annually could pass on only about 114 cents per case. Unquestion- 
ably, the large brewery will keep the $200,000 and probably use it for advertis- 
ing purposes. 

It is of little interest to me what the large breweries would do if this tax pro- 
posal were adopted. We are concerned with what the small breweries with which 
we compete would do and what we would be forced to do to meet competition. 

Our company, unlike some medium-size breweries, is surrounded by small com- 
petitors. Within a radius of 100 miles there are 6 breweries each of which sells 
less than 100,000 barrels annually. These breweries, whether or not they wanted 
to, would be forced to cut their prices 14% cents per case. Our brewery would 
then be in the position of having to meet a price cut subsidized 100 percent by 
the Federal Government while any price cut we could make would be subsidized 
to the tune of 344 cents per case or only a 22-percent subsidy. A 200,000-barrel 
brewery could reduce its price 744 cents per case; a 300,000-barrel brewery, a little 
less than 5 cents; and a 400,000 barrel plant, a bit more than 3% cents. 

One doesn’t need a crystal ball to realize what this tax proposal would do to 
our company as well as to all breweries from about 150,000 to 500,000 barrels. 
We would be forced out of business; but those of us who are strong enough finan- 
cially would probably hold out long enough so that we would take many small 
breweries down with us. Price wars would be going on constantly and the large 
regional brewers would undoubtedly be forced into the battle for business. It 
= be a sad day for the brewing industry if this tax proposal ever goes into 
effect. 

It should be borne in mind that the competitors of the small brewery in order 
of competition are: (1) other small breweries; (2) medium-size breweries; (3) 
large local and regional breweries; and (4) national shipping breweries whose 
products are sold at a premium price. 

There are, of course, exceptions. When a small brewery is isolated, his chief 
competitors are probably the large regional breweries and the national shipping 
breweries. There are only a few such cases. 

In view of the foregoing, it is difficult to understand one of the reasons ad- 
vanced by the proponents of this proposal. In effect they say that the smali 
brewer would be helped by this tax because the Federal Government now re- 
ceives a smaller percentage of the price of the national premium-priced beers 
than it does of the price of the beers of the small breweries. How this proposal 
would give the Federal Government a higher percentage of the price of the pre- 
mium-priced beers is not explained. Nor is it explained how, if it did give the 
Federal Government a higher percentage of the price of the national brands, this 
would help the small brewery. If the proponents believe that small brewers would 
be helped if the percentage of their price that goes to the Federal Government 
in taxes were lowered, that can be accomplished by the simple means of raising 
prices. 

It does not appear to me that a change in the method of imposing an excise tax 
on beer will help the small brewer. To the contrary, I can see nothing but harm 
coming from the proposal to tax the first 100,000 barrels sold annually by each 
brewery at $2 less per barrel than the additional sales. Nevertheless, I am con- 
vinced that Federal tax policy can and should be revised to help small brewers 
as well as all small business. These ideas are not new but I respectfully suggest 
that you recommend to the House the following: 

1. All companies be permitted to write off or depreciate equipment, either 
new or used, as rapidly as the company desires. This would encourage 
modernization of plants. 

2. Reduce the corporate income-tax rate at least on the first $25,000 of net 
income, and also on the next $75,000 if possible. 

And, to increase the overall consumption of beer which would be most bene- 
ficial to small breweries, especially those who are not making money, reduce 
the Federal excise tax on beer from its present level of $9 per barrel to $6 per 
barrel, its pre-World War II rate. At the very least, the rate should be allowed 
to revert to its pre-Korean war level of $8 per barrel on July 1, 1958 in accord- 
ance with the law. 

Thank you, Mr. Chairman and members of the committee, for this opportun- 
ity to present my views. 
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STATEMENT BEFORE SUBCOMMITTEE ON Excise TAXES OF THE House COMMITTEE 
ON WAYS AND MEANS By LAWRENCE S. MartIN, SECRETARY-MANAGER, NATIONAL 
ASSOCIATION OF FROZEN Foop Packers, DECEMBER 3, 1956 


Mr. Chairman and Members of the Committee, the undersigned, Lawrence S. 
Martin, secretary-manager of the National Association of Frozen Food Packers, 
appreciates the opportunity to make this statement to your committee in behalf of 
the association in connection with your study of certain excise taxes on trans- 
portation. 

The National Association of Frozen Food Packers is a voluntary nonprofit asso- 
ciation organized for the purpose of promoting and protecting the interests of 
the frozen-food industry. Its membership represents substantially 80 percent 
of the frozen-food packers of the United States with headquarters office located 
in Washington, D. C. Its members’ packing plants are located throughout the 
United States and are engaged in processing, selling, and shipping frozen foods, 
with distribution nationwide. Frozen-food production has doubled in the past 
5 years and conservative projections indicate a 300-percent increase within the 
next 10 years. 

About 55 percent of the 4,750 million pounds current annual production of 
frozen foods moves by rail. Because of the highly perishable nature of frozen 
foods, they move in refrigerator cars and so incur charges for protective services 
as well as line-haul charges. 

The 3-percent tax on transportation of property is a heavy and unjust burden 
on the frozen-food industry. The tax is assessed on both charges for necessary pro- 
tective services and on line-haul charges. In reality these taxes are taxes on food. 

This excise tax is both inequitable and discriminatory. It is inequitable be- 
cause a producer situated a great distance from a given market pays a larger tax 
on his total transportation charges and is thereby forced into a much higher 
cost position than the producer who is situated nearer that market—although 
the products of both may bring the same prices when they reach the market. It is 
discriminatory in relation to other excise taxes in that they are levied on produc- 
tion and distribution of food rather than luxury items. This tax must be 
repealed. 

The transportation excise tax was originally imposed as a wartime expedient, 
and justification for its continuance no longer exists. On the other hand, a 10- 
year series of a dozen rate increases raised freight rates to a level of more than 
70 percent of that of 1945—and two more increases are now pending. This has 
naturally greatly increased transportation taxes paid by shippers. These added 
costs are injurious to not only packers and consumers of frozen foods, but to 
farmers who raise the raw materials for this industry. The cumulative effect 
of this tax renders it even more harmful in that levies on frozen-food transpor- 
tation charges include taxes paid on transportation of not only basic raw ma- 
terials but on all materials and equipment used in growing, harvesting, and 
processing these commodities. 

These taxes result in further inequities and harmful effects upon the economy 
of the United States in that they are assessed upon transportation charges with- 
out reference to current market value of the goods undergoing transportation. 
In other words, this added transportation cost must be incurred without regard 
to the price which may be obtained for a given commodity. In this situation, 
the grower and packer receives less for his product while the consumer pays 
more for essential food. 

In view of the facts set out above, speaking in behalf of our industry and its 
trade association, I earnestly solicit the intercession of your great committee 
in bringing about the abolition of this most burdensome, inequitable, and un- 
warranted tax. 

Respectfully submitted. 

LAWRENCE S. Martin, Secretary-Manager. 





STATEMENT RE TRANSPORTATION TAX BY THE NATIONAL ASSOCIATION OF 
REFRIGERATED WAREHOUSES 


As operators of public refrigerated warehouses, our more than 500 members 
have an important interest in and play a vital role in America’s great distribu- 
tion system. We have been described as its keystone. 
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Since 1942 when it was adopted as a wartime, temporary revenue measure, 
we have observed the discriminatory transportation tax operate. Since it 
does not apply to the movement of persons or freight in their own facilities, this 
tax places an unnatural competitive obstace in the path of the for-hire carriers. 

The application of this tax increases regional differences in the costs of goods 
as a result of the pyramiding of the tax with each movement. Therefore, we 
request your approval of a measure that will abolish this tax on transportation. 





PACIFICO AMERICAN STEAMSHIP ASSOCIATION, 
Washington, D. C., January 9, 1958. 
Re Ways and Means Committee, tax hearings, January 1958. 
Hon. Wiisur D. MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, 
Washington, D. C. 


Dear MR. CuHarrMAN: The Pacific American Steamship Association has within 
its membership a number of substantial American-flag deep-water ship operators 
engaged in domestic commerce and subject to transportation taxes. We take 
this opportunity to add our voice to the other advocates of repeal of the 3 percent 
tax on the transportation of merchandise, as well as the 10 percent tax on trans- 
portation of persons. 

This matter has had such wide attention in the Congress that we hesitate to 
reiterate in this brief statement all the persuasive arguments which militate 
against these taxes. 

We do, however, feel we have a strong case to make in our particular industry 
as spokesman for the consumers at the end of long transportation lifelines, upon 
whom transportation taxes are particularly discriminatory. In this regard, 
Hawaii and Alaska consumers are not only paying the transportation tax on the 
overland portion to reach seaport, but also the ocean portion from seaport to 
the Territories. One does not need to visit the Territories to learn that freight 
costs are uppermost in everyone’s mind. When one considers the distance factor 
in pricing merchandise in the Territories, the tax on freight is indeed a burden 
which this group of citizens should no longer be forced to endure. Furthermore, 
there is some question of the legality of charging a domestic transportation tax 
over international high seas. We earnestly recommend consideration be taken of 
this aspect of the freight tax on consumers in Hawaii and Alaska. 

Another group of consumers at the long end of a shipping lifeline unduly bur- 
by the tax are those on the eastern and western seaboard served by intercoastal 
vessels. Lumber, canned goods, and an increasing host of manufactured com- 
modities move from the Pacific coast through the cans! to the consumers on 
the eastern and gulf seaboard. In reverse fashion, Pacific coast consumers are 
at the long end of a shipping lifeline in receiving construction materials and 
manufactures produced on the eastern seahoard which arrived by ship. 

Thus the tax on freight bills sets up geographical discriminations against 
both consumers and producers which have no place in our tax structure. We 
know of no other Federal tax which creates geographical discriminations as be- 
tween taxpayers. 

With regard to the tax on the transportation of persons, our association is 
indeed grateful for the efforts in 1956 of the House Ways and Means Committee 
in passing legislation to remove most of the tax on passengers traveling to the 
Caribbean and Alaska and Hawaii. There is, however, a residue tax which 
still obtains on passengers in the Alaska and Hawaii trades which is of major 
nuisance value to the ship lines and of infinitesimal revenue value to the Fed- 
eral Government. For example, the law requires passengers to Hawaii to pay 
the tax hetween the pier in San Francisco and the 3-mile continental limit plus 
a similarly proportionate tax from the 3-mile limit in Hawaii to the passenger 
terminals in Honoluln, the total of which never exceeds a few cents per passenger. 
The undue cost of collecting this tax by the shinowner and the dubious revenue 
value to the Federal Government is obvious. The repeal of the transportation 
tax on nassengers wonld nut an end to this kind of legal nonsense. 

While our comments pertain to our own segment of the transportation industry, 
we likewise take this opportunity to support our colleagues in other forms of 
transportation whose arguments we feel are worthy of various consideration by 
the tax-writing committees of the Congress at this time. 








GENERAL REVENUE REVISION 3565 
ae ene TE | ; 
We would appreciate this letter being incorporated in the current record of 


hearings being conducted by your committee. 
Very truly yours, 


RALPH B. Dewey, Vice President. 





THE DuDE RANCHERS’ ASSOCIATION, 


Billings, Mont., January 9, 1958. 
CHAIRMAN, WAYS AND MEANS COMMITTEE, 


House Office Building, 
Washington, D. CO. 

Dear Sir: Attached you will please find a copy of the resolution adopted by 
the Dude Ranchers’ Association in session at Billings, Mont., November 21, 1956. 

This resolution calls for the repeal of the 10 percent Federal excise tax levied 
against transportation on domestic common-carrier lines, 

We sincerely request that this resolution be made a part of your committee 
hearings. 

Sincerely, 


Vic Benson, Jr. 
RESOLUTIONS 


Whereas at the present time and for several years past there has been in 
effect a Federal excise tax of 10 percent levied on the carrying of passengers by 
common carriers within the United States; and 

Whereas there is no such tax levied on foreign travel and that in view of 
such discrimination our domestic interests are adversely affected. Members of 
our association are keenly aware that such an unfair tax has resulted in 
increasing costs of trips to many citizens and has contributed to shorter vaca- 
tions or has denied them such pleasures completely as well as working a hard- 
ship on common carriers affected ; and 

Whereas the members of the Dude Ranchers’ Association, consisting of mem- 
bers from the several Western States, do earnestly go on record requesting that 
such Federal excise tax be repealed in an effort to encourage increased travel 
and enjoyment in the pleasures of the dude ranch country by many thousands 
of our fellow Americans throughout the Nation: Now, therefore, be it 

Resolved, That a copy of this resolution be forwarded immediately to Aime J. 
Forand, chairman, subcommittee, House Ways and Means Committee and which 
subcommittee is scheduled to commence hearings starting November 26, 1956 on 
excise taxes; be it further 

Resolved, That our resolution aforementioned be incorporated as part of the 
record in the above stated hearings. 

Pau E. CHRISTENSEN, 
National president, Dude Rancher’s Association. 

Howarp T. KELSEY, 
National Secretary, Dude Rancher’s Association. 


Resolution unanimously adopted at Billings, Mont., November 21, 1956, by the 
members of the Dude Ranchers’ Association, November 21, 1956. Walter C. 
Nye, Ezvecutive Secretary. 





AtR TRANSPORT ASSOCIATION, 
Washington, D. C., January 7, 1958. 


Subject : Repeal of sections 4261, 4271, and 4281 of the Internal Revenue Code of 
1954. 


Hon. Wiisur D. MILLS, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


Dear Mr. CHAIRMAN: The Air Transport Association of America, which is 
composed of substantially all of the scheduled airlines of the United States, 
strongly urges the Ways and Means Committee to give priority consideration 
to the repeal of the Federal excises on transportation. The association is a 
member of the National Confernce for the Repeal of Taxes on Transportation 
and, as such, participated in the preparation of the statement of that confer- 
ence filed with the committee on this date. We heartily endorse the recom- 
mendations made in that statement. 
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We are mindful of the difficult problem facing this committee to devise means 
of granting to the Nation’s taxpayers relief from our burdensome tax system 
and, at the same time, preserve the fiscal integrity of the Government and pro- 
vide for our national security. For the following reasons, however, we believe 
that the committee should take steps at this time to remove the onerous trans- 
portation excises. If the revenue situation requires that this be done over a 
period of several years we urge that legislation be approved now by the commit- 
tee setting up a schedule of rate reductions leading to eventual complete repeal. 

As the committee knows, the transportation taxes are World War II excises, 
designed in large part to discourage travel at a time when the capacity of the 
airlines, the railroads and other forms of public transportation were strained 
to the utmost by troops movements. A completely different situation exists to- 
day. These commercial carriers, generally speaking, have excess capacity which 
could accommodate increased traffic. Thus, the principal reason for the tax no 
longer exists. 

The airline industry is in an extremely critical financial condition. Ata time 
when it is experiencing rapidly increasing costs and decreases in traffic, with 
resulting substantial decreases in earnings, it is assuming the staggering finan- 
cial burdens resulting from the transition from piston to jet aircraft. The Civil 
Aeronautics Board is now conducting a proceeding to determine whether it will 
permit the airlines to increase their fares—which are still at their 1938 levels— 
and there can be little doubt but that, in view of the emergency facing the in- 
dustry, such permission will be forthcoming. Repeal of the transportation tax 
would minimize the effect of any such increase on the traveling public, and would 
assist the airlines in achieving the earnings they need to meet their heavy com- 
mitments for jet aircraft. From the viewpoint of national defense alone, no 
delay in the acquisition of these aircraft by the airlines can be permitted. Rus- 
sia already is using jet transports in commercial operations on routes in Europe 
and Asia. 

The transportation taxes encourage people and industries to provide their own 
(tax free) facilities for travel and transportation, and the result has been an 
increasing diversion of traffic from the commercial transportation systems of 
this country and a steady growth in nontaxable private transportation. Our 
common carriers, such as the airlines, the railroads, the trucklines and the bus- 
lines, are the lifeline of our economic system and are, of course, a vital part of 
our National Defense Establishment. Every single aircraft in the airline fleet 
will, in the event of war, be used in direct support of this country’s war effort. 
Airline aircraft will either be assigned to the Military Establishment for opera- 
tion under the direct control of the Military Air Transport Service, or will be 
placed in a pool and allocated by the Civil Aeronautics Board to operate the 
war air service pattern for the handling of priority traffic over routes directly 
controlled by the Civil Aeronautics Board. The military have informed us that 
they are relying on the airlines to supply the jet transports needed for our de- 
fense. Other forms of transportation will also play important national-defense 
roles. Clearly, then, any tax which, like the transportation tax, weakens our 
common carrier transportation system or retards its continued improvement, 
should, in the interest of national defense, be repealed. To state the proposition 
affirmatively, one of the principal goals of our tax system should be to strengthen 
rather than weaken our national-defense effort. 

For a number of years the Air Transport Association has worked with the 
committee and its staff with a view to amending the transportation tax to cor- 
rect the hardships and inequities which it produces. We have found that the 
various amendments which were adopted by Congress to correct certain inequita- 
ble and discriminatory situations only create new ones. After years of effort and 
study we have concluded that the only sensible course is complete repeal of the 
tax. Mention of only a few of the discriminatory and inequitable results pro- 
duced by the tax leaves no doubt as to the soundness of that conclusion. 

1. The travel tax applies only to domestic travel. Thus, it discriminates 
against travel in the United States and in favor of foreign travel. Apparently 
the tax is based on the concept that the traveling public should “see America 
last.” It diverts travel to foreign countries, to the detriment of the domestic 
travel business and domestic carriers. 

2. The travel tax discriminates against persons who purchase their trans- 
portation in the United States and against travel agents doing business in the 
United States. If travel is paid for outside the United States, the tax applies 
to only domestic transportation. If, however, the transportation is purchased 
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in the United States, the tax applies not only to domestic transportation but 
to the domestic part of an international trip. Thus, travelers desiring to 
make international trips can avoid the tax entirely by paying for the trans- 
portation outside the United States. This diverts business from domestic 
travel agents and unjustly discriminates against those travelers purchasing 
their transportation in the United States. (For example, a Detroit resident 
going by air to London via New York can cross the border to Windsor, 
Ontario, and buy the entire trip taxfree. If he purchases his ticket in 
Detroit, he must pay the 10 percent tax on the Detroit-New York segment of 
his trip.) 

3. The 3 percent tax on airfreight is particularly onerous on a relatively 
new mode of property transportation. The time saving in airfreight is par- 
ticularly useful to the long-distance shipper, and he is the one under special 
hardship from this tax because the tax is a percentage of the total trans- 
portation cost. 

4. The travel tax discriminates against domestic airlines and in favor of 
foreign-flag airlines. This accentuates the already serious problems caused 
by the penetration of foreign-flag air carriers into the field of air transporta- 
tion in the United States, resulting from economically unjustifiable awards 
of valuable air rights made by the State Department to those carriers. For 
example, if a person travels from points on the west coast to Europe via the 
polar route, a route pioneered by the Scandinavian Airlines System, he may 
purchase the trip completely tax free. On the other hand, if, in making a 
trip to the same destination, he travels on any transcontinental domestic 
airline, via New York, he must pay the tax from the west coast to New York 
and return. Since the fare is the same via either route, and since the tax 
amounts to over $30 on the round trips, this substantial differential in cost 
is a serious discrimination against our domestic airlines. Similar discrimina- 
tory situations exist with respect to travel from points on the east coast of 
the United States to points in the Orient. If a passenger desires to go from 
New York to, for example, Tokyo, he can make the entire trip on either 
United States-flag or foreign-flag airlines. If he takes a United States-flag 
airline he will have to pay a tax of over $30 on the round trip. He can, how- 
ever, avoid the entire tax by flying on a Canadian airline. The fare in both 
cases is exactly the same, the services are comparable, and the substantial 
tax differential therefore a serious discrimination against the American-flag 
carriers. Many other similar examples could be cited. 

We believe that, in view of the foregoing, the committee should give priority 
consideration to the repeal of the transportation excises. As stated above, we 
recognize the difficult problem facing this committee. In that connection it 
should be borne in mind that a major part of the transportation tax is a deduct- 
ible business expense so that much of the loss in revenue from these taxes would 
be offset by increased income taxes. The effect of such repeal can further be cush- 
ioned by providing now for a schedule of rate reductions leading to complete 
removal of the taxes. 

It is respectfully requested that this letter be included in the record of the 
current hearings. 

Very truly yours, 

S. G. Treton, President. 





STATEMENT BY THE COMMITTEE FOR Or PIPE LINES 


The following statement is Submitted in support of the general statement filed 
by the National Conference for Repeal of Taxes on Transportation urging con- 
gressional action to remove these excise levies. 

Our organization, the Committee for Oil Pipe Lines is a member of the Na- 
tional Conference for Repeal of Taxes on Transportation and endorses fully 
the conference’s statement. We wish, however, to point out certain features of 
the situation differing us from the other carriers. 

The Committee for Oil Pipe Lines is an industry group composed of 77 oper- 
ating oil pipelines; 68 of our members are regulated interstate carriers, re- 
porting to the Interstate Commerce Commission in accordance with Federal 
law. The others are intrastate and private carriers. 

The regulated interstate carriers of the committee comprise 142,686 miles of 
oil pipelines or approximately 75 percent of the more than 190,000-mile total. 
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Over 90 percent of the total volume of crude oil and products transported by 
pipeline is carried by the common carriers. 

Figures for 1956 show that about 151,000 miles of the total of all lines is de- 
voted to the transportation of crude oil from the fields to the refineries and 
some 39,000 miles to products, such as gasoline, diesel fuel, kerosene, and heat- 
ing oil, from the refineries to the markets. The lines are operated in 44 States 
in all. 

It is noteworthy that these oil pipelines in 1956 carried a volume of over 230 
billion ton-miles, approximately 17 percent of total intercity traffic in the United 
States. 

This volume incidentally represented 77.4 percent of all crude oil moved to re- 
fineries and 19.1 percent of all petroleum products moved to markets. 

The present tax on the transportation of petroleum and its products by pipe- 
line, provided for in sections 4281-4283 of subchapter C, part III, Internal Reve- 
nue Code, differs from the tax on transportation of goods borne by other carriers 
in four fundamental particulars: 

(1) It is higher in its rate being set at 414 percent for oil and products moved 
by pipeline as compared to the general freight transportation tax rate which 
is 3 percent. 

(2) The pipeline tax is older, having been levied first in 1932 as a 4 percent 
emergency tax. The general excise levies on transportation came in 1942. The 
pipeline tax was originally scheduled to expire in 1934. By acts of succeeding 
Congresses it remained in force until 1940, however, when a defense tax of an- 
other one-half percent was added. The elimination of further expiration dates 
was recommended in the Ways and Means Committee report on the Revenue 
Act of 1941. 

Incidentally, the report went on to say such action, “has been taken without 
prejudice to the temporary natures of these levies and rate increases * * *.” 

(3) Private oil pipelines are required under the provisions of section 4281, 
Internal Revenue Code, to pay a transportation tax on the basis of a fair charge 
for services. Other types of private transportation carriers are.not subject to 
the transportation tax. 

(4) This tax is borne by the carrier, i. e., the pipelines themselves, whereas 
other carriers collect the transportation taxes from the shipper as an added 
charge after the tariff or contract rates are established. 

These differences represent, in our judgment, several types of discrimination. 
These may be set forth and considered in order: 

(1) There is no demonstrated justification for maintaining a transportation 
tax rate differential in the case of petroleum and products on the basis of the 
mode of transportation employed. The use of pipelines in the movement of crude 
oil and its products requires a 50 percent additional tax payment—4% percent 
as opposed to 3 percent in the use of other types of carriers. 

This means that as earlier figures cited show, some 77 percent of all crude 
oil moving to refineries in the United States is taxed at a higher rate, if it is 
taxed at all, in its movement: by pipeline 4% percent, by other common carrier 
3 percent, and free if by private carrier other than pipeline. 

And in the case of oil products some 18 percent of United States production 
is taxed in its movement to market at the 4% percent rate, the remaining 82 
percent at the 3 percent general rate or free if moved by private carrier other 
than pipeline. 

Thus it might be observed that our plea to the Congress here could be in the 
alternative. That is, if the transportation taxes may not be removed entirely, 
which we strongly urge, then a rate adjustment might be granted whereby crude 
oil and products transported by pipelines would be taxed at the same rate as 
general freight and at the same rate as identical forms of petroleum moved 
by other modes of transportation. 

(2) All other types of private carriers being exempt from the transportation 
tax there seems little justification for maintaining such a levy on private pipeline 
carriers. 

(3) Having due regard for common business practices, it may be agreed that 
the incidence of this tax falling upon the pipeline carriers instead of the ship- 
pers is not a matter of deep concern. The shifting of tax burdens is part of the 
nature of any tax structure. Thus this distinction is without great substance 
and no emphasis is placed upon it here. 

Our general criticism of these transportation taxes are foursquare with the 
objections of the other carriers. A tax on the use of the system which is the 
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main spring of the United States economy, i. e., transportation, is one which 
ought to be levied or retained only under the most compelling circumstances. 

Transportation is the sine qua non of the American mass market. 

Transportation taxes aggravate the disadvantages of the citizens of the remote 
regions of our country, producer and consumer alike, purely upon the basis of 
the very requirement they have for transportation services. In the case of oil 
and products to be moved a 4% percent tax levy is even more burdensome than 
a 3 percent charge. No doubt it can be a consideration in refineries in deter- 
mining the choice between purchasing crude oil from nearby or distant pro- 
duction fields. 

It should be recalled here that opposition to this form of taxation has been 
long and consistent. The Secretary of the Treasury, in 1942, Mr. Henry Mor- 
genthau opposed transportation taxes on the basis of their threat to price sta- 
bility. His concern then had to do with price ceilings, established by law. Hap- 
pily, no such concern in like form exists today, but the general concern with prices 
continues. Transportation taxes as a part of the cost of goods contributes sub- 
stantially to that problem. 

Secretary Morgenthau repeated his objectives in the following year 1943.2 In 
1950, the then Secretary of Treasury, John W. Snyder, testifying before your 
committee on February 3, observed in his objections to the transportation tax 
that they all fell on regulated public services, and, “The tax on transportation of 
property is almost entirely a cost of doing business. Excise taxes on business 
costs tend to be pyramided through successive markings by those handling goods 
in various stages of production and distribution; * * * taxes, thus added to the 
price of goods and services generally are the most burdensome on lower income 
groups.” 

Finally, as to the cost to the Treasury of eliminating these taxes this may be 
said: We are not unmindful of the revenue requirements of the Federal Govern- 
ment. However, in the case of the oil pipelines wherein the tax is imposed in 
form on the carrier itself, the loss to Treasury would be reduced by that fact. 
As a tax upon the carrier and a business cost it is deductible in calculating in- 
come for tax purposes. 

Thus, for example, in 1956, in which year the oil pipelines paid $35.6 million 
in transportation taxes to the Government, these were deducted in calculating 
income. Had there been no transportation tax this $35.6 million would have 
been subject to the income tax in its entirety. Thus the net loss to the Treasury 
in the absence of any transportation tax would have been at the most 48 percent 
thereof or some $17 million presuming the 52-percent corporation-tax rate to 
apply on the entire amount. 

As a major item of operating cost and a tax burden upon the pipelines second 
only to the Federal income tax, this transportation tax is of real concern to the 
companies. It totals more than the combined State and locai taxes of the oil 
pipeline companies. 

This tax, in fact, amounted to over 23 percent of the total Federal taxes paid 
by the oil pipelines in 1956, demonstrating how an apparently simple levy of 4% 
percent can in its accumulation and pyramiding amount to surprising pro- 
portions. 

To conclude, our objections to the transportation tax effective upon the oil 
pipelines are fourfold: 

(1). A transportation tax in its whole concept is harmful to the most vital 
service in our economy. The United States transport system creates our mass 
market and makes goods and produce of any area in our country available to all 
others at reasonable cost. Taxation of that process is inequitable in many ways, 
but particularly in penalizing arbitrarily whomever by geography or distance is 
remote from his source of supply or a market for his goods. 

(2) The transportation tax upon the oil pipelines themselves is discriminatory, 
being 50 percent heavier upon oil and products moved by that method than the 
tax upon the movement of identical products carried by other means. 

(3) Widespread recognition of the fundamental objectionability of these taxes 
can be found in the records of the Congress and the Treasury over the years. 
The pipeline tax was a “temporary emergency” measure enacted in 1932, the 
expiration date of which was consecutively pushed back until 1942. At that 
time a Ways and Means Committee report shows that this tax along with others 


1 Senate Finance Committee, hearings, 77th Cong., 2d sess., on H. R. 7378, p. 7. 
* Hearings, House Ways and Means Committee, 78th Cong., 1st sess., on revenue 
revision, p. 472. 
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was to exist without further expiration dates, but without prejudice to their 
“temporary nature.” 

(4) There is no apparent reason for maintaining a tax rate for the movement 
of oil and its products different from the rate applying to the movement of all 
other goods. 

We appreciate this opportunity of expressing our views on this important 
matter. We are hopeful that your committee and this Congress will find that 
the time has come to remove the inequities and discriminations created by this 
type of tax. As stated earlier, we are by no means unmindful of the need for 
revenue, but we also share your regard for the ideal of an efficient tax structure, 
the application of which is even and fair. 

Thank you for your consideration. 

Gorpvon C. LOCKE, 
General Counsel, Committee for Oil Pipelines. 


STATEMENT BY CLINTON M. HESTER, WASHINGTON COUNSEL, UNITED STATES 
BREWERS FOUNDATION 


Mr. Chairman and members of the committee, my name is Clinton M. Hester. 
I am an attorney with offices in the Shoreham Building, this city. I appear 
here today on behalf of the United States Brewers Foundation, New York City, 
for which I have been Washington counsel for many years. Now in its 96th 
year, the foundation is the oldest incorporated trade association in the United 
States. Its members produce in excess of 85 percent of the beer manufactured 
in this country. 

The United States Brewers Foundation urges that the excise tax rate on beer 
be no greater than $6 per barrel. This is the rate which became effective on 
July 1, 1940, after the imposition of a $1 national defense tax and prior to 3 
more $1 increases imposed to aid in the prosecution of World War II and the 
Korean conflict. These raised the rate to $9 per barrel. The foundation urges 
the Congress to take the first step toward a return to the $6 pre-World War II 
beer tax by allowing the rate to revert to $8 per barrel on July 1, 1958. In addi- 
tion, we urge that this committee recommend that the rate be further reduced 
at the earliest possible time. 

INTRODUCTION 


There exists today a sense of urgency in our request for a tax reduction, an 
urgency caused by today’s economic situation. To illustrate, for years we have 
testified that beer is the workingman’s drink and conversely that the ability of 
the workingman to purchase beer is the mainstay of the brewing industry. 
While it may be that this fact is so well accepted that it needs no documenta- 
tion, it is significant that Life magazine has recently completed an exhaustive 
survey of consumer-buying habits and its findings confirm this statement. The 
Life survey found that beer was most popular in households in which the father 
was a skilled factory worker or foreman. Life also found that beer was more 
popular in the homes of clerical workers than in the homes of executives. If 
these factory and clerical workers suffer a decrease in personal incomes, then 
beer sales will be seriously affected. But this sales decline is not one which 
concerns only the industry. The stake of the Federal Government is even larger, 
since the loss of the sale of each barrel of beer costs the Federal Government 
$9 in revenue. 

We do not deem it necessary to document in detail the fact that our economy 
has been losing momentum. In the last few weeks economists and other wit- 
nesses before this committee have documented that decline in detail. In the 
interest of conserving the time of this committee, we shall only point out that 
the Federal Reserve Board, in recently lowering the rediscount rate and margin 
requirements for the purchase of stocks, has thereby given recognition to this 
condition. Corporate profits as well as hours worked by factory workers, show 
signs of material declines. It therefore follows that beer’s best customers have 
or can anticipate lower incomes. It also follows that beer sales will start to 
trend downward as these people, the mainstay of the brewers’ market, find 
themselves with less spending money in their pockets. 
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THE $9 EXCISE TAX DISCRIMINATES AGAINST BOTH THE CONSUMER AND 
THE INDUSTRY 


In our testimony today, we shall endeavor to show the depressing effect of 
Federal excise tax policy on both the consumer of beer and the brewing industry. 
The Federal Government imposed the first excise tax on beer as an aid in financing 
the war between the States almost a century ago. Thus for nearly 100 years the 
consulmer of beer has been paying excise taxes, most of which were imposed to 
raise additional revenue during times of crises but the cumulative effect of 
which has actually caused the beer excise tax rate to rise to the point where in 
fact it has become a sumptuary or penalty tax upon the manufacture, sale and 
consumption of beer. Yet the present Federal excise-tax rate on beer is propor- 
tionately much greater than that imposed on practically all other products. In 
fact, except for tobacco and distilled spirits, beer is burdened with the highest 
of all excise-tax rates. In truth, beer should bear a low tax rate to encourage 
its consumption in the interest of moderation, as Thomas Jefferson during his 
terms of office as President encouraged the manufacture and consumption of 
beer in the interest of moderation. 

For all practical purposes the excise tax upon beer is a selective sales tax which 
is regressive for it bears most heavily upon the traditional consumer of beer, 
namely those in the lower-income brackets. 

Both the brewing industry and the consumer are penalized by this tax for it 
is a matter of simple logic that the selling price of the -beer must be raised to 
include the Federal and State excise taxes. Purchasers therefore pay for both 
a product and a tax. Beer competes for the consumer dollar and with many 
other products and whenever the choice is between beer and a tax-free article 
there is, in fact, a form of discrimination through taxation. 

If, as a matter of fiscal policy, this committee believes that it wishes to con- 
tinue the use of excises on a significant scale as a part of our general tax policy, 
then we respectfully suggest that the present system is too selective in that it relies 
upon a handful of products to supply 80 percent of all excise revenue. This places 
too heavy a penalty or burden upon the manufacturers of these few products 
in competing with other products for the consumers’ favor. 

We respectfully suggest that the rate on beer revert to $6 a_barrel and that 
this committee might give consideration to a modest excise tax applied to a wider 
list of products so that this greater number of commodities together will raise the 
revenue currently yielded by Federal excise taxes. Thus the burden will not 
fali on a mere handful of products and the persons who consume them. With 
such a change, the consumer who chooses the beverage of moderation will no 
longer be penalized for exercising his right to consume this healthful beverage. 

If the Federal excise tax on beer were reduced to $6 a barrel, we are confident 
that beer sales would rapidly increase and soon reach a level that would yield 
more money to the Federal Treasury than it now receives at $9 a barrel. 

If beer, an important food beverage to countless Americans, were taxed at a 
rate that would permit lower prices, this beverage would quickly become a staple 
such as milk and bread and be served with every meal. 

The excise tax on beer is in fact a selective sales tax which is regressive be- 
cause it must be paid for by the consumer at the same rate regardless of his own 
income. Thus it bears most heavily on those who can least afford to pay the 
tax. In the case of beer, the impact is concentrated in the lower income brackets. 
At the present time, as we mentioned earlier, personal incomes of factory work- 
ers and other wage earners in the lower brackets have been declining ; meanwhile 
the cost of living has been increasing. 

In deflationary periods, as today, excises aggravate deflation and hurry the 
national economy on its downward course. Excises cut spending power—they 
take the same toll out of every dollar spent regardless of the income bracket of 
the consumer, 

It is interesting to note that the Canadian economy likewise is experiencing a 
shift from inflation to deflation. To counteract that deflationary trend, the 
Canadian Government last December announced reductions in personal income 
taxes and in excise taxes on automobiles. Significantly, Chrysler of Canada im- 
mediately announced price reductions on its automobiles to pass on to the con- 
suming public the benefit of such lower excise taxes. 


BREWING INDUSTRY AND THE POSTWAR ECONOMY 


With the repeal of the 18th amendment, the American brewing industry was 
revived and after a decade of existence, had been moderately successful. In 
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1940, when the Federal tax on beer was $6 per barrel, beer sales were some 52 
million barrels, and by 1944 had soared to about 80 million barrels. This rapid 
rate of increase was sharply curtailed when the effect of the three national de- 
fense (July 1, 1940) and World War II (1943 and 1944) beer tax increases were 
fully felt by 1945. 

Per capita consumption, which is the true sales indicator, has never reached 
the preprohibition level of 21 gallons when almost half of the population lived 
in dry areas. In fact, per capita consumption, which was 18.4 gallons in 1947, 
dropped to only 15.4 gallons in 1957. 

Consider for a moment the boom decade of 1947-57. It was a decade of 
unparalleled prosperity accompanied by an almost explosive rise in the “after 
tax” income of the American wage earner—the potential beer consumer. The 
American consumer had an “after tax” income of $169 billion in 1947, by 1952 he 
had $238 billion and by last year he had $300 billion. But beer sales stood still— 
beer did not participate in the boom. Since less beer was sold during each of 
the past 10 years than since 1947, it follows that the brewing industry did not 
share at all in the additional billions of dollars which were added annually to 
the consumers’ pocketbooks. 


INDUSTRY NOT PROSPEROUS 


The brewing industry as a whole is not prosperous and, indeed, most companies 
find it difficult to earn a reasonable profit. Lest it be assumed that this condi- 
tion is limited to the smaller or marginal plants, we should like to make it clear 
that this is not the case. Any number of medium and large plants show losses 
or disappointingly small profits. 

Official Treasury data reveals that the profit after taxes per barrel of beer sold 
declined as follows: 


rn UU ak ed te hie Shean $1. 87 
a ah ebb seeded enc ines ata deseeiebea cee 1.31 
Nee nai bench abe be eeteicthentiod 1: 3% 
eee IIS hee ga be ek . 94 


11954 is most recent U. S. Treasury figure available. 


What is the significance of a profit of 94 cents a barrel after taxes? It shows 
that the Federal Government, which has not invested 1 penny in the brewing 
industry, took out of the industry 10 times as much as the owners who built the 
companies and who make the beer. 

Here is the 1954 picture in a nutshell. 


In 1954 the public bought 83 million barrels of beer. 
The companies paid: 
In Federal excise taxes on this beer about $750 million. 
In United States corporate income taxes, $94 million. 
In State excise taxes nearly $200 million. 
The companies made a profit of $78 million. 
Or, per barrel, 94 cents. 
Thus the Federal Government alone took 10 times as much as the brewing 
companies. 
An astonishingly large percentage of industry units operate ata loss. Treasury 
figures show that about one-third of all brewing companies made no profits in each 
of the years below: 





Number of Number of 


brewing Percent brewing Percent 
Year companies | making no Year companies | making no 
in busi- profit in busi- profit 
ness ness 
ES a a aera 453 i Sant wads capsules 373 40 
a ll pee I acct 457 31 aie recta ei hes cart 336 37 
AS OEE ee Ge 431 TESS eee ici wkbdewnche 288 32 
Sa eee 407 eee reer ae 256 30 
 Miekiteteeramenenciered 386 40 


Sources: U. 8. Treasury Department, Internal Revenue Service, Alcohol and Tobacco Tax Division, 
U.S. Treasury Department , Internal Revenue Service, Source Book, 1954, latest available year. 
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Industry sources indicate that brewing companies did not fare any better 
in 1955, 1956, and 1957. This is confirmed by the earnings for each of the past 5 
years of 10 companies whose stock is publicly held and traded on some 
stock exchange and for which we could therefore secure published earnings. 
These are good sized plants—indeed, two sell about a half million barrels of 
beer a year each and the others each sell a million or more barrels annually. 
Here are the annual per share earnings. We have used letters to designate each 
company but the names can be supplied to the committee if desired. We believe 
that these 10 companies are a typical industry cross section. 


Brewer | 1953 | 1954 | 1955 1956 | 1957! 
Leoeqenrtelesaicianeleoeenentishenseaiaiadane 
BS, hiss Bin ebook Ae sitet $2.82} $265| $1.67] $2.02] $202 
Tak cgchins-sabceoaiaia rine daietge lanai 223; 246) 263] 238] @ 
Sidi ner hencoaneabpaaatutgretepeaaiamiaenine ‘34 39 : 36 5] @) 
Me eee le. 1.66] 155] 227] 212 2. 30 
TEL cacosckn aunanvudeseddesqedsésvescacsusbotusuperoute . 86 - 63 - 05 3.75 08 
Sails ck ihe ghhdtisinsnaasbinacudiavdncediedes anundts as7| 22) 230) 1.96 ]-........ 
Tae te 1. 56 50 58 ee . 
te on see 1.65 48 ‘01 Sept. 
Diag sn.chds Fak ska vcsdbUecs ined ae Aa act 143] 1.67 99 3. 56 210 
Ti iidas nasidiids epitcinanehthesh -vodeeen tending aakadiai #10 19 146 56 * 50 


1 Actual or estimated 1957 earnings. 
2 Not available, 
3 Dividends. 


Source of above data—Standard & Poor’s. 











During the past 5 years—years of unparalleled prosperity in this Nation—see 
how these 10 companies fared: 4 increased their earnings over 1953, 2 had lower 
earnings, and 4 actually showed a deficit. 

See, too, how the industry fared. In 1953 there were 288 brewing companies— 
today there are 203 companies. Eighty-five have closed their doors in these few 
years. 

HIGH TAXES RETARD BEER SALES 


Beer sales today are lower than in 1947; beer failed to share in the postwar 
boom; many plants are closing or losing money. What are the fundamental 
causes of this picture? 

The answer is that the high Federal beer excise tax when combined with State 
beer excises and constantly increasing material and labor costs, result in beer 
prices to the consumer so high that the great mass market of lower income 
workers no longer purchase the product in the quantity they once did. Inasmuch 
as brewers’ profit margins are continually declining, lower beer prices are vir- 
tually impossible. When brewers’ profits are small or nonexistent the Federal 
Government loses too for it fails to collect the corporate income taxes which it 
would otherwise receive. 

While it is true that neither this committee nor the brewers are in a position 
to reduce the cost of materials or wages, it would be a great stimulant to the 
sale of beer if this committee recommended and the Congress enacted a reduction 
in the one item over which it exclusively has control, namely, the Federal beer 
excise tax rate. 

Indeed, it is a truism to say that management is being squeezed between rising 
costs and heavy taxes on the one hand and a consumer-imposed price ceiling on 
the other hand. The recent experience of the State of Texas illustrates well the 
impact of taxes upon sales. 

In September 1955, the Texas Legislature increased the State beer tax of $2.30 
a barrel to $4.30. The effect of the additional tax was both immediate and con- 
tinuing. Beer sales in Texas for the following 12 months period from September 
1955 through August 1956 decreased by 10 percent or 416,000 barrels. Inciden- 
tally, this resulted in a loss to the Federal Government of $3,747,000 in revenue. 
To refute any possible argument covering the general prosperity of Texas, all 
retail sales during this same period rose 8 percent. 


CONCLUSION 


In conclusion, we submit that the lowering of the Federal excise tax on beer 
from $9 to $6 a barrel at this time would be in the best long-range interests of the 
Federal Government, the brewing industry and the economy of this country. The 
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lengthy history of taxing beer at rates far, far higher than those imposed upon 
other commodities is no warrant in equity or logic for continuing a rate that is so 
high that it constitutes a major stumbling block to achieving normal beer sales, 
What better time than now, when th 


the economy is turning downward, to reduce 
the tax on beer, a mass-consumed product primarily purchased by lower income 
groups. A reduction in this regress 


ive tax will add to the purchasing power of 
this mass market. 


Any additional purchasing power released by lower beer taxes w 
into the economy as additional purchases are made by these consumers. A re- 
duction in the beer tax would mean lower prices for the product and increased 
beer sales. This would create profits instead of losses for the 30 percent of the 
brewers who now lose money. These Same companies would be adding to em- 
ployment at the very time when national unemployment is rising. The farmers 
too would benefit from the increased purchases by the brewers of barley, hops, 
corn, rice, and other fine agricultural products. Yes—a reduction in beer excises 


now may well be the type of pump priming which pays off far beyond the imme- 
diate dollars involved. 


ill be returned 


g that its purpose is the reduction of the Federal 
excise tax on beer to $6 per ba rrel, the rate in effect prior to the last $3 wartime 
commensurate with those imposed on other mass- 
consumed products. The first step toward this goal, of course, would be the 


termination of the $1 emergency Korean war tax which is scheduled to expire 
June 30, 1958. Accordingly, we respectfully urge that this committee allow the 
Federal excise tax on beer to revert to $8 per barrel on J uly 1 of this year. 

Thank you, Mr. Chairman and members of the committee, 





THE WINE CONFERENCE oF A MERICA, 
Washington, D. C., February 4, 1958. 


Re general revenue revision—Tax adjustment on light sparkling wines. 


Hon. WIixgur D. MILLs, 
Chairman, Committee on Ways and Means, 
House Office Building, Washington, D.C. 
DEAR Mr. Mitts: In December 1956 the Wine Conference of America presented 
oral and written testimony before the Subcommittee on Excise Taxes which 
was made part of the printed record. 


Later on, in 1957, we presented supplementary written data 
the subcommittee Staff, with copies to the Treasury Department 
Revenue Service. This supplementary material does not dupl 
recorded testimony. 

In order to have a permanent 
submitting herewith, for inclusio 
hearings, some but not all, of the above supplementary material: 

1. Wine Conference letter of February 21, 1957, to the chairman of the 
Subcommittee on Excise Taxes. In part, this is a mathematica] revision of 
certain calculations contained in an earlier letter to the chairman of the 
subcommittee dated February 1, 1957. 


The February 1 letter is not sub- 
mitted herewith but it is in the hands of the committee staff in the event 


it is desired to look into the details of the Statistical methods we used in 
making our calculations of revenue effect. 

2. Wine Conference summary memorandum—Tax adjustment on 
sparkling wines, dated July 26, 1956. 

3. Letter of July 15, 1957, addressed to 
Mehren, director, Giannini Foundation, Un 


and material to 
and the Internal 
icate the earlier 


record of this supplementary material, we are 
n in the record of the general revenue revision 


light 


Wine Institute by Dr. George L. 


iversity of California. 
4. Wine Conference letter of July 29, 195 


57, to the Honorable Dan Throop 
Smith, Department of the Treasury. 
We should appreciate very much these documents being made part of the 
printed record of the current hearings. 
Sincerely yours, 


Epwarp W. Woorton, Secretary. 
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THE WINE CONFERENCE OF AMERICA, 
San Francisco, Calif., February 21, 1957. 


Re tax adjustment on light sparkling wines—recapitulation. 


Hon. AIME J. FoRAND, 
Chairman, Subcommittee on Excise Tares, 
House Office Building, Washington, D. C. 

DEAR Mr. Foranp: This will supplement and summarize our testimony of 
December 6, 1956, and also certain portions of our letter of February 1 on the 
above subject. 

1. The tax is ecxcessive—The present $3.40 per gallon rate for naturally 
sparkling wine (and $2.40 per gallon for artificially sparkling wine) of not over 
14 percent alcohol by volume is excessively high in relation to other taxes on 
wine. The $3.40 tax is 20 times higher than the tax on the same light table wine 
without the bubbles. It is roughly 20 times higher ($544 per ton) than the 
average value to the farmer of grapes crushed for wine. It has destroyed what 
would otherwise have been, under present economic conditions, a sizable and 
profitable outlet for the winegrower. 

2. The tax has obstructed sales.—Sparkling wine sales are less than 2 per- 
cent of total wine consumption. The average retailer, selling 51 bottles of wine 
a week, sells only 0.9 bottle of sparkling wine. The total output of United 
States sparkling wine (1.8 million gallons in fiscal 1956) is divided among 110 
wineries. This entire volume could be concentrated and handled with ease in 
one medium-sized winery. 

The average bottle price of sparkling wines is $3 to $3.50, of which $1.25 is 
attributable to Federal tax plus the necessary wholesale and retail markups on 
the tax. The same wine without bubbles retails roughly from 75 cents to $1.50 
per bottle. Adding the bubbles to these light still wines is not a cheap process. 
But when the Federal tax brings the bottle price up to roughly three times the 
bottle price of still table wine, it is obvious that very few consumers will have 
the slightest interest in the product. Wine is historically a low-priced com- 
modity and people just are not interested in buying it ut excessive prices, no 
matter how much they like it. 

8. The American consumer actually prefers light sparkling wines.—This is 
a matter of common knowledge, but also has been demonstrated among thou- 
sands of people through taste preference studies by the University of Cali- 
fornia’s department of food technology at the California State fairs in 1952 
and 1953. The reason is that the carbon dioxide that causes the bubbles also 
has a definite flavor of its own that improves the flavor and aroma of the wine. 
The preference of the consumer for carbonation in mixers and soft drinks is well 
known. Only in wine is this carbonation priced out of his reach. 

4. Tax reduction means increased sales.—Reduction of the tax to $1 per gal- 
lon would make possible a reduction of $1 a bottle in the consumer price. Re- 
tailers’ opinions, obtained in a reliable survey conducted by the wine advisory 
board (an instrumentality of the California State Department of Agriculture), 
show that such a price reduction would result in a 329 percent weighted average 
increase in their volume of sales (i. e. somewhat over four times the present 
volume) and that this would take place within 6 months to a year after the 
reduction. This is not a startling increase. The average retailer instead of 
selling 0.9 bottle of sparkling wine a week, would still sell only 3.75 bottles of 
sparkling wine weekly. The entire United States production at the increased 
sales rate could still be handled by a single moderately large winery. 

The wine industry is highly competitive in its price structure and the esti- 
mated reduction of the retail price to $2 to $2.50 per full bottle is considered 
conservative under actual marketing conditions. Further, the new lower price 
structure would make feasible new types of packaging designed especially for 
the mass market, such as are used in the soft drink field, eliminating the heavy 
and cumbersome present full bottle. Mass marketing would also make eco- 
nomically possible promotion and advertising not now feasible on the present 
small volume of sales. 

5. This increased business would be new business.—While there would be 
some diversion from still table wine sales, the business would be primarily 
new business. The University of California’s food preference studies, referred 
to above, clearly indicate that the preference for the sparkling wine is greater 
among the infrequent than frequent wine users. Consequently, we would ex- 
pect this new business to be largely among the non-wine-drinking public or in- 
frequent wine users. 
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While the industry, starting at nothing at repeal, has been relatively success- 
ful in developing markets for some of its commodities (such as dessert wines, 
vermouths, and brandies), we have not yet been able to similarly develop a mar- 
ket for wines under 14 percent alcohol by volume. The reason is that the tra- 
ditional European types of table wine have found acceptance in this country only 
among a limited number of users. The increases in this field in the past 10 
years have been chiefly due only to’the development of two new types of prod- 
uct. One is the extremely sweet type of light wine patterned after the formerly 
homemade Kosher wines. The other is a rather bland type of red wine very 
similar to homemade red wine of the Italian type. Both of these types reach 
new consumers, From a vineyard point of view, the latter represents no real 
gain to the industry because it merely converted household buyers of wine grapes 
into purchasers of commercial wine. 

With the lowering of the sparkling wine tax, we expect to tap a hitherto non- 
existent market. We also expect the present rate of sales in the traditional 
European type of table wines, and in the two other new types mentioned above, 
to be continued, because they are now being consumed only by the limited 
number of people who have a very definite preference for these products. 

6. There will be no loss of revenue.—We wish to acknowledge and correct an 
error in the special memorandum attached to our letter of February 1, which 
error was unfortunately compounded through the detailed calculations in that 
memorandum. 

The corrected calculations for the final revenue results, computed on the 
Same assumptions as the previous memorandum, should read, for the first 2 
years after the tax adjustment, as follows: 


Revenue receipts 


{In millions of dollars] 


| | 
At present | At proposed | Net gain (or 
rate loss) 

















rate 
Teen enn Tn een eee amincsdnewn deeb wbms 4. 350 2. 250 (2. 100) 
Se aaa es oe oak des eek 4. 350 4. 625 . 275 
ee eas hei aind cnn vanence Cap hene aes 8. 700 6. 875 (1. 825) 
ee ie) ode te abel h ah2.- icine ckgmaeis  4.350| 5.125 715 
Een te eciptehnaeee 4. 350 5. 375 1, 025 
Re csi teen cst lock SedthbWdodwa 8. 700 10. 500 1, 800 


In the chart attached to the special memorandum submitted to you February 
1, the figures (showing the increase in annual revenue rates during the first 24 
months after the tax adjustment date, in millions of dollars) were $2.5, $9.4 $11.6, 
$12.5, and $13.1, and should be changed to read $2.5, $8.5, $10.0, $10.5, and $11.0 
respectively. 

It will be seen from these corrected calculations that the revenue loss of the 
first year would be counterbalanced by the revenue gain of the second year. So 
far as the alcohol and tobacco tax field is concerned, the revenue loss of the first 
year will be partly balanced by the gain of $500,000 due to the adjustments in 
occupational tax structure recommended by the subcommittee in its report of 
December 31, 1956. 

In making all the foregoing calculations, we believe we have taken into account 
all possible considerations. We also feel that we have been most conservative 
in the assumptions upon which these calculations were based, as outlined in the 
special memorandum of February 1, 1957—-at least that is the opinion of people 
in the trade who have studied them. 

7. Additional benejits—-The increased business at the reduced selling price 
would mean benefits in other directions, which are not included in our above cal- 
eulations. For example, the increased outlet for grapes would mean an addi- 
tional $3 million a year to the growers, some of whom, as we have pointed out 
in the case of northern Ohio, are badly in need of this outlet. The retail value 
of sparkling wines would increase from about $40 million to about $123 million 
annually. This $83 million increase in dollar sales obviously means increased 
revenue to the Government from corporate and other business income taxes, in- 
cluding such taxes at the winery and wholesale levels, as well as at the retail 
level. When the 20 percent excise tax rate on certain commodities was reduced 
to 10 percent in 1954, the dollar value of sales on those commodities increased by 
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50 percent (over $1 billion), with resulting increased revenue to the Government 
from business income taxes, even though there was a revenue loss so far as excise 
tax itself was concerned. While wine, as a small business and agricultural enter- 
prise, is not a large segment of the American economy (the retail value of all wine 
is about $600 million annually), it seems pretty clear that, within our segment, the 
proposals we have made will be of distinct benefit, not only to our industry, but 
to the Government itself. 

Ever since prohibition was repealed on December 5, 1933, the wine industry has 
had an opportunity to study and analyze the actions of the Committee on Ways 
and Means with respect to taxes. We have received the impression that the com- 
mittee has always favored sound taxation. It is our sincere view that the pro- 
posal we urge with respect to the tax adjustment on light sparkling wines is an 
extremely sound form of taxation. Its adoption will not only maintain Gov- 
ernment tax receipts, but also increase the total volume of business done in these 
wines by producers, wholesalers, and retailers. The accruing benefits, both to 
industry and to the Federal and State Governments, are obvious. 

Respectfully submitted on behalf of the Wine Conference of America, by its 
legislative committee. 

FRANK M. LUpwIcK, 
Bottle Fermented Champagne Producers, Inc., 
Washington, D. C. 
Harry L, Lourtig, 
National Association of Alcoholic Beverage Importers, Inc., 
Washington, D. C. 
EpwaArp W. Woorton, 
Wine Institute, Washington Office. 
Washington, D. C. 


SUMMARY MEMORANDUM—TAXx ADJUSTMENT ON LIGHT SPARKLING WINES 
(H. R. 6725, H. R. 6850, H. R. 6883, H. R. 6915, H. R. 7097) 


1. The above identical bills were introduced respectively by Congressmen 
Cecil R. King (California), B. F. Sisk (California), W. Sterling Cole (New 
York), Hubert B. Scudder (California), and Eugene J. Keogh (New York). 
These bills would reduce the Federal tax rates on effervescent light table wines 
from their present exorbitant rates of $3.40 per gallon for naturally sparkling 
wines and $2.40 per gallon for artifically carbonated wines, down to $1 per gallon 
and 50 cents per gallon, respectively. The reduction would apply only to light 
effervescent wines (i. e., containing not more than 14 percent alcohol by volume). 

2. It is generally recognized that the present rates are excessive and unfair. 
The $3.40 tax is 20 times the tax on the light still wine counterparts of these 
effervescent wines when they are made without “bubbles.” Indeed, they are 
roughly 20 times higher ($544 per ton) than the average value to the farmer of 
grapes crushed for wine. These present discriminatory rates were wartime 
emergency measures and should be eliminated to provide the growers with a 
natural and sizable outlet for their fruits, which is not now available to them. 

8. Wine growing is a substantial agricultural enterprise in this country. 
Nationally it takes about half the grape crop. It is extremely important to the 
agricultural economies of such States as New York, Ohio, Michigan, Washington, 
and California, and is a material item in the economies of other States as well. 
About 75 percent of wine production is grower owned or controlled by the farmers 
themselves. It is a small business enterprise; of the approximately 600 wineries 
in the country, about 98 percent by number, and about 85 percent by volume, 
are small business under SBA standards. 

4. Wine is the only beverage discriminated against when it contains bubbles. 
There is no such discrimination in the case of beer, soft drinks, or the carbonated 
mixers used with spirits. Consumer preference for carbonated beverages is a 
matter of common knowledge; in the case of wine, it has been confirmed by 
University of California taste preference studies among thousands of people. 
The present discriminatory tax has obviously obstructed sales. Since 1945 total 
wine sales have gone up over 50 percent, but sparkling wine sales (less than 2 
percent of the sales of all wine) have gone up only a little over 20 percent—less 
than the population increase. To put it another way, the average retailer sells 
over 50 bottles of wine a week, but slightly less than 1 bottle of this is sparkling. 
The entire American production of sparkling wine (about 1.8 million gallons, 
divided among over 100 wineries) is so small that it could theoretically be con- 
centrated and handled with ease in only 1 medium-sized winery. 
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5. Excessive consumer price attributable to excessive Federal tax is the sole 
cause of this result. The average retail bottle price for light sparkling wines is 
about $3 to $3.50 per bottle. Of this, over $1.25 is attributable to the Federal 
tax, plus necessary distributors’ markups. The same wine, as a still wine with- 
out the bubbles, sells for roughly 75 cents to $1.50 a bottle. Wine is historically 
a low-priced commodity, and people are just not interested in paying 3 to 4 
times as much for a bottle of wine because it has bubbles in it, no matter 
how much they prefer this pleasant effervescence. 

6. The solution to this situation is obviously an adjustment of the tax down 
to a reasonable rate. The industry is not asking for a rate equal to that on still 
wine, but rather for an intermediate rate consistent with increased sales and 
eventually increased revenues to the Government. The rates selected in the 
above bills would still be substantial rates, but they would permit the reduction 
of the retail price by approximately $1 per bottle, allowing average sales at 
somewhere between $2 and $2.50 per bottle. A nationwide survey among whole- 
salers and retailers under the auspices of the California Department of Agricul- 
ture, through the fieldmen of the Wine Advisory Board, shows that such a con- 
sumer price reduction will result in an average sales increase of about 319 per- 
cent. This is not a startling increase. It would mean that the average retailer 
would still only sell 4 bottles of sparkling wine a week, instead of less than 1 
bottle. 

7. The Congress and the Treasury Department are naturally concerned whether 
the proposed reduction in rates would result in revenue losses. The answer to 
this, in the opinion of the trade, is a very definite “No.” The increased sales, 
at the still fairly high tax rate proposed in these bills, will in fact lead to in- 
creased revenue for the Government. Present revenues from sparkling wines 
are about $8.7 million. Increased sales at the proposed rates would start on the 
part of some producers within 4 or 5 months after the tax reduction date, stretch- 
ing out to 2 years for other producers, depending upon the type of operation. 
By the end of the first 6 months, the Government's total dollar intake would be 
close to the present annual rate, and substantially above the present annual 
rate by the end of the first year, with a gradual but steady increase during the 
second year. Our best caleulation for revenue effect is a net loss of only about 
$1.8 million during the first 12 months, and an actual net gain of about $1.8 
million the second 12 months, with gradually increasing gains thereafter through 
what would be essentially a completely new outlet for substantial quantities 
of wine. Most of this small initial revenue loss would be greatly minimized if 
Congress set the effective date of the tax reduction at some 6 to 9 months after 
the bill became law, so as to give a firm commitment against which expanded 
production could be planned. The industry has submitted all of its ecaleulations 
to the Giannini Foundation of Agricultural Economics at the University of 
California. They advise us that, in their opinion and on the facts, the present tax 
rates can be declared to be excessive and they take no serious exception either 
to the industry’s basic presentation of facts or to the conelusions we have drawn 
from them. 

8. This memorandum is based on testimony and material submitted to the 
Committee on Ways and Means on behalf of the Wine Conference of America, 
which is composed of 21 wine associations throughout the United States represent- 
ing producers, importers, and bottlers handling over 95 percent of all the wine 
consumed in the United States. This reference material is as follows: Public 
testimony by Wine Conference witnesses before the Subcommittee on Excise 
Taxes, December 6, 1956, and exhibits, appearing at pages 816 to 837 of the 
printed record; Wine Conference letters to the Honorable Aime J. Forand, chair- 
man, Subcommittee on Excise Taxes, dated February 1 and February 21, 1957; 
letter of July 15, 1957, from Dr. George L. Mehren, director, Giannini Foundation 
of Agricultural Economics, addressed to the Wine Institute. 

For the Wine Conference of America: 

Henry T. Gage, 
Associate Counsel, Wine Institute, 
Washington, D.C. 
Harry L, Lourie, 
National Association of Alcoholic Beverage Importers, Inc., 
Washington, D.C. 
Epwarp W. Woorron, 
Washington Representative, Wine Institute, 
Secretary, Wine Conference of America, 
Washington, D.C. 


? 
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UNIVERSITY OF CALIFORNIA, 
THE GIANNINI FOUNDATION OF AGRICULTURAL ECONOMICS, 
Berkeley, Calif., July 15, 1957. 
Mr. Epwarp W. Woorton, 
Wine Institute, Washington, D. C. 


Deak Mr. Wootton: This is in addition to my letter in which I reported that 
staff members of the Giannini Foundation were considering the validity of your 
statements with respect to a proposed reduction of Federal taxation rates on light 
sparkling wines. I have now had an opportunity to work through this file of 
material quite carefully. In general, I find nothing in your basic presentation 
of facts or in the conclusions you draw therefrom to which I should take serious 
exception. 

From extensive work in the grape industry in the past decade, I am aware of 
the bases by which these industries have been officially declared in a distressed 
condition. I also understand the necessity under agricultural statutes for price 
support in the raisin industry and the use of this devise as a means of extending 
Federal support to the entire grape industry. Perhaps most important, I learned 
that there was no real analytical basis either for absolute levels of taxes on 
wines or for the relative or differential rates among different types of wines. 
Certainly, the use of a ratio of tax value to grape value is neither appropriate 
for determining optimum tax revenue or optimum yield to producers. However, 
it is probable that tax rates should yield about the same ratio of revenue from 
taxes to revenue to growers for all classes. This is largely because there is a high 
measure of substitutability with respect to utilization of many types of grapes 
among alternative outlets. Very possibly, one of the reasons for the relatively 
small utilization of grapes in the sparkling wine outlet is the differentially and 
unreasonably higher level of taxes imposed thereon. 

There are more elegant ways of specifying that level of taxation and the differ- 
ential rates among various types of related products which would yield optimum 
long-run revenue to the Treasury. However, such calculations require data 
which cannot always be obtained for all segments of the wine industry. In the 
ease of these products, the case seems to be sufficiently clear that no more elegant 
demonstration of the constriction of sales by high taxes needs to be made. On 
the basis of the data I have seen in your file, it would be quite difficult exactly 
to specify that rate of taxation which most probably would v*l4 an optimum 
revenue. Nonetheless, given the facts available, your conclusions are entirely 
reasonable and seem to coincide fairly well with those which in earlier years 
I have found on the basis of more complex and comprehensive statistical analysis. 

By any standard, I think that the present tax rate can be declared to be ex- 
cessive. It is very probably true that the rate has decreased sales of wine and 
Government revenue as well. Again, most important, in my judgment, is the fact 
that the present rate structure seems to me to have no real rationale, either with 
respect to Government revenue or to industry welfare, or to anything else in fact. 
I fail to see—as the letter of February 15 from Dr. Dan Throop Smith indi- 
eates—that the present statute would be complicated by a simple reduction in 
the rates on these wines. I think this argument is rather effectively countered 
by the fact that the proposed amendment takes only a few lines of print. I also 
find the statement in the letter by Mr. Smith that it is “difficult to give credence to 
estimates of very substantial increases in business as a result of tax and price 
reductions.” This is simply grossly in variance with the very many price analyses 
we have made for many products in many markets over many years. The further 
statement by Mr. Smith that “this is especially true at a time * * * when the 
economy is operating at a very high level * * * is simply irrelevant. I am quite 
aware of the difficulties in formulating reasonable excise-tax rates. I fully un- 
derstand the administrative difficulties in making changes in established rates. 
However, as a citizen as well as an economist, it would appear to me that the ob- 
jective of the Treasury, and of the Congress as well, should be to set up that rate 
of taxes which is compatible with optimum producer income and optimum Treas- 
ury receipts. Such a rate can be discovered. The procedures followed by the 
Treasury will not discover them. 

I hope this material is helpful to you. 

Very truly yours, 





GErorGE L.. MEHREN, 
Director, Giannini Foundation. 
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THE WINE CONFERENCE OF AMERICA, 
WASHINGTON, D. C., July 29, 1957. 
Re tax adjustment on light sparkling wines. 
Hon. Dan TxHROoP SMITH, 
Deputy to the Secretary, 
Department of the Treasury, Washington, D. C. 


Deak Mr. SmirH: This is in acknowledgment of your letter of February 15, 
1957, in reply to mine of February 6, on the above subject. 

After receiving your letter of February 15, we went over some of the previous 
data we had submitted to the Subcommittee on Excises, and made corrections 
which were forwarded to Mr. Forand under date of February 21, 1957 (two 
copies enclosed). 

Since that time, the industry has carefully reviewed all the material previ- 
ously submitted to the Subcommittee on Excises, and also submitted the same 
material to the Giannini Foundation of Agricultural Economics at the University 
of California. I am enclosing two copies of the Giannini Foundation letter of 
July 15, 1957, stating that they find nothing in the industry’s basic presentation 
of facts or in the conclusions we have drawn therefrom to which they would 
take serious exception, and further stating that the data shows the present 
tax to be excessive and a restriction on both sales and revenue. 

Taking the whole data together, the industry feels that it has made out a 
pretty good case (a@) that the present tax rates are exorbitant, (b) that they 
have interfered with a natural and proper outlet for the grower, (c) that our 
lower proposed rates (still high in relation to the rates on still wines) will 
materially increase sales, and (d) that adoption of the rates proposed would 
be beneficial both to the Government and, also, to an agricultural industry that 
is not now getting the returns from the perfectly proper and natural outlet of 
light sparkling wines that it should. We honestly feel that there is no jeopardy 
to the revenue involved in the industry’s proposals covered by the bills H. R. 
6725, H. R. 6850, H. R. 6883, H. R. 6915, and H. R. 7097. 

Accordingly, we have taken the liberty of forwarding both to the Subcommittee 
on Excises and to the full Committee on Ways and Means the attached summary 
memorandum, dated July 26, 1957 (two copies enclosed), stating the case as we 
see it, on the basis of available data. 

I think we should point out that in the summary memorandum we have indi- 
dated that even the slight revenue loss for the first few months after the tax- 
reduction date could be minimized by the Congress making a firm commitment 
regarding the tax reduction some 6 to 9 months in advance of its effective date. 

There is no question in my mind that the industry throughout the country 
sincerely and honestly feels that the reduced, but still high, rates for light 
sparkling wines proposed in the pending bills could be adopted by the Congress 
not only without jeopardy to the revenue but also with eventual benefit both to 
the Government and to the grape and wine growers in many States. 

From your letter of February 15, 1957, I feel that the industry’s case will re- 
ceive the very serious consideration of the Treasury Department. We quite 
naturally hope, also, that it will be possible to get a favorable recommendation, 
based upon the additional material herewith submitted. 

Sincerely yours, 
Epwarp W. Woorton, Secretary. 


NEw ORLEANS, LA., January 13, 1958. 
Re repeal of discriminatory taxes. 


Hon. HAE Boggs, 
House of Representatives, Washington, D. C. 


Dear CONGRESSMAN: Will you kindly file with your committee the 50 copies of 
my statement on behalf of the National Boat Association, Inc., enclosed herewith. 

States like Louisiana, California, and Florida, located at a distance from the 
center of population, are adversely affected to a greater degree than others. 

While I am not requesting a personal appearance before your committee at this 
time, I hope to get to Washington in about 10 days and will see you. 

With very best wishes, I am, 

Sincerely, 
Davip W. PALMER. 


DESTIN, Fa. 
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ASSOCIATION OF SAN DieGo YaoutT CLUBS, 
San Diego, Calif., December 24, 1957. 
Mr. Leo IrwIN, 


Ohief Clerk, House Ways and Means Committee, 
Washington, D.C. 


Deak MR. IRWIN: We would appreciate having the following statement, or one 
that closely approximates it, included in the record for the January meeting of 
the House Ways and Means Committee. 

It is requested that your committee give consideration to a proposed amend- 
ment to section 4242 (a) of the Internal Revenue Code of 1954 which would, in 
effect, exempt club charges for facilities from the 20-percent dues tax when such 
charges are not concomitant to membership. 

The bill, therefore, is requested to be amended as follows: 

“Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That section 4242 (a) of the Internal 
Revenue Code of 1954 (defining the term ‘dues’ for the purpose of the excise tax 
on club dues) is amended by striking out ‘and;’ at the end thereof and inserting 
in lieu thereof a period and the following new sentence: ‘In the case of a club 
or organization no part of the net earnings of which inures to the benefit of any 
private stockholder or individual, the term “dues” does not include charges for 
privileges or facilities if the members have the option to decide whether they 
will avail themselves of such privileges or facilities.’ 

“Seo. 2. The amendments made by the first section of this Act shall apply only 
with respect to amounts paid on or after the effective date of this Act.” 

Thank you for your consideration and for the inclusion of this statement in the 
official record. 

Sincerely, 
GARDNER B. Morsk, Secretary. 





MANUFACTURED Topacco Excise Tax SHOULD BE RepucepD From 10 CENTS PER 
PouNnp TO 4 CENTS PER POUND 


From W. Brooks George, Larus & Bro. Co., Inc., Richmond, Va. 


As you recall, in November 1951 Congress reduced the tax on smoking tobacco 
from 18 cents to 10 cents per pound. Sales of manufactured tobacco were “sick” 
in 1951 and they were even “sicker” in 1956. 

Attached is a schedule which shows the present distressed condition of the 
smoking tobacco industry. You will note that there has been a decrease in 
overall sales since 1951 of 28.26 percent. These are the lowest sales in over 50 
years. 

According to the United States Department of Agriculture, the average cost of 
burley leaf tobacco (the principal ingredient of smoking tobacco) was $51.03 per 
hundredweight in 1951. In 1956 this average cost amounted to $63.53 or an in- 
crease of $12.50 per hundredweight. This is an increase of over 12 cents per 
pound, farm weight. 

The average wage rate of our employees working in the smoking tobacco de- 
partment has increased 23 cents per hour since 1951. There have been numerous 
other increases in the cost of materials. 

For the above reasons we are of the opinion that Congress should correct this 
hardship case and inequity by reducing the tax from 10 cents to 4 cents per pound, 
or a decrease of 6 cents per pound. This decrease would go to the benefit of the 
tobacco farmer and the wage earner. 

In the calendar year 1956 the United States Treasury Department received 
from the manufactured tobacco classifications total receipts of $18,128,341.20. 
The manufactured classifications include plug, twist, fine cut, scrap chewing, 
smoking, and snuff. In the past when a tax adjustment has been made on smok- 
ing tobacco, it has also included a change for the entire classification. Therefore, 
if the tax were reduced on manufactured tobacco from 10 cents to 4 cents per 
pound, it would result in the small loss of revenue of approximately $10,877,000. 

It is well to mention that cigarette consumption continues to increase and 
was up 2.49 percent in 1956 over 1955 resulting in a revenue increase of $38 
million. 
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Industry data—Comparison of manufactured tobacco removed for consumption 
(Internal Revenue comparison), calendar years 1956, 1951, and 1940—Tag 
paid 


Percent in- | Revenue value 
crease (+) or of 1 


























1940 1951 1956 decrease (—),/ removals, 10 
1956 and 1951 cents per 
pound 
48, 758, 317 38, 756, 240 32, 675, 587 —15. 69 $3, 267, 558. 70 
5, 601, 343 4, 026, 266 3, 190, 586 —20. 7 319, 058. 60 
4, 737, 032 2, 815, 427 2, 883, 935 +2. 43 288, 393. 50 
Scrap chewing---_-.----- 42, 362, 599 38, 685, 232 | 35, 436, 997 —8. 40 3, 543, 699. 70 
Smoking-- -_-_--- ea 205, 113, 393 97, 402, 102 69, 880, 431 —28. 26 6, 988, 043. 10 
Se 38, 017, 336 39, 184, 229 37, 215, 876 —5. 02 3, 721, 587. 60 
Total manufactured 

tobacco. - .._..... 344, 590, 020 220, 869, 496 181, 283, 412 —17. 92 18, 128, 341. 20 





Cigarettes.......________ 181, 000, 000,000 |378, 725, 000,000 |391, 570, 000, 000 | 1 +3. 39 |1, 566, 280, 000. 00 


em | 


1 $4 per thousand. 


STATEMENT BY NATIONAL Boat ASSOCIATION, INc., DAvip W. PALMER, ATTORNEY, 
DESTIN, FLA. 


Mr. Chairman and members of the committee, the National Conference for 
Repeal of Taxes on Transportation, by its executive director, Mr. Leif Gilstad, 
1000 Connecticut Avenue NW., Washington, D. C., on behalf of the Florida Boats- 
men Association, Inc., and about 100 other associations, has submitted a statement 
urging repeal of the transportation tax. On behalf of the National Boat Associa- 
tion, Inc., and by this reference, I desire to adopt the statements by the National 
Conference for Repeal of Taxes on Transportation. 

In addition, Mr. Chairman, there is hereto attached and made a part hereof 
the extension of remarks of Hon. Robert L. F. Sikes in the Congressional Record 
of May 2, 1957, incorporating a resolution of the Florida House of Representa- 
tives. For the additional reasons stated in Mr. Sikes speech, this tax should 
be repealed. 

In the event that it appears impracticable at this time to repeal this tax in its 
entirety, then we would ask for favorable action on Mr. Herlong’s bill, H. R. 2867, 
intended to end the tax on sightseeing about which there has been some contro- 
versy and litigation. In several lawsuits, as indicated by Mr. Sikes, it has been 
held that all movement of goods and persons is not taxable transportation. The 
cost of enforcing the controversial tax is more than the revenue received from 
this source. 





THE TRANSPORTATION TAx LAW SHOULD BE REPEALED 


Extension of remarks of Hon. Robert L. F. Sikes, of Florida, in the House of 
Representatives, Thursday, May 2, 1957 


Mr. Srxes. Mr. Speaker, under unanimous consent, I insert in the Appendix 
of the Record an article which appeared in the Playground News, of Fort Walton 
Beach, Fla., April 18, 1957, which indicates some of the reasons why the citizens 
of Florida feel that the transportation tax law should be repealed. 

My colleague, the Honorable A. S. Herlong, Jr., has introduced a bill, H. R. 
2867, to repeal the transportation tax law, sections 4261, 4262, 4271, 4272, and 
4273, Internal Revenue Code of 1954. Some 40 bills, I am informed, have been 
introduced and are now awaiting action of the 85th Congress, relating to this 
subject. 

Speaking in support of the bill, as shown in the Congressional Record of March 
5, 1957, Mr. Herlong said : 

“It is possible, through repeal of the taxes on transportation, to extend a meas- 
ure of relief to each and every person and each and every business, without any 
serious loss of revenue to the Government. * * * The potential benefits to be 
gained by all consumers through the cumulative effect of lower prices at each 
stage of manufacture, wholesaling and retailing, are so great as to make any 
possible loss of revenue almost insignificant by comparison. * * * Repeal of the 
taxes on transportation cannot safely be delayed, while immediate repeal would 
be in the best interest of all.” 
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Another of my colleagues, the Honorable James B. Van Zandt, author of H. R. 
976, which seeks repeal of the transportation tax, in a speech in support of his 
bill and recorded in the Congressional Record of February 18, 1957, says: 

“The cost of transportation and the burden falls most heavily on those least 
able to afford it. * * * Transportation, more than any other factor, is part of 
everything this Nation uses or consumes. * * * Repeal of the transportation 
taxes would, therefore, benefit each and every person and the entire national 
economy.” 

The news article reads as follows: 


“RESOLUTION Is ApbOpTED AT DESTIN MEETING—BOATSMEN ASSOCIATION SEEKS 
REPEAL oF TAx 


“Ata meeting of the Florida Boatsmen Association, Inc., held at the Community 
Center Building in Destin, Fla., Saturday night, a spirited discussion centered on 
matters relating to taxation, license fees, and regulation of the fishing industry, 
President J. E. Brunson said. 

“James H. Wise, member of the legislature from Okaloosa County, met with 
the association members for a discussion of pending legislation relating to fishing 
and boating, Brunson added. 

“*A4 number of bills have been introduced and are pending action of the legisla- 
ture now in session in Tallahassee,’ he explained. 

“A resolution was adopted requesting the legislature to approve a current 
resolution urging Congress to repeal the transportation tax. This tax, according 
to David W. Palmer, association counsel, who presented the resolution, has been 
the subject of much litigation, so much that it is no longer profitable to the 
Government as a revenue-producing measure. 

“‘It is a war measure,’ he said, ‘enacted in 1941 to deter people from riding 
the trains, planes, and boats and thereby give more room for transporting mili- 
tary personnel and equipment. 

“ ‘Some 30 bills are now before Congress seeking repeal,’ he added. “Ten 
State legislatures have already taken similar action seeking repeal. 

“‘*Many court decisions have held that the tax had been illegally collected on 
the movement of logs, earth, oil, ice, gravel, and persons making fishing and sight- 
seeing trips. More than 100 associations, including the Chamber of Commerce 
of Los Angeles and Kansas City, are supporting the repeal movement,’ Palmer 
said. 

“CO. L. Kelly, secretary-treasurer, presented the resolution as follows: 

“*Whereas the Federal transportation tax is a discriminatory and unfair tax, 
imposed on those who in their business or profession are required to travel or 
tansport goods, wares, and merchandise; and 

“*Whereas the courts have held that the tax, in a number of instances, was 
illegally collected and that said tax does not apply, under certain conditions, to 
various articles, commodities, persons and activities, such as the movement of 
logs, earth, oil, ice, gravel, fishing boats, etc. ; and 

“ ‘Whereas it appears from the remarks of Hon. Robert L. F. Sikes, as recorded 
in the Congressional Record of April 13, 1955, and May 31, 1955, that said tax 
has not been uniformly imposed, but has been collected contrary to law; and 

“*Whereas large sums of said tax illegally collected have been refunded pur- 
suant to court decree; and 

“ ‘Whereas in Florida, because of our location, said tax imposed an unfair and 
undue burden on our citizens : Now, therefore, be it 

“ ‘Resolved, That the Florida Boatsmen Association, Inc., hereby petitions the 
Legislature of the State of Florida, now in session at Tallahassee, by appropriate 
concurrent resolution to request the Congress of the United States to repeal said 
transportation tax law; be it further 

“ ‘Resolved, That said association hereby requests Members of the Congress 
from Florida to repeal said law ;that a copy of this resolution be sent to Members 
of Congress from the State of Florida ; be it further 

‘Resolved, That a copy hereof be released to the press to the end that due 
publicity be given the subject. 

“ ‘Approved at Destin, Fla., this 13th day of April 1957. 


“ “FLORIDA BOATSMEN ASSOCIATION, ING., 
““*By J. B. Brunson, President. 
*“ ‘Attest : 
“<C, L. KELLY, 
“* ‘Seoretary-Treasurer.’ ” 
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Attached to the above and foregoing resolution and transmitted to the State 
legislature in Tallahasse, Fla., was the following: 


“House CONCURRENT RESOLUTION 


“A concurrent resolution requesting the Congress of the United States to repeal 
title 26, sections 3475 and 4261 of the Internal Revenue Code of the United 
States, which levies an excise tax on the transportation of property and 
persons within the United States 


“Whereas the Federal excise tax on transportation was for the most part 
levied as an emergency revenue measure for the conduct of World War II, and 
in the case of the tax on transportation of persons for the purpose of discour- 
aging unnecessary civilian travel, and was not intended as a part of the perma- 
nent rate structure, and is no longer necessary because the emergency created by 
World War II and the problems peculiar to it have ceased to exist; and 

“Whereas the country’s railroads, airlines, truck and bus companies and 
water carriers are caught between increased costs and rate competition among 
themselves and with unregulated and private transportation, and the transporta- 
tion tax increases the prices the users of the for-hire transportation services 
must pay, and makes the for-hire transportation agencies involuntary collectors 
of a tax which drives business to private operations ; and 

“Whereas the for-hire transportation industry is essential to the national 
defense and the well-being of this industry must be safeguarded from the un- 
necessary and disrupting influence of the transportation tax which prevents 
for-hire transportation agencies from being able to compete for their fair share 
of the available volume of traffic; and 

“Whereas the transportation tax is most unjust to the Nation’s railroads 
which are especially essential to the national defense because they move the 
largest share of troops, equipment, and vital supplies in times of war and 
national emergency ; and 

“Whereas the transportation tax is costly for the carrier to collect and admin- 
ister and thus adds to the total freight bill by increasing the carrier’s overall 
costs, putting an extra burden upon the carrier and on the shipper through high 
rates ; and 

“Whereas the transportation tax, because of its nature or application tends to 
become discriminatory as to communities and individuals, and restricts trade 
areas, thereby interfering with the free flow of commerce within the United 
States, and the State of Florida is particularly affected because its shippers 
must ship their commodities for long distances to reach markets; and 

“Whereas the transportation tax rate is a fixed percentage of the fare or 
freight rate, and is substantially increased without any increase in the tax rate 
every time it is necessary to increase passenger and freight rates; and 

“Whereas the for-hire transportation agencies are specially important to the 
State of Florida because Florida is an importer, i. e., more goods and people 
come into the State and remain than go out, and this means that the transporta- 
tion tax adversely affects the State of Florida to a point approximating a lack 
of constitutional uniformity ; and 

“Whereas the for-hire transportation agencies are essential to the well-being 
of the large tourist trade in the State of Florida and the State of Florida is 
especially interested in protecting and developing its vacation and tourist travel 
and cheaper transportation costs will aid in the accomplishment of this pur- 
pose ; and 

“Whereas transportation is in no sense a luxury but is a vital necessity and 
there is, therefore, sound reason for distinguishing between the transportation 
taxes and other excise taxes that are imposed upon luxury items; and 

“Whereas the benefit the public in general will derive from the repeal of the 
transportation tax will far outweigh the loss of revenue to the Federal Gov- 
ernment; and 

“Whereas there is presently pending before the Congress of the United States 
legislation which would repeal the tax on transportation of property and which 
would repeal the tax on transportation of persons: Now, therefore, be it 

“Resolved by the House of Representatives of the State of Florida (the 
Senate concurring), That they be placed on record in favor of the repeal of the 
3-percent Federal transportation tax on all commodities shipped, and the 
repeal of the 10-percent transportation tax on all passenger fares ; and 

“Resolved, That this resolution be forwarded to Representative Forand and 
the members of the House Subcommittee on Excise Taxes with the recom- 
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mendation that serious consideration be given to supporting the repeal of 
excise taxes as applicable to the movement of people and goods via for-hire 
carriers ; and 

“Resolved, That the members of the Florida delegation in Congress do all 
within their power to bring about the repeal of the Federal transportation tax, 
and be urged to pursue this matter as diligently as possible in order that the 
State of Florida might reap the benefits which would be forthcoming.” 

Mr. Speaker, in Florida this transportation tax has become a nuisance. Fish- 
ing boats were required to contribute an aggregate sum of about $100,000 to the 
United States Treasury Department as a transportation tax. After some 7 
years of litigation, the courts have held that the tax was unlawfully collected 
and must be refunded—Smith v. U. S. (110 F. Supp. 892) ; Walker et al. v. U. 8. 
(144 F. Supp. 440; affirmed 234 F. (2d) 910); Davis v. U. 8. (235 F. (2d) 
174) ; Smith v. U. S. (157 C. C. H. 9550 (5th Circuit), decided April 3, 1957). 

As shown by my remarks in the Congressional Record of April 13, 1955, in 
some areas no effort was made to collect the tax. The court found that the 
tax varied in different localities. In some places the tax was collected at the 
rate of about 5 cents while under identical circumstances on other boats the 
tax was collected at the rate of 60 cents on a $5 fishing trip. 

Because of the inherent nature of transportation, as legally defined, much 
travel and the movement of various commodities, goods, wares, and merchan- 
dise, have been held by the courts to be nontaxable. The unauthorized assess- 
ment and collection of the tax has resulted in considerable litigation throughout 
the United States with its attendant expenses to both the Government and the 
taxpayer. The most satisfactory solution to this problem is to repeal the 
transportation tax law. 

The effort to expand the statute by administrative rulings to impose the tax 
on articles and activities not specified in the statute is not limited to fishing 
boats but includes such tonnage as wood—Masonite v. Fly (182 F. (2d) 934; 
194 F. (2) 257); building materials—Harl v. Babler (180 F. (2d) 1016); 
earth—Ellis v. U. S. (187 F. (2d) 698); stone—Kerns v. U. 8. (204 F. (2d) 
813) ; oil—Jones v. Continental Oil (141 F. (2d) 928) ; Continental Oil v. Jones 
(92 F. Supp. 927). 

Now, I understand, in some places an effort is being made to collect the tax 
on sightseeing in disregard of a regulation expressly excluding sightseeing 
from the tax. 

In view of the foregoing facts, H. R. 2867, legislation to repeal the transpor- 
tation tax, should receive early consideration. 





AMERICAN CABLE & Rapio Corp. 
New York, N. Y., March 20, 1958. 
Hon. Wixevur MILs, 
Chairman, Committee on Ways and Means, 
House Office Building, Washington, D.C. 


Dear Mr. CHAIRMAN: In view of indications that tax revision may be one of 
the methods used to remedy the business recession, we respectfully suggest that 
consideration be given to the elimination of the 10-percent excise tax on inter- 
national telegrams as one of the means which would contribute to business 
recovery. 

Both the telegraph industry and users have considered the excise tax on tele- 
grams to be inequitable and discriminatory ever since its inception. 

With the exception of Government and press messages, almost all international 
telegrams are transactional. Since Government and press messages are exempt, 
the tax upon transactional communications is distinctly a direct tax upon 
business. 

The imposition of a direct tax upon an instrumentality of internation] com- 
merce is prejudicial to the efficiency and usefulness of the telegraph industry 
because of the burden it places upon the telegraph services. Of itself this is 
contrary to the spirit of the International Telecommunication Convention 
(Buenos Aires, 1952), an international treaty ratified by the Government of 
the United States, the preamble of which reads: 

“While fully recognizing the sovereign right of each country to regulate its 
telecommunications, the plenipotentiaries of the Contracting Governments, with 
the object of facilitating relations between the peoples by means of efficient 
telecommunication services, have agreed to conclude the following Convention.” 
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Another international treaty, the Telegraph Regulations (Paris Revision, 
1949), contains the following provision (art. 26, par. 8) : 

“The tariff shall exclude any fiscal tax or duty. Any country which for its 
own benefit levies a fiscal tax on international telegrams shall collect this tax 
in addition to the charges and only from senders of telegrams in its country.” 

In ratifying the Telegraph Regulations, the Government of the United States 
accepted no obligation with respect to the foregoing provision. The fact is that 
the tax is imposed upon charges for international telegrams paid in this country 
regardless of whether the communications are outgoing or incoming. 

We know of only three other countries which apply an excise tax of substance 
on international telegrams; namely, Bolivia (10 percent tax), Brazil (6 percent 
tax), and Chile (15 percent tax). In all three cases the tax is applied on the 
foreign country’s outgoing messages only. Based upon statistics of traffic volume 
to, from, or via the United States for the year 1956, reported by the international 
carriers to the Federal Communications Commission, there were 28,957 messages 
from Bolivia, 435,024 messages from Brazil, and 94,573 messages from Chile. 
On the other hand, there were 8,433,473 outgoing messages from the United 
States. The conclusion is justified that on a worldwide basis, excise taxes on 
international telegrams are applied principally and preponderatingly by the 
Government of the United States. : 

We might also point out that the Third Inter-American Radio Conference (Rio 
de Janeiro, 1945) adopted as resolution X, captioned “Elimination of Special 
Taxes,” the following : 

“The Third Inter-American Radio Conference considers that it is in favor of 
the elimination of all special excise taxes which affect international communi- 
eations and in order to accomplish this aim progressively so as not to disturb 
the economy of the countries, and therefore, 

“It recommends: 

“1. That on press and government telecommunications no excise tax shall be 
applied except for services actually rendered ; 

“2. On all other telecommunications such excise taxes should be progressively 
reduced until they are completely eliminated. In any event, the above-mentioned 
excise taxes should apply only on outgoing telecommunication messages.” 

The Fourth Inter-Amreican Radio Conference (Washington, 1949) maintained 
recommendation X without any modification. 

Except for services performed within 225 miles of the border with Canada or 
Mexico, the Government of the United States does not impose the excise tax 
upon receipts from international passenger and freight services performed by 
airlines, bus transport lines, railroads, or steamships. Nor is any burden placed 
upon the user of overseas airmail. The airmail has a direct subsidy from the 
Government, as there is no pretension that the airmail stamp pays for the 
service. Of the various forms of international common carrier service, com- 
munication appears to be the only genuine public service subjected to the tax. 

The imposition of the excise tax upon international telegrams has created a 
demand amongst users in the United States for receiver-to-pay arrangements. 
Such arrangements would envision payment for outgoing messages by the ad- 
dressees at foreign points. Such payments would be free from United States 
excise tax and certainly not subject to foreign excise tax. Due to processing 
and soft currency conditions, such arrangements have not yet been offered to 
users in the United States except for Government and press messages and, to 
a very limited extent, communications filed by foreign residents traveling in this 
country. On the other hand, incoming messages to be filed by American visitors 
abroad on a receiver-to-pay basis, including messages from one foreign country 
to another foreign country for which payment is desired within the United 
States, would be subject to the United States excise tax. This has caused retribu- 
tive economy. This is not a healthy condition to cope with during a business 
recession. 

During the last few months of 1957 the United States international telegraph 
industry experienced a drop in traffic volume. In January and February, 1958 
the message volume was 4 percent below that for the same months in 1957. 

There has been no change in international telegraph rate levels within the 
United States since July 1, 1950. Even the change on that date was due to a 
shift in service classifications and did not have the true character of a rate 
increase, 

At recent hearings before the Federal Communications Commission the inter- 
national carriers produced considerable evidence as to the inadequacy of the 
United States international rate levels and the lack of a reasonable rate of 
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return. Worsening business conditions have increased the gap between present 
earnings and a reasonable rate of return. 

In the face of all these facts, the United States excise tax upon communications 
has become a serious drag to the economy of the industry. It is our view that 
the elimination of the tax on communications would not only avoid jeopardizing 
an essential business but the very knowledge of its elimination would stimulate 
business and play its own important role in business recovery. 

I shall appreciate it if all of the foregoing is brought to the attention of the 
members of your committee for consideration and incorporated into the record 
of the proceedings in the general tax revision hearings. 

Very truly yours, 
ELLERY W. STONE, President. 





UNITED STATES INDEPENDENT TELEPHONE ASSOCIATION, 
Washington, D. C., March 28, 1958. 
Hon. WiLseur D. MILLs, 
Chairman, Committee on Ways and Means, 
House of Representative, Washington, D.C. 

Dear Mr. CHAIRMAN: During the past 11 years, representatives of the United 
States Independent Telephone Association have on several occasions urged the 
elimination of excise taxes on telephone service. 

Our latest witness, Col. William C. Henry, president and general manager 
of the Northern Ohio Telephone Co., Bellevue, Ohio, testified before a subcommit- 
tee of your committee on December 6, 1956. 

The attached statement of our current position concerning these taxes is sub- 
mitted for your consideration. We kindly request that it be made a part of the 
record of the recent hearings held by the committee. 

Respectfully yours, 
R. A. LUMPKIN, 
Chairman, Tax Committee. 


STATEMENT ON BEHALF OF UNITED STATES INDEPENDENT TELEPHONE ASSOCIATION 


The United States Independent Telephone Association submits this statement 
on behalf of its member companies and the nearly 10 million telephone customers 
which those companies serve. Our purpose is to call attention to a gross in- 
equity in the Federal tax structure and to recommend a proper remedy in the 
nature of a general relief measure universally beneficial to every taxpayer. 

A discriminatory tax is presently levied on essential telephone service at rates 
ordinarily reserved for luxury items such as furs, perfume, and jewelry. 

While Federal excise taxes have been imposed on communications services in 
all but 8 of the past 40 years, it was not until 1942 that local telephone service 
was made subject to this tax as a part of a wartime emergency measure. This 
tax was conceived as a means of restricting the growth of telephone service in 
order to save critical materials for national defense. Sixteen years after enact- 
ment, the Federal excise tax on communications services continues to restrict the 
growth of telephone plant and service thus contributing to the current slow- 
down in business activity. The tax is out of keeping with the times. 

The discriminatory nature of this tax has been stressed by industry repre- 
sentatives in testimony before your committee on many occasions. It has been 
pointed out that telephone service is distinguished by the fact that it is the 
only one of the essential household utilities so taxed. Our customers and the 
investors in our business as well, cannot understand why telephone service 
should be singled out from gas, electricity, and water to be taxed in this dis- 
criminatory fashion. They are naturally fearful that a tax continued so long 
after the end of the emergency which prompted it may tend to become a perma- 
nent part of the general tax structure. 

Communications services are carrying a large burden in the form of taxes. 
The telephone industry’s bill for Federal income and operating taxes amounted 
to $1,500 million for 1957. In addition, telephone customers paid nearly $600 
million in Federal excise taxes on their service. This is a sum that is becoming 
increasingly burdensome to the telephone user. In the final analysis, telephone 
customers must pay the industry’s taxes. We estimate that the average tele- 
phone customer’s bill included more than $50 in taxes for the year 1957. This 
fact is even more striking when it is realized that out of every dollar the cus- 
tomer currently pays for telephone service, approximately 28 cents goes for 
taxes, including excise levies. Our customers have been bearing their full 
share of the tax load for many years. The time has come for relief. 
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Since the use of the telephone is so universal, repeal of the Federal excise 
tax on communications services would have the same effect as a general tax 
reduction equal in amount. Economists who advocate tax reductions as a 
stimulant to business activity clearly recognize the broad effect which can be 
expected from repeal. People in all income groups pay excise taxes on com- 
munications. Repeal of these taxes will provide direct benefits for most every- 
one in the Nation. Many more people would be directly benefited by a repeal 
of the excise tax on communications than by a reduction in income taxes. This 
is particularly true of the millions now unemployed. We firmly believe that one 
of the most practical ways of affording immediate relief to the average tax- 
payer is to repeal the excise taxes on communications services. 

Our position may be summed up as follows: 

1. The Federal excise tax on communications services was conceived as an 
emergency measure and should not be continued longer lest it may come to be 
regarded as a permanent part of the tax structure. 

2. The tax is unfair because it discriminates against users of telephone serv- 
ice. Regarded by most people as a daily necessity, telephone service is treated 
as a luxury for tax purposes and subjected to rates approaching those imposed 
on club dues, cabaret bills, liquor, and tobacco. It is the only household utility 
service so taxed. 

3. The necessity of maintaining Federal tax revenues at the current high 
level should not preclude the elimination of the unfair and discriminatory excise 
tax on communications services. The nature of this tax demands its early 
repeal. 

4. Repeal of the Federal excise tax on communications services is the most 
practical means of providing a general tax reduction immediately stimulating 
to the national economy and universally beneficial to all our people. 

United States Independent Telephone Association Tax Committee, 
R. A. Lumpkin, Mattoon, Ill, Chairman; Hugh A. Barnhart, 
Rochester, Ind. ; Thomas A. Boyd, New York, N. Y.; Judson Large, 
Chicago, Ill.; Samuel F. Nixon, Westfield, N. Y.; Harland W. 
Holmwood, Santa Monica, Calif. 
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